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Foreword

Farmers and ranchers— aswell asthe firms supplying farm inputs
and handling farm products— have greatly increased their use of debt
financing in recent years. Much of this credit has been supplied by
commercial banks. In fact, about 25 per cent of all credit outstanding
to agricultural producers on January 1, 1980, was extended by com-
mercial banks. Over the years, banks serving agriculture have ful-
filled a vita role in fostering the sound economic development of
their communities.

As loan demand has continued to climb at these banks, they have
had to become more aggressive in acquiring loanable funds, both
from within their communities and from sources outside those com-
munities. Moreover, changes in the competitive and regulatory cli-
mate for financial institutions have greatly increased competition for
loanable funds while opening new opportunities for acquiring these
funds.

A symposium entitled ** Future Sources of Loanable Funds for
Agricultural Banks," held on December 8 and 9 in Kansas City,
allowed adistinguished panel of participantsto examine a number of
alternatives for supplying loanable funds to agricultural banks. This
was the third in a series of symposia hosted by the Federal Reserve
Bank of Kansas City. Wehopethese proceedings will be of interest to
those wishing to learn more about this timely issue.

The proceedings were compiled by Marvin Duncan, assistant vice
president .and economist with the Federal Reserve Bank of Kansas
City. Assistance was provided by Ann Laing Adair, research as-

sociate with the bank.
President f

Federal Reserve Bank of Kansas City
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Emphasizingfinancial management, risk management, and finan-
cial markets for agriculture in both research and teaching, Peter J.
Barry has participated in many workshops and conferences with
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Combining practical experiencein agriculture as well as banking,
Marlin Jackson, former chairman of the American Bankers Associ-
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Arkansas, aschairman and president, he has taken the bank from $9
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J. CharlesPartee is a member of the Board of Governors of the
Federal Reserve System. Before his appointment to the Board in
1976, Dr. Partee served on the Board's staff as managing director for
research and economic policy and as senior economist for the Sys-
tem's Federal Open Market Committee. Before that, Dr. Partee was
second vice president and associate economist at Northern Trust
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A writer and economic analyst with special interest in finance,
monetary policy, banking structure and performance, and interna-
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of Commerce and Community Development Corporation.
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as an administrator of the Agricultural Marketing Service, an agency
of the USDA.



1
The Changing Environment for Banking

J. Charles Partee

For anyone connected with the banking business — whether
banker, analyst, or regulator — it is abundantly clear that we are in the
midst of a period of rapid and perhaps quickening change. The
evolution taking place in financial services no doubt creates new
opportunities for well-managed, innovative institutions. But it also
poses substantial risks that may require changes in banking strategy
and that will warrant close monitoring and careful evaluation.

Thelist of challenges today isextraordinarily broad. Interest rates,
after dropping sharply in the spring, have escalated again to approach
their unprecedented highs of early 1980. Rate volatility is without
parallel in modern times, and financial markets have shown consider-
ableinstability. The competition for deposit fundsisintense, andit is
coming increasingly from the attraction of aternative market instru-
ments as well as from inter-ingtitutional rivalry. Major new shiftsin
the competitive environment are in the process or on the horizon,
including nationwide NOW accounts on January 1, 1981, expanded
lending authority for the thrifts, the explicit pricing of Federal Re-
serve services, the accelerating trend toward electronic funds trans-
fers, and the gradual phaseout of all Regulation Q interest rate
restraints. And al of these changes are taking place in an economic
environment marked by continued rapid inflation, sluggish business,
escalating energy costs, and uncertain adjustments in the structure of
geographic and product markets. Credit risk potential obviously ison
the rise.

So far, the banking community has weathered the storm very well
indeed. This past year has not been an easy onefor banking, given the
effects of rapid inflation, a sharp but brief economic recession, and
the widefluctuations in interest rates. Y et, on balance, bank earnings
have held up or increased, bank capital ratios have shown some small
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tendency toward improvement, and there has been no evidence of any
widespread buildup in problem loans of the sort that plagued usin the
mid-1970s. There is reason for optimism, therefore, about the adap-
tive capacity of our banking system. But to ensure continued success
during this difficult transition period, it isvital that we all recognize
the need for changed banking practices in order to cope with the
challenges at hand.

Competition for Deposits

In my view, the most fundamental challenge confronting banks —
as well as other financia institutions — is the escalating competi-
tion for deposit funds. For many years, banks were able to depend on
a growing and reasonably stable base of low-cost core deposits,
mainly demand and passbook savings accounts. This situation began
to change about 15 years ago, however, and in recent years rising
market interest rates have encouraged holders of these deposits in-
creasingly to seek out other types of financial instruments offering
substantially higher yields. Depository institutions have faced the
prospect of either gradually losing their deposit base, or el se offering
more attractive deposit instruments in order to hold and add to their
funds. Small banks have been under particular pressure to innovate
because they rely more heavily on core deposits.

With the help of liberalized Regulation Q rules, most institutions
have wisely chosen thelatter course. Thus, in June 1978, the depos-
itories began to market six-month money market certificates for
savers with a minimum of $10,000 to invest. These certificates,
which are issued at interest rates pegged to yields on six-month
Treasury hills, have proven extraordinarily popular with individuals.
In less than 2% years, the amount outstanding at all institutions has
risen to $355 hillion, of which commercial banks hold $150 billion.
Similarly, the small-saver certificate, introduced in the summer of
1979, has helped institutions defend their position in this segment of
the market. These certificates have a maturity of 2% years, and their
interest rate istied to yields on Treasury securities, with aceiling cap
presently of 12 percent for thrifts and 11% per cent for the banks.
Although they have been available only for alittle more than a year,
the amount outstanding has already risen to nearly $90 billion.

Relatively small savings balances thus have become increasingly
rate sensitive, just aslarge certificates of deposits had earlier, partic-
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ularly after banks were freed from rate ceilings in 1970 so as to
compete successfully with the market. The result has been a sharply
rising cost of fundsfor banks, large and small. Equally important, the
cost of funds is no longer predictable, since it will need to vary
relatively promptly in order to keep the returns paid for such deposits
competitive with the market. But let me be clear: Thereis no alterna-
tive. The institutions would not have been able to keep their deposit
base without these new, free-floating instruments. And with the open
market still beckoning for new sourcesof funding, thereis noturning
back from this course.

Probably the greatest competitive threat that the depositories have
had to face from the market in the last several years has been money
market mutual funds. The combined assets of these funds have
exploded from only $4 billion at the end of 1977 to nearly $80 billion
currently. The money market funds have proven to be the most
effective alternative to deposits yet devised for the consumer. By
participating in such funds, the consumer isableto receive short-term
yields without the expertise required to buy market instruments
directly. Most funds also offer the consumer liquidity by having a
draft redemption feature. While thefunds are not insured, the invest-
ment risk appears relatively low because the pool of investments is
composed of a diversified portfolio of high-grade assets of very
short-term maturity.

Although money market mutual funds so far have attracted far less
in savings balances from individuals than money market certificates
and small saver certificates combined, they nevertheless have seri-
ously challenged the position of the traditional depository institu-
tions. Moreover, they symbolize a threat to the future of the depos-
itories posed by an open market environment — that is, the threat that
additional deposit-like financial instruments may bedeveloped in the
money market or by non-depository firms. In this competitive envi-
ronment, it seemsto meessential that the depositories be freed from
the long-standing interest ceilings on deposits that have restricted
their ability to compete against the market. The Monetary Control
Act passed by the Congresslast March doesjust that, by providingfor
a gradual phasing out of Regulation Q, and the Depository Institu-
tions Deregulation Committee is now carrying out this statutory
mandate.

Another less publicized provision of the Monetary Control Act that
has implications for deposit competition is the increase in deposit
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insurance coverage from $40,000 to $100,000. With this increased
coverage, banks and thrift institutions can now issue $100,000 cer-
tificates of deposits that are both fully insured and free from deposit
rate ceilings. These features can make these certificates a highly
competitive instrument for attracting funds from wealthier individu-
als who perfer to invest in arelatively liquid, perfectly safe financia
instrument.

Recently a group of small banks has used the increased insurance
coverage to their advantage in a unique way. These banks, through a
bankers' bank named the Independent State Bank of Minnesota, were
ableto sell alarge money market mutual fund a$4-million package of
$100,000 CD’s, al issued individually by the group of small banks
and al carrying the same interest rate and maturity. This novel
transaction illustrates one way small banks havefound to retain funds
in the current highly competitive deposit market environment.

Looking just dightly ahead, another major change is about to have
an impact on the market for deposits. On January 1, both banks and
thrift institutions throughout the nation will be able to offer NOW
accounts. These accounts werefirst introduced in Massachusetts and
New Hampshire in the mid-1970s, and it is estimated that about
two-thirds of al household transaction accounts currently are in
NOW accounts in those two states. In 1976, NOW accounts were
extended to the remainder of New England, and more recently to New
York and New Jersey.

When banks in all states begin to offer NOW accounts in 1981,
they will necessarily incur an increase in their average cost of funds.
In order to get some idea of the magnitude of this increase, we have
reviewed the New England experience in the period following their
introduction. In Massachusetts and New Hampshire, it is estimated
that NOW accounts cost banks and thrifts about 8% per cent in
interest and services, which was some 4 percentage points more than
the effective cost of demand deposits. But when NOW accountswere
extended to thefour other New England statesin 1976, they wereless
costly because ingtitutions in those states provided less generous
terms. For example, the percentage of banks offering unlimited free
NOW account drafts in Massachusetts and New Hampshire was 56
per cent, while in the other four states it was only 21 per cent.

When NOW accounts go nationwide next month, therefore, the
effect is likely to be to raise the cost of such checking account
balances significantly. The extent of the increase will depend on the



The Changing Environment of Banking 5

terms and conditions offered, but in the present highly competitive
environment, it could easily amount to 3 or 4 percentage points. The
banks that will be most vulnerable, of course, are those with a high
proportion of deposits in household accounts, especially where they
face intense local market competition from thrift institutions.

One cannot discuss recent developments in the competition for
deposits without mentioning electronic banking. During the 1970s,
electronic banking developed more slowly than many had antici-
pated. But | believe that we can ook forward to an increasingly rapid
development in thisfield during the 1980s, now that the trial periodis
behind us, and aided by the various rights and safeguards recently
spelled out in the Electronic Funds Transfer Act.

One EFT devicethat has been particularly popular with the public
isthe automatic teller machine, since these machines make it possible
to make depositsand withdrawals at any time. The number of ATM’s
at theend of 1979 wasover 14,000, and it isestimated that there may
be as many as 125,000 operating in the nation by the end of 1985.
Although 90 percent of the ATM’s are now located on bank premises,
a recent survey showed that one out of four planned installationsis
scheduled to be located off premises, which has obvious competitive
implications. In any event, it is clear that electronic banking has the
potential to permit banks to extend their services to customersover a
broader geographic area, where legally permitted, and thus to alter
significantly the forms of competition for deposits in the years to
come.

Interest Rate Developments

A second magjor challenge to banks, particularly the smaller banks,
has been the recent marked increase in interest rate volatility. This
year, we have witnessed interest rate fluctuations of unprecedented
dimensions, far exceeding the range of expectations of aimost all
observers. Thus, interest rates rosesharply intheearly part of the year
to record highs— popularly characterized by a 20 per cent prime rate
— dropped precipitously in the spring with the onset of recession and
collapse of aggregate credit demand, and then abruptly turned up-
ward again at midyear, with the increase accelerating in recent weeks
until rates are again approaching last spring's peak. The effect of
these interest rate variations on security prices has been dramatic, to
say the least. For example, onelong-term government bond, issued in
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August 1979, at closetoits par valueof 100, fell to 82 |atelast winter,
rebounded to a premium of 108 by late spring, and had fallen back
again to 842 early this week.

Thefull explanation for theseextreme swingsin interest ratesis not
entirely clear to me. The shift from economic expansion to sharp
recession to an unexpectedly early recovery — and the associated
effect on credit demands and investor expectations— provides agood
part of theanswer. But surely our continued high rate of inflation, and
the uncertaintiesin lender and borrower attitudesthat this creates, are
also a part of the cause. Indeed, it was the increased uncertainty asto
the relationship between interest rates and demands for money and
credit that led the Federal Reserve in October 1979 to shift the
emphasis in its operations to the provision of the bank reserves
thought consistent with monetary aggregate goals, and away from
market-oriented interest rate indicators.

Inflation clearly remains our nation's foremost economic problem,
and we at the Federal Reserve remain committed to moderating the
growth in money and credit as a means of reducing inflationary
pressures. Aggregate demand for money and credit is importantly
influenced by inflation and inflationary expectations, and thus there
is a good chance that such demand will ebb and flow as the battle
against inflation is being fought. This being so, it also seemsto mea
likely prospect that interest rates may continue to show unusual
variation, though probably not so much so asduring the extraordinary
ups and downs of the past year.

It follows that, if there is substantial risk that interest rates in the
future may be more volatilethan in the past, bankers must adjust their
thinking and their operations to this new environment. First, they
must realize that it has become extremely hazardous to try to boost
earnings by speculating on future interest rate movements. Weare all
aware of the difficulties that several major banks have encountered
because they placed sizable bets on interest rate forecasts that turned
out to be wrong.

But banks must go well beyond avoiding outright interest rate
speculation. They also must make every effort to reduce the interest
rate risk that is inherent in the depository intermediation function.
Most important, banks of all sizes need to match closely their
interest-sensitive assets and their interest-sensitive liabilitiesin order
to attain afairly constant net interest margin over wide interest rate
ranges. Data at midyear indicated that the the nation's major banks
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are now balancing their interest-sensitive assets and liabilities rela-
tively well. Smaller banks, however, appear to be having greater
problems. Mainly because of the dramatic increase in money market
certificates since 1978, small banks in aggregate now have more
interest-sensitive liabilities than interest-sensitive assets. Moreover,
this gap could widen further for a time, due to the continued strong
growth in interest-sensitive liabilities juxtaposed against the rela-
tively heavier portfolio concentration that these small banks have in
longer term, fixed-rate municipal bonds and real estate loans.

Given the recent sharp increase in interest-sensitive deposit
liabilities, bankers generally are also emphasizing floating rate loans
in their new lending activities. Thisresponse seemsto me appropriate
and prudent, since only in this way can they hope to match interest
returns against an uncertain cost of funds— thereby stabilizing their
earningsand maintaining a high level of bank soundness. At the same
time, however, | would caution that a greater reliance on floating rate
loansdoes not remove interest rate risk, but only shiftsit morefully to
the bank's borrowers. There needs to be a recognition of thisrisk by
bankers and borrowers alike, so that both can determine whether
thereis likely to be asufficient margin of assets or revenuesto cover
unexpected interest rate costs. Very generally, in an inflationary
environment it can beexpected that borrowers should be ableto cover
such costs asincomesrise along with prices, but there are bound to be
exceptions to this rule.

Banks also are responding to greater interest rate volatility by
reducing the average maturity of their investments. This response is
not surprising, given the devastating impact that high interest rates
have had on the market value of bank investment portfolios. A recent
study by Salomon Brothers showed that the depreciation of the
investment portfoliosof agroup of 35 large banking organizations at
theend of March amounted to nearly 14 percent of stated book value,
and equalled 27 per cent of the equity capital of these organizations.
Thisisa very large interest rate exposure, in view of current uncer-
tainties as to the potential range of rate variation. It must be remem-
bered also that these figures do not reflect the rate exposure usually
found in long-term fixed-rate loan portfolios, which by convention
are not marked to market.

Another way that bankscan protect against interest rate uncertainty
is by using financial futurescontracts. Sofar, only avery few banks
have entered into these contracts in any volume, although interest in
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them appearsto be spreading quiterapidly. Most banks now utilizing
these contracts apparently are attempting to hedge interest rate risks
connected mainly with trading account securities and with mortgage
commitments entered into at specified interest rates.

For the present, the bank supervisors have mixed emotions re-
garding bank involvement in financial futures contracts. On the one
hand, we recognize that these contracts can help to hedge interest rate
risk exposure, if used properly. On the other, we know that these
contracts can be — and on several occasions have been — used to
engage in outright speculation. The joint policy statement on this
subject issued early this year aso reflects our concern that some
banks, particularly the less sophisticated ones, might enter into these
contracts without aclear understanding of their possible implications
for the bank's financial condition.

Credit Risk Exposure

A third magjor challenge to the banking industry, in addition to
coping with the high cost of deposit competition and guarding against
interest rate risk in an uncertain environment, is that of adjusting to
probable changes in credit risk exposure. | have no doubt that credit
risk potential ison an upward trend, and that it islikely to be reflected
in dl major aspects of bank lending activities. But | also believe the
problem to be manageable, given careful attention by bankers to the
presence of new elements of risk in their credit and lending policy
decisions. At least four different areas of credit risk exposure deserve
comment.

First, in our national effort to exert the discipline necessary to get
inflation under control, it seems quite possible that there may be a
rising incidence of financial distress situations. These may developin
various ways. Some borrowers, as| have noted, may not allow for an
adequate cushion of income or assets to protect against unexpected
increases in borrowing costs, particularly in an era of floating-rate
loans. Others, in their financial planning, may have relied unduly on
the increasing cash flows produced by inflation to service their
obligations; as inflation subsides, so too will the nominal growth in
cash flows. And still other borrowers may be counting unduly on
strong and growing markets for their products and services; in an
economy marked by anti-inflationary restraint, growth expectations
based on past performance may well provefor atimeto beexcessive.
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A second area of credit risk isthat caused by unexpected external
shocks to the economy. The quantum jump in energy prices provides
the best example. Thisincrease, necessitated by the developing world
shortage in supply as well as by OPEC actions, has dramatically
altered factor costs in production and hence the expected profitability
of many product lines. Higher energy costs also are bringing impor-
tant shifts in consumer spending behavior and may well alter tourist
travel and vacation patterns. And the high cost of fuel, | believe, is
oneof the many factorscontributing to thedisproportionate growth in
recent years of the sunbelt versus most of the northern sections of our
country. If account is not taken of these changing patternsand trends,
excessive commitments could be entered into and bank |oan workout
problems could multiply.

Foreign lending exposure is another possible problem area, in that
the impact of higher petroleum prices is also having a seriously
adverse effect on many of the non-oil-producing, less-developed
countries. If these countries continue to experience large deficits for
an extended period, some could have difficulty servicing their debts.
That, of course, would bring the need to renegotiate or reschedule
loans from our banks, and to find other means of easing their deficit
financing problems.

| hasten to add that-it is very difficult to predict how the LDC debt
problem is going to work out over time. Much will depend on the
ability of these countries to continue to expand their exports at the
rapid pace of recent years. Also important will betheir ability to limit
imports that are not essential to economic development. And it is not
yet clear how large arole the international lending agencies may play
over the next several years in helping to finance necessary LDC
deficits. But given the uncertainties, the bank supervisory agencies
have been stressing that banks should avoid excessive concentrations
of credit to individual countries. The rationale for this policy is to
encourage banks to position themselves so that they will not be
seriously damaged if one or several LDC’s should encounter debt
servicing problems.

A final area of credit risk that will bear close watching is in
consumer lending. Partly this is a matter of the continued squeeze in
the household budget positions of many families, reflecting the
inflation in energy and other prices and uncertainties as to the pros-
pects for future income growth. But also important is the increase in
potential credit risk exposure arising from the new, liberalized per-
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sonal bankruptcy laws. Asyou know, Congressrecently amended the
bankruptcy lawsin a manner that has made thefiling of bankruptcy by
individuals more attractive than formerly. Among other provisions,
these amendments allow individuals to retain considerably more
personal assets than ever before.

It is still too early to assess the full dimensions of this change on
consumer credit loss experience. However, we do know that the
number of personal bankruptcies hasrisen very sharply thisyear, and
there is some concern that filings may continue to expand as more
people learn of the more liberal rules. Predictably, banks are already
beginning to respond to the new bankruptcy provisions, mainly by
tightening consumer lending standards and increasing the cost allow-
ances made for expected credit problems.

Conclusion

In concluding, | would like to focus the discussion briefly on the
situation of smaller banks, since these play a major role in financing
the agricultural sector of our economy. In the last several years, these
banks, too, have been subjected to great changes in their operating
environment, and this trend seems bound to continue. Beginning next
month, banks and thrift institutions throughout the nation will be able
to offer NOW accounts, and this surely will step up competition for
deposits now held by small banks. In addition, these banks undoub-
tedly will continue to see a significant rise in their interest-sensitive
liabilities, including money market certificates and $100,000 CD’s.
The higher and more variable cost of funds will place increasing
pressure on small banks to increase their interest-sensitive assets in
order to preserve their operating margins in an environment of vari-
able and uncertain interest rate trends. Finally, these banks will have
to continue to cope with the additional hazards produced by our
persistent problems of inflation and economic instability.

How small banks will fare will depend on whether they choose to
compete aggressively for deposits, whether they place greater em-
phasis on floating-rate loans in order to balance interest-sensitive
assets and liabilities, and wheteher they can maintain their credit
standards in these difficult and changeabl e times. So far, many small
banks appear to have done quite well in adjusting to their new
circumstances. It is particularly encouraging to note that the net
income of banks under $100 million was up 15 percent last year, and
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increased 7 percent further during the first half of 1980. But major
challenges still lie ahead for small banks, and for bankers and super-
visors alike, it will be important to monitor the developing situation
with care and flexibility.






Prospective Trends in Farm Credit and
Fund Availability: Implications for
Agricultural Banking

Peter J. Barry

Farm Credit markets in the United States are excellent testimony to
high performance over the long term in providing credit and related
servicesto the farm sector, and to timely innovation of new financial
institutions, instruments, and practices for meeting farmers' capital
and credit needs. These markets evolved from strong reliance a
century ago on country or frontier-banks, local merchants, land
mortgage companies, and life insurance companies, to now include
the Cooperative Farm Credit System, U.S. government lending
agencies and credit programs, local-regiona-national credit pro-
grams of many farm input suppliers, and adual banking system with
monetary control by the Federa Reserve System.

Theresult isadiverse set of credit sources for farmersthat differ in
their sources of funds, degree of specialization infarm lending, legal
and regulatory environment, and degree of government affiliation.
Considerable financing by individuals, especially sellers of farm
land, occurs as well.

Major evolutionary features of the farm credit market are the
relatively large size and the regional or national orientation of many
of the intermediaries involved. The Farm Credit System has charac-
teristics of a national branch banking organization of very large size.
Life insurance companies have regional or national orientations in
farm lending. So do credit programs of merchants and dealers. Even
local offices of the Federal government are branches of a large
national organization. Money center banks, regional banks, many
branch banks, and Federal Reserve Banksalso arelargeinsize, andin
many cases are considered part of the national financia markets.

The consequences of large size and regional or national orienta-
tions arelargely favorablefor financing agriculture. These organiza-
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tions have thecapacity to specialize and experience sizeeconomiesin
intermediation, to respond effectively to business and financia risks,
and to develop ways to procure loan funds from national financial
markets. Hence, loan funds originating from nonlocal sourcescan be
made available to farmers in atimely fashion, for various purposes,
and in amounts, costs, and maturities that compare favorably with
other sectors of the economy. Moreover, the credit programs of
government agencies can be tailored to meet specific liquidity or
income maintenance needs of farmers, often on concessionary terms.
All these features have strengthened the linkages between farm and
nonfarm sectors, and increased the sensitivity of the farm sector to
changing conditions in national financial markets.

In contrast to these size and scope phenomena, those commercial
banks most heavily involved in farm lending continue to be smaller
community-oriented banks located in rura areas. Their reliance on
local marketsfor sourcesof deposit fundsand lending activities, both
of which are strongly influenced by farm and farm-related financia
conditions, has caused periodic stresses in rural banks' liquidity and
relatively high fluctuation in the availability of loan funds for fann-
ers. Each period of tight credit, high interest rates, and financial crisis
in the last two decades — 1960, 1966, 1969-70, 1973-74, and
1979-80 — has brought increased concern about these banks' com-
petitive position in farm lending and resulting instability in rural
financial markets.

This paper's objective isto set the stage for evaluating commercial
bank financing of U.S. agriculture in the 1980s with emphasis on the
prospects of future sources of funds for agricultural banks. The
current setting is reviewed in termsof farm credit demands, the roles
of mgjor farm credit suppliers, and the factors that make the 1980s a
crucial time in shaping farm credit markets of the future. Severd
projections of future capital and credit needs for the farm sector are
presented and evaluated in terms of the role of the major credit
suppliers. Consideration is given to the implications for agricultural
banking of changes in the regulatory environment of financial in-
stitutions brought about by the Depository Institutions Deregulation
and Monetary Control Act of 1980. These regulatory reforms, along
with other possible changes in the regulation of banking, should
strongly influence costsand availability of loan funds for agricultural
banks and their competitive position in rural financial markets.
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Farm Sector Debt and Financial Structure

As published data and past analyses show, the use of debt in the
farm sector grew substantially since 1950 to levels that far exceed
earlier projections [Brake; Melichar; Méelichar and Doll]. Severa
factors have combined to cause this growth, each differing in its
timing and degree of importance. Included are a) consolidation of
farm units into larger sizes and fewer numbers; b) withdrawal of
equity capital by retiring farmers, ¢) continued mechanization and
modernization of farming operations, d) greater emphasis on mar-
keting policies and inventory management, €) higher costs of operat-
ing inputs and capital items, f) reduced savings rates from net cash
flows by farm families [Melichar], and g) public loan programs
responding to various kinds of farm risks.

At the farm sector level, the annual compound rate of growth for
total farm debt increased from an average of 7.1 per cent in the 1950s
to 7.9 per cent in the 1960sand to 11.7 per cent in the 1970s(Table1).
Since 1975, the annual growth rate for total farm debt averaged 14.4
per cent with non-real estate farm debt growing at more than a 16 per
cent rate and farm real estate debt growing at a 12 per cent rate. The
higher growth rate for non-real estate debt reversed a pattern of more
rapid growth of real estate debt in the 1950s and 1960s.

These accelerating growth rates for'debt make the farm sector the
fastest growing component among domestic sectors that use U.S.
credit market debt [Board of Governors]. Table 2 shows market
shares and growth rates of credit market debt for the farm sector and

TABLE 1
Growth Rates for Farm Debt and Inflation, 1950-1980
Annual Compound Percentage

1950-1960  1960-1970  1970-1980  1975-1980

Total Farm Debt 7.1 7.9 11.7 14.4
Farm Rea Estate

Debt 8.0 9.2 11.0 12.4
Non-Rea Estate

Farm Debt 6.3 6.5 12.1 16.0

Consumer Price

Index 2.2 2.6 7.4 8.2/
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five other nonfinancial borrowing sectors. From 1970 to 1978, the
farm sector shows the highest growth rate (13.32 per cent) for debt,
athough itsshareof total credit market debt isstill lessthan 4 per cent
at year-end 1978. Thus, the accelerating growth of farm debt since
1950 has had a much greater impact on the farm sector than on the
national credit market.

Evaluating the impact of greater debt use on financial structure of
thefarm sector dependson thecriteria used. Figure 1 shows measures
for two concepts of financial leverage at the farm sector level for
individual years for 1950-1980. The stock concept of leverage,
measured by the debt-to-asset ratio, Df A, showsthe relative claimsof
debt and equity holders on the stock of total farm assets at various
pointsin time. Theflow concept of leverage, measured by the ratio of
interest paid to current returns to farm assets, ifr, shows the relative
claims of debt and equity holders on returns to farm assets experi-
enced at various times.

The D/A ratio has an upward trend from 1950 through the mid-
1960s, followed by arelatively stable pattern in the last decade and a
half. The recent stability of this ratio, together with rapid growth in
farm debt, shows the important role of unrealized capital gains on
farm assets, especialy for farmland, in collateralizing the growth in
farm debt and providing most of the sector's growth in equity capital.
Theratio gives the appearance of ahighly solvent farm industry, but it
implies nothing about the liquidity pressures of meeting debt obliga-
tions from farm income flows.

The interest-to-asset-return ratio gives insight into the financial
risks associated with meeting farm debt obligations from annual
income flows. AsChart 1 shows, the i/r ratio is higher than the D/ A
ratio and has increased sharply in recent years, showing the higher
proportion of farmers' current returns to assets that are claimed by
lenders. The increase in the i/r ratio is due to the combined effects of
greater debt use, higher interest rates, and a higher proportion of
returns to farm assets occurring as capital gains. Thei/r ratio also is
more volatile than the D/A ratio due to year-to-year variability in
farmers' current returns and interest rates. Thisratio excludes returns
from nonfarm income, just as the stock measure excludes portions of
farmers' nonfarm investments;, hence, additional funds from those
sources may be available for debt servicing.

It is well known that use of farm debt is concentrated in larger
farming operations. As Table3 shows, in 1978, U.S. farmswith sales



CHART 1
Annual Coverage Ratios and Debt-to-Asset Ratios, 1950-1980
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over $100,000 comprised only 7 per cent of thetotal number of farms
(about 185,000 farms) but held 30.5 per cent of farm assets, 41.2 per
cent of farm debt, and 28.3 per cent of equity, generated 36.5 per cent
of farm income, and earned less than 6 per cent of total nonfarm
income in the farm sector. The D/A ratio for these largest farms is
estimated as 22.7 per cent for January 1, 1978, compared to a sector
a&erage of 16.7 per cent. Other D/A measures come from loan
records of farmers who borrow from the Farm Credit System. These
data reflect farmers who are actual borrowers, whereas the USDA
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CHART 2
Coverage Ratios and Debt-to-Asset Ratios, 5 Year Averages,

1950-1980
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data include non-borrowers. As examples, Federal Land Bank bor-
rowersin 1978 show an average D/A ratio of .344 for all borrowers,
and an average D/ A ratio of .422 for young farmers. Similarly, data
from the Federa Intermediate Credit Bank of St. Louisfor 1979 show
an average D/ A ratio of .305 for all borrowers, .420 for borrowers
under age 35, and .396 for borrowers with loans above $100,000.

These characteristics of debt use, expecialy the concentration in
larger operations, indicate that. borrowing by farmers has become
more aggressive, more sophisticated, more permanent, and more



TABLE 3
Distribution of Farm Income and Balance Sheet by Farm Sales Class
(Balance Sheet— January 1, 1979; Income— Calendar 1978)

Total
Number Non- Income
of Farm Farm All
Farm Sales Class Farms Assets Liabilitres Equity Income Income Sources
Percent
$100,000 and over 7.0 30.5 41.2 28.3 36.5 5.90 19.3
40,000-99,999 14.6 26.0 29.2 25.3 315 7.80 18.2
20,000-39,999 121 129 12.2 13.0 14.2 7.40 10.3
10,000- 19,999 1.1 8.0 7.2 8.2 6.5 8.70 7.7
5,000- 9,999 10.5 5.6 31 6.1 34 11.10 7.8
2,500- 4,999 10.4 14.7 25 5.2 2.0 13.10 8.3
Under 2,500 34.3 12.3 4.6 13.9 5.9 46.00 28.4
All Farms 100.0 100.0 100.0 100.0 100.0 100.00 100.0
Amounts
Thousands $ Bil $ Bil $ Bil $ Mil $ Mil $ Mil
All Farms 2,672 690.7 119.3 571.4 26.8 34.30 61.1

'Ratios;  Debt/ Asset 0.17
Debt/Farm Income 4.45
Debt/Total Income 1.95
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complex in credit evaluations. There are greater concerns about
managed leverage, safe debt loads, and integration of effective risk
management into overall farm management. There is a prevailing
view [e.g., Boehlje and Griffin] that larger farms may benefit from
government's more active role as a risk bearer through bidding
advantages for land, greater financial capacity for growth, and
greater debt servicing capacity. However, these larger, expanding,
more highly leveraged operations al so become the most vulnerable to
risks— and eventually need, or at least seek, public assistance the
most. There also is much concern about the effects of inflation on
farmers' wealth, income, and liquidity. Recent analyses [Melichar;
Tweeten; Boehlje] show that growth in farmers' real income, attri-
buted in part to public policies, makesahigher proportion of farmers'
total return occur as capital gainson land relative to current income,
with strong liquidity pressures resulting for highly leveraged inves-
tors.

Suppliers of Farm Debt

Tables 4 through 7 show the level and market share of total farm
debt, non-real estate debt, and real estate debt, respectively, held by
the major lending groups. Farm Credit System (FCS), commercial
banks, life insurance companies, U.S. government lending agencies,
and individuals and others. The first four are considered financial
institutions because they either specialize in lending or have
specialized loan programsfor farmers. Individuals and othersinclude
trade firms, sellers of farm real estate, and lending institutions like
savings and loan associations or credit unions with minor involve-
ment in farm lending. Each of these groups has experienced different
responses to various market forces, institutional developments, and
regulatory changes that influence their market shares of farm debt
during the 1950-1980 period.

The Farm Credit System's level and shareof farm debt experienced
steady growth over thistime period sothat FCS now isregarded asthe
dominant lender in farm credit markets. Lending by Federal Land
Banks, in particular, increased sharply in response to the liberaliza-
tion of lending authority in the 1971 Farm Credit Act. They now are
the most important supplier of farm real estate debt, showing amarket
share of 36.1 per cent in 1980. Moreover, Farm Credit Administra-
tion data on loan purposes indicate that nearly half of theloans made
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by FLLB’s are for refinancing farmers previous debts, in part as a
basisfor farm expansion and also to relievefinancial stress in times of
insufficient cash flows. Production Credit Associations aso exhib-
ited steady growth in their share of non-real estate debt until the late
1970s when it declined from a high of 27.1 per cent in 1976 to 24.3
per cent in 1980. While less than the market share and total growth of
farm lending by commercial banks, PCA lending has experienced
more rapid growth in recent years than bank lending.

Life insurance companies have long supplied considerable long-
term debt to farmers. But their market share declined substantially
through thelate 1960s and most of the 1970s. Thedeclineisattributed
to competing uses for life insurance company funds, to increased
demand for loans from policy holders, and to usury limitson interest
rates in many states that became effective during periods of tight
credit and rising market rates.

Dataon trade financing from merchants and deal ersareless precise
than data for ingtitutional 1enders; however, the role of trade financ-
ing has declined greatly since the late 1960s. Reasons for the decline
include increases in trade firms' costs of providing credit servicesto
customers, farmers' preference for borrowing from more specialized
lenders, and growth in farm lending by FCS and commercial banks.
In contrast, long-term financing supplied by individuals, especially
sellers of farmland, has maintained a high, steady market share until
declining sharply in the 1979-1980 period.

Farm lending by the U.S. government takes several forms. One
consists of nonrecourse price support loans and crop storage loans
made by the Commaodity Credit Corporation as part of the govern-
ment's price and income policiesfor farmers. These loans were high
during the 1940s and 1950s. Then they began to decline, as govern-
ment programs were modified to allow greater movement of com-
modity prices, and to reflect the use of direct payments as a means of
income transfers for farmers. CCC lending now fluctuates with
changes in farmers' income. It also increased in the late 1970s in
response to implementation of along-term grain reserve.

The Farmers Home Administration (FmHA) — and, since 1977,
the Small Business Administration— haveaccounted for most of the
recent increases in government agency lending to farmers. As Gary
Benjamin points out, the share of institutionally held non-real estate
debt owed to the FmHA and the SBA increased from 3.5 per cent in
1975 to more than 17 per cent in 1980. This is the largest share for
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FmHA since the 1940s. When combined with CCC debt, the three
government agencies have nearly 25 per cent of all non-rea estate
farm debt owed to institutional lenders at the beginning of 1980, up
from below 5 per cent in 1975. When debt from individuals and
others is added, the government's share of total non-real estate farm
debt exceeds 20 per cent.

FmHA’s lending to farmers occurs through direct loan programs,
guarantees of farm loans made and serviced by commercia lenders,
and various emergency loan programs. The recent increase in FmHA
lending partialy reflects the Economic Emergency Lending Pro-
gram, which was authorized by the Emergency Agricultural Credit
Act of 1978 and extended in 1980. Unanticipated shortages in
availability of loan funds at reasonable rates from farmers' current
lendersis one of the eligibility requirementsfor the emergency loan
program. Hence, during this recent period, government's role as a
liquidity provider to farmers may have supplanted credit normally
supplied by commercia lenders, especially agricultural banks.
Moreover, the increased role of government lending also has oc-
curred at times in which farm income, although variable, has been
high, and appreciation in land values has been substantial [Ben-
jamin].

The extent of commercial bank involvement in farm lending is
shown by their share of farm debt relative to other lendersand by the
distribution of farm debt among various banks. Over the long term,
commercial banks shares of farm debt have been high, although
subject to periodic fluctuation, especially in non-real estate debt.
Table 5 shows that banks' share of total farm debt reached a post-war
high of 28.2 per cent in 1952, then declined to the 24-26 per cent
range through the next decade before rising to another peak of 30.5
per cent in 1974. Their proportion of total farm debt then declined
sharply to reach 25.2 per cent in 1980.

Banks share of farm real estate debt is comparatively minor,
amounting to around 12 per cent during the 1960s and 1970s, and
then declining to 10.5 per cent in 1980. Their share of non-real estate
debt is larger and more volatile. Table 6 shows that banks share of
total non-rea estate farm debt experienced a gradually increasing
pattern beginning in the mid-1950s and reached above 50 per cent in
the mid-1970s. Following 1977, however, banks market share de-
clined sharply to 41.3 per cent in 1980—a level more comparableto
the late 1960s.



TABLE 4A

Nonreal Estate Farm Debt Outstanding, January 1

Production Credit Other Financing Commercial Individuals and Fartners Home Commodity Credit
Associations Institutions Banks Others Administration Corporation Total
$million %  $million % $million % $million % $million % $millon % $ mllion
1950 387 5.6 51 0.7 2,049 29.8 2,320 33.7 347 5.0 1,721 25.0 6,875
1955 577 6.1 58 0.6 2,934 31.2 3,210 34.1 417 4.4 2,219 23.6 9,415
1960 1,361 10.7 90 0.7 4,819 38.0 4,860 38.3 398 31 1,165 9.2 12,693
1965 2,277 12.7 125 0.7 6,990 39.0 6,330 35.3 644 3.6 1543 8.6 17,909
1970 4,495 18.9 218 0.9 10,330 43.3 5340 22.4 785 3.3 2,676 11.2 23,844
1975 9,519 26.8 374 1.1 18,238 51.3 6,050 17.0 1,044 29 319 0.9 35,544
1980 18,323 24.4 666 0.9 31,03441.3 11,720 15.6 8,802 119 4,500 6.0 75,225




TABLE 4B
Real Estate Farm Debt, Outstanding, January 1

Federal Land Life Insurance Commercial Farmers Home Individuals
Banks Companies Bank Administration and others Total
3 million % $ million % $ million % $ million % $ million % $ million

1950 965 17.3 1,172 21.0 932 16.7 202 3.6 2,303 41.4 5,579
1955 1,280 15.5 2,052 249 1,161 14.1 379 4.6 3,374 40.9 8,245
1960 2,335 19.2 2,820 23.1 1,523 12.5 676 5.5 4,828 39.6 12,182
1965 3,687 19.5 4,288 227 2,417 12.8 1,285 6.8 7,218 38.2 18,895
1970 6,671 22.9 5,734 19.6 3,545 12.1 2,280 7.8 10,953 375 29,183
1975 13,402 29.0 6,2§7 16.6 5,966 12.9 3,215 6.9 17.408 37.6 46,288
1980 29,642 36.1 12,165 14.8 8,623 10.5 6,556 8.0 25,137 30.6 82,123
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TABLE 5
Total Farm Debt Outstanding, All Lenders, Market Shares,
1950-1980

Total Comm. LifeIns. Comm. Indiv. &

Debt FCS  Banks Co. FmHA Cr.Corp. Others

$1,000 e % % % % $
1950 12,454 11.3 23.9 9.4 4.4 13.8 37.2
1951 13,051 11.5 26.9 10.4 4.5 6.2 40.5
1952 14,644 11.4 28.3 10.5 4.1 4.0 41.8
1953 16,099 11.0 26.5 10.7 4.1 7.4 40.3
1954 16,934 10.6 22.8 11.2 4.3 14.1 37.1
1955 17,660 10.8 232 11.6 4.5 12.6 37.3
1956 18,792 11.6 24.4 12.1 4.4 10.0 37.6
1957 19,345 12.8 23.7 12.8 4.6 8.1 38.0
1958 20,412 14.0 24.1 12.6 4.8 6.0 38.6
1959 23,649 13.8 23.5 11.3 4.3 10.5 36.7
1960 24,775 15.3 25.6 11.4 4.3 4.7 38.7
1961 26,180 15.7 25.1 11.4 4.4 5.3 38.1
1962 28,466 16.0 24.4 11.1 5.1 6.6 36.9
1963 31,386 15.8 25.0 10.8 5.1 6.5 36.7
1964 34,387 16.0 25.6 11.0 5.1 5.6 36.7
1965 36,804 16.5 25.6 1.7 5.2 4.2 36.8
1966 40,656 17.1 25.3 11.8 5.4 3.5 36.9
1967 44,029 18.4 25.7 11.8 5.5 2.6 36.0
1968 47,397 19.5 26.0 11.7 5.6 3.0 34.2
1969 50.455 20.0 25.9 11.4 5.7 5.3 31.7
1970 53,027 21.5 26.2 10.8 5.8 5.0 30.7
1971 54,483 23.2 27.3 10.3 59 3.4 29.8
1972 59,113 24.0 28.3 9.4 5.7 3.8 28.7
1973 65,344 243 29.2 8.6 5.5 2.7 29.5
1974 74,136 25.7 30.5 8.0 5.2 1.0 29.5
1975 81,832 28.5 29.6 7.7 5.2 0.4 28.7
1976 90,832 29.5 29.1 7.4 5.7 0.4 27.6
1977 102,663 30.3 29.3 7.2 54 1.0 26.9
1978 119,272 29.6 28.1 7.4 6.0 3.8 25.2
1979 137,499 29.2 26.8 7.4 7.2 3.8 25.6

1980 157,323 30.9 25.2 9.9 29 23.4




Prospective Trends

TABLE 6
Nonreal Estate Farm Debt Outstanding, All Lenders,
Market Shares, 1950-1980

Total Comm. Cornm. Indiv. &
Debt PCAs FICB Bunks FmHA Cr.Corp. Others

$1,000 % % % %% % %
1950 6,875 5.6 0.7 29.8 5.0 25.0 33.7
1951 6,938 6.5 0.9 36.4 4.7 11.7 39.8
1952 7,981 70 1.0 39.1 3.8 7.4 41.7
1953 8,859 6.8 0.9 36.1 3.8 13.4 39.1
1954 9,194 5.9 0.7 30.1 4.1 26.0 333
1955 9,415 6.1 0.6 31.2 4.4 23.6 34.1
1956 9,780 6.6 0.6 33.8 4.2 19.1 35.7
1957 9,523 7.3 0.6 344 4.5 16.4 36.6
1958 10,029 8.8 0.7 35.9 4.3 12.1 38.1
1959 12,558 8.9 0.7 33.1 3.2 19.7 34.4
1960 12,693 10.7 0.7 38.0 3.1 9.2 38.3
1961 13,359 11.1 0.7 37.4 3.1 10.4 37.4
1962 14,567 1.3 0.7 36.5 3.4 12.8 35.4
1963 16,219 11.3 0.7 36.9 3.4 12.7 35.0
1964 17,853 12.0 0.7 37.8 34 110 35.1
1965 17,909 12.7 0.7 39.0 3.6 8.6 353
1966 19,470 13.2 0.7 39.4 3.7 7.2 35.7
1967 20,951 14.4 0.7 40.7 3.5 5.5 35.1
1968 22,254 15.8 0.8 41.7 3.6 6.4 31.8
1969 23,058 16.6 0.8 42.2 3.6 1.6 253
1970 23,844 18.9 0.9 433 3.3 1.2 22.4
1971 24,138 21.9 0.9 46.0 33 7.8 20.1
1972 26,906 22.6 0.9 46.5 2.9 8.4 18.8
1973 29,587 22.3 0.8 48.4 2.6 6.1 19.7
1974 32,884 23.8 1.0 52.2 2.7 2.3 18.0
1975 35,544 26.8 1.1 51.3 2.9 0.9 17.0
1976 39,763 27.1 0.9 50.7 4.5 0.9 16.0
1977 46,073 26.6 0.8 50.5 4.1 2.2 15.8
1978 55,631 24.3 0.7 46.2 5.6 8.1 15.1
1979 65,267 23.0 0.8 43.3 8.9 8.0 16.0

1980 75,200 243 0.9 41.3 11.9 6.0 15.6
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Table 7 excludes loans from individuals and others to show non-
real estate farm debt held by institutional lenders. Here, the fluctua-
tions in commercial banks' shares are more pronounced. The 1960s,
for example, show a decline in banks' share of institutionally held
non-real estate debr in the first haf of the decade, followed by an
increasing pattern in the second half of the decade until a sharp drop
occurred in 1969, perhaps areflection of the 1969-70 credit crunch.
Banks' share rose again to a 1974 high, a period of record-high farm
incomes. Banks' share of this debt then declined, with sharp drops
occurring in the 1978-1980 period. Thesefluctuations appear closely
correlated with changes in shares held by government agencies.
Hence, problems in credit availability at rural banks, in periods of
tight money and adverse farm income that hamper loan repayments
and deposit growth, are important factors explaining periodic de-
clines in banks' market shares. More liberal lending authority for
FmHA (and SBA) through economic emergency programs has
further stimulated the recent decline in banks market shares.

Substantial differences in banks' share of farm debt also occur
among states and regions [Barry and Lins]. For non-real estate debt,
banks' highest market shares occur in the Northern and Southern
Plains regions and in the central Corn Belt; lowest shares occur in the
Appalachian and Southeastern regions. For farm real estate debt,
highest market shares occur in the Appalachian and Northeastern
regions. Lowest shares are in the Mountain and Pacific regions.

Among banks, the distribution of farm debt is strongly influenced
by bank size, location, specialization, and type of branching. Money
center banks generally finance larger operations, usualy those in-
volved in livestock or poultry production [Vasco; Harmon]. Thistype
of financing is not restricted to local markets and may encompass the
entire United States. Money center banks in states with liberal
branching laws may also serve both large and small farming opera-
tions. These banks are further involved in agriculture by financing
agribusinesses and international trade, and through loan participa-
tions with regional and community banks [Minger].

Regional banks also provide direct loans to large agricultural
operations and agribusinesses and loan participations with smaller
banks. In fact, when banks are ranked by volume of agricultural
loans, most of the top 50 or so banks are in large cities even though
their farm lending is small relative to other lending activities. Most
heavily involved in farm lending are smaller, community-oriented
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TABLE 7
Nonreal Estate Farm Debt Outstanding, Institutional Lenders,
Market Shares (1958-1980)

Government Agencies

Comm. Com. Cr.
PCAs FICB Bnnk Total FmHA Corp.

% % % % % %
1950 8.5 11 45.0 45.4 7.6 37.8
1951 10.8 1.5 60.4 273 7.9 19.4
1952 12.1 1.7 67.1 19.1 6.5 12.6
1953 1.1 1.5 59.2 28.2 6.3 21.9
1954 8.8 1.0 45.0 45.1 6.1 39.0
1955 9.3 0.9 473 42.5 6.7 35.8
1956 10.2 1.0 52.6 36.2 6.5 29.7
1957 11.6 1.0 54.4 33.0 7.1 25.9
1958 14.3 1.1 58.1 26.6 7.0 19.6
1959 13.5 1.0 50.5 34.9 4.9 30.0
1960 17.4 1.1 61.5 20.0 5.1 14.9
1961 17.7 1.1 59.6 21.6 50 16.6
1962 17.4 1.1 56.5 25.1 5.3 19.8
1963 17.4 1.0 56.7 24.9 5.3 19.6
1964 18.5 1. 58.3 22.1 5.2 16.9
1965 19.7 1.1 60.4 18.9 5.6 13.3
1966 20.6 1.1 61.3 17.9 5.7 11.2
1967 222 1.2 62.7 13.9 5.4 8.5
1968 23.2 1.2 61.1 14.7 5.3 9.4
1969 222 1.0 56.5 20.3 4.8 15.5
1970 24.3 1.2 55.8 187 4.2 14.5
1971 27.5 1.1 57.6 13.8 4.1 9.7
1972 27.8 1.1 57.2 13.9 3.5 10.4
1973 27.8 1.1 60.3 10.9 3.3 7.6
1974 < 29.0 1.2 63.7 6.1 3.3 2.8
1975 32.3 1.3 61.8 4.6 3.5 1.1
1976 32.2 1.0 60.3 6.4 5.3 1.1
1977 31.6 0.9 600 7.4 4.8 2.6
1978 28.2 0.8 53.6 16.5% 6.6 9.4
1979 26.6 0.9 50.0 22.5% 10.2 9.3
1980 27.8 1.0 47.1 24 1% 13.6 6.8

*Includes small business admimstration loans.



30 Peter J. Barry

banks located in rural areas.

Closely related to bank size isthe type of branching. Asof January
1, 1979, only 12 states required unit banking operations, 17 states
permitted limited branching, and 21 states permitted statewide
branching. Most unit banking states are located in the strong com-
mercial agricultural areas of the Midwest and Plains regions. Hence,
they experience considerable involvement in farm lending. AsTable
8 shows, banksin the 12 unit banking states account for nearly half of
al non-real estate loans held by banks and about a third of al farm
real estate loans held by banks. Banks in unit and limited branching
states together account for about 80 per cent of al non-rea estate
loans held by banks. Unit banking states al so generated about 36 per
cent of U.S.total grossfarm income in 1978 and accounted for about
42 per cent of the total value of all U.S. farm assets.

TABLE 8
Farm Debt, Gross Income, and Farm Assets
by Bank Structure, January 1, 1979

Unit Limited
Bunking Branching Statewide
States States Branching
Number of States 12 17 21
Nonrea Estate Farm Debt
$ million 13,907 8,501 5,865
Percent of total, % 49.2 30.1 20.7
Farm Real Estate Debt
$ million 2,718 4,760 1,078
Percent of total, % 31.8 55.6 12.6
Total Gross Farm Income
$ million 45,616 46,759 32.539
Percent of total, % 36.5 37.4 20.0
Farm Assets
$ million 342,059 309,252 168,841

Percent of total, % 41.7 37.7 20.6
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Issuesin Agricultural Banking

The prominence of unit banking states in farm lending means that
much farm lending is concentrated in smaller rural banks a which
farm income trends significantly affect loan and deposit conditions.
Melichar's analysis [1977] shows that about one-third of all commer-
cial banks have aratio of total farm loans to total loans that exceeds
0.25. These agricultural banks account for over half of all farm loans
a commercial banks. In Illinois, for example, there were 410 ag-
ricultural banksin mid-1978 out of atotal of 1,251 banksin the state.
These banks held about two-thirds of the total farm debt owed to
institutional lenders in Illinois and averaged $16.65 million in total
assets, with nearly al these agricultural banks having total assets of
less than $50 million [Barry and Hakesl.

Theliquidity of agricultural banksisof much interest at times, due
to their substantial involvement in farm lending and their heavy
reliance on local markets for sources of funds. They rely on loca
markets for attracting deposits as the major source of'loanable funds,
and have experienced periodic disintermediation problems as deposit
funds subject to lega interest rate limits were allocated to other
investments in periods of rising interest rates. These banks also are
especiadly vulnerable to changes in farm and farm-related financial
conditions in their local areas that influence loan demand, loan
repayment, and deposit activity. Combined effects of these condi-
tions have caused periodic stresses in bank liquidity and relatively
high fluctuation in availability of loan funds for farmers.

Federal Reservedata show that average loan-deposit ratios in these
agricultural banks generally are less than those of other banks but
increased to record levels in the late 1970s. Asindicated by Melichar
[1980], after remaining relatively insensitive to restrictive monetary
policies in the 1969-1970 and 1973-1974 periods, L/D ratios of
agricultural banks rose sharply during the low-farm income years of
1976 and 1977 as rapid loan expansion continued while rates of
deposit growth and loan repayment declined. Then, asfarm income
improved, L/D ratios at these banks rose more sowly in 1978 and
leveled off in 1979, even asratios at large nonagricultural banks were
rising sharply. L/D ratios for all banks then declined from mid-1979
peaks to lower levels in 1980.

Further evidence about liquidity of agricultural banks is reflected
in their responses to surveys about farm lending conditions. Results
from surveyed banks in the Seventh Federal Reserve District
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(Chicago) show, for example, much disparity between trendsin farm
loan demand and fund availability in the 1970s. Farm loan demand
showed consistent growth. In contrast, the trend in fund availability
showed much more variation, including several periods of substantial
decline in the late 1970s.

Agricultural banksin unit banking states al so experience problems
meeting larger farm loan requests that exceed the banks' legal lending
limit to individual customers. Benjamin points out that growth in
legal lending limitsof banksin several Midwestern states hasfailedto
keep pace with growth in farmers' credit needs. A recent survey
showed, for exampl e, that more than half the agricultural banksin the
Chicago district experienced more farm customers with credit needs
exceeding the banks' lending limit than five years ago. These banks
must develop loan participations with other lendersfor these custom-
ers, or risk losing their business.

Bankers also contend that problemsin fund availability occur from
increasing competition for deposit fundsin rural areas. Detailed data
about flows of funds in rura financial markets have not been com-
piled. However, national data on market shares of deposits held by
major institutional sources are shown in Table 9. Long-term trends
indicate that market shares for savings and loan associations, and to a
much lesser extent for credit unions, have been growing. Moreover,
in recent years the share held by money market mutual funds grew
considerably. Commercial banks' combined share of demand and
time deposits declined from nearly 80 per cent in 1950 to less than 60
per cent in 1980. Moreover, the mix of banks' share shifted strongly
to timeand savings deposits, especially thoseof larger denomination.
While inferences from these aggregate deposit patterns to deposit
flows in rural financial markets are limited, the data are consistent
with concerns expressed by many agricultural bankers about compe-
tition for funds in local markets.

The Setting for the 1980s

The beginning of the 1980s is a crucial period for farm credit
markets and for the role of commercial banks in financing U.S.
agriculture. Preceding sections have shown the changing patterns of
debt use and financial structure in the farm sector, the broad patterns
of change in roles of major farm lenders, and the unique characteris-
ticsof agricultural banks. However, tracing these patterns of change



TABLE 9
U.S. Deposit Data for Commercial Banks, Thrift Institutions and Money Market Funds

1950 1955 1960 1965 1970 1975 1978 1980
$Billion % $Billion % $Billion % $Billion % $Billion % $Billion % $Billion % $Billion %
Commercial Banks
Demand Deposits ~ 93.4 56.6 110.2 49.4 1184 40.2 1394 304 1758 274 228. 204 2615 17.3 2709 164
Time Deposits 36.8 22.3 50.0 224 729 247 1466 32.0 2331 36.3 4555 40.8 6156 40.6 660.2 39.9
Large negotiable
CD’s 0 0 1.1 04 162 35 261 41 829 7.4 1000 6.6 NA
Large NA NA 41 14 119 26 291 45 755 .6.8 1084 7.2 NA
Small NA NA 67.4 229 1180 25.8 1765 275 289.2 259 390.3 25.8 NA
Savings & Loan
Associations 140 8.5 321 144 621 211 1104 241 1464 228 285.7 25.6 431.0 28.5 4721 286
Mutual Savings
Banks 200 122 282 127 363 123 524 115 716 11.1 109.9 9.8 1426 9.4 1458 8.8
Credit Unions 7 04 24 11 50 1.7 92 20 155 24 330 30 530 35 554 33
Money Market \
Funds .0 0.0 0 0 0 0 0 0 0 0 37 03 108 0.7 491 3.0
Total 164.9 2229 294.7 458.0 642.4 1115.9 15145 1653.5

Source: Federal Reserve Bulletin and Flow of Funds Accounts, Board of Governors of the Federal Reserve System.
Year-end data, cxcept for 1980 (January)
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through to the 1980s is not a straightforward process due to the
strengthening interrelationships among numerous forces in the farm
sector, financial markets, the general economy, and government
policies. As later projections will show, combined effects of these
forces can strongly influence the rates of growth and composition of
future capital and credit needs in the farm sector, as well asthe roles
of major farm lending groups.

The 1980s are beginning with anticipation of high variability of
farm income, especially from uncertainties about export demand for
farm products and about the impact of energy and transportation
issues on financial performance of the farm sector. Further consoli-
dation of farm units into fewer operations of larger size isanticipated,
with an increasing dichotomy between financing needs of larger,
more specialized farming operations, and smaller ones that rely
heavily on off-farm sources of income. In the national economy,
there are uncertainties about how energy, transportation, employ-
ment, and efforts to control an unacceptably high rate of inflation will
affect financial conditions in the farm sector and economic growth of
the U.S. and other countries. In public policy, there are uncertainties
about future directions of government price, income, and credit
programs for farmers, and whether these programs will maintain a
high or low profile in farm credit markets.

In financial markets, the conditions of 1979-80 likely are the most
severe of the last two decades, with interest rates reaching record
levels and showing much variability. Loan-deposit ratios in agricul -
tural banksincreased sharply in the 1970s, asdid banks' problemsin
meeting large loan requests that exceed legal lending limits. The
distribution of farm credit among major lenders has been charac-
terized by steady growth in lending by the Farm Credit System,
fluctuation of market shares for banks and government lenders in
response to changes in farm income and financial market conditions,
and declining market shares of other lenders. Competition for savings
funds in rural financial markets has increased, and savers appear
much more cognizant of yield, liquidity, and risk differentials.

Finally, massive changes are occurring in the regulatory environ-
ment for financial institutionsthat have profound implicationsfor the
cost and availability of funds, the profitability, and the competitive
position of agricultural banks. As a result, there is much concern
about the ability of the commercial banking system to sustain its past
pattern of involvement in farm lending—that is, its heavy reliance on
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farm lending by smaller unit banks located in rural areas. These
factors increase the importance of forward-looking analyses but bring
greater complexities into the projection process as well.

Future Farm Credit Demands

The task of projecting capital and credit needs in the farm sector
has benefited greatly from previous analytical work in modeling
flowsof funds. A review article by John R. Brakeand E. O. Melichar
— two major participants in flow-of-funds modeling— highlights the
early developments and subsequent refinements, and demonstrates
the sensitivity of projections to important assumptions and estimates
of relationships among key variables. The U.S. Department of Ag-
riculture's flow-of-funds project, based on efforts of J. B. Penson,
D. A. Lins, and G. D. Irwin, contributed significantly to develop-
ment of projection methods that have served as the basis of USDA’s
agricultural finance outlook, as well as providing many insights into
important determinants of flows of funds and financial performance
in the farm sector.

The projections presented here come from two recent projects by
finance economistsin the Farm Credit Administration (FCA) and the
U.S. Department of Agriculture. Both setsof projections result from
substantial effortsin sector modeling, analysis, and judgment by the
analysts involved. Their numerical results provide valuable insight
into how capital and credit needs of the farm sector during the 1980s
may respond to various developmentsin the national economy, in the
farm sector, and in U.S. government policy.

The approach followed here is to briefly review the key assump-
tionsand general lines of analysisfor each model and to show some of
their numerical results. Neither time nor sufficient information are
available to document each model's specification or to critique the
analytical procedures. The models differ in choice of variables,
functional forms, estimation procedures, length of horizon, time
paths of variables and performance measures, and scenario charac-
teristics. Hence, each model's projections are treated independently
and show ranges of possible debt levelsfor the various scenarios. The
accompanying tables jointly present each model's baseline projec-
tion, and then show projections for each scenario.

FCA’s " Project 85’ under the direction of John Moore and
George Irwin provides a comprehensive assessment of the Farm
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Credit System's operating environment at the midpoint of the 1980s.
An important part of the project was the projection of farm sector
performance and related credit needs using econometric models of
Data Resources, Inc. Three scenarios reflect a range of possible
sector outcomes for three key variables: a) general inflation rate, b)
real rate of national economic growth, and c) rate of growth of
agricultural exports.

The baseline scenario isthe best estimate of the 1985 environment
based on events that can reasonably be expected to occur. The
economy is growing at,a 3 per cent annual rate at yearend 1985, the
annual inflation rate is 8 per cent, and agricultural exports are grow-
ing at 5 per cent annually. A less optimistic scenario, called **high
inflation,” assumes relatively high inflation (12 per cent annually),
slower real economic growth (2 per cent annually), and strong growth
of agricultural exports (8 per cent annually). The third scenario,
called **low inflation,"" combinesassumptions of low inflation (6 per
cent annually) and high national growth (4 per cent- annually) with
zero growth of agricultural exports.

These FCA scenarios represent the general pattern of the years
from the beginning of the 1980sthrough yearend 1985. Thus, looking
back from the second half of the decade, 1980 could be an average
year in the high inflation scenario, a high-inflation year in the
baseline, or a breaking year moving toward the low-inflation
scenario. Each scenario asks "*What if" these general conditions
prevail most of the time for the next five years.

FCA projections of the balance sheet and net income for the farm
sector are shown in Table 10 for the baseline scenario and in Table 1 |
for al three. Actua figures for yearend 1979 are included. Changes
in balance sheet figures are shown as average annual compound rates
of growth over the 1980-85 period.

Total farm debt is projected to grow at a slower rate in the early
1980s than occurred in the second half of the 1970s. For the baseline,
the projected annual growth rate for total debt is 9.3 per cent,
reaching a total of $275 billion by yearend 1985. The slower growth
in debt apparently is attributed to assumptions of lower inflation and
lower real farm income for 1985 than occurred in the later 1970s.
Lower inflation rates in turn lower the growth rates for costs of
operating exports and capital items, especially land values. Asinthe
later 1970s, non-real estate farm debt continues to experience faster
growth than real estate debt.



TABLE 10
Financial Projections for Baseline Services, Farm Credit Administration (FCA) and
General Equilibrium Model (GEM)

FCA GEM
1979 1985 1980-1985 1980-1985 1980-1990
Dec. 31 Dec. 31 Average Annual Average Annual  Average Annual
Growth Rate 1985 1990 Growth Rate Growth Rare
$ Billion $Billion % $ Billion  $ Billion % %
Farm Sector Assets
Real Estate 696 1,297 10.9 1,379 2,941 12.1 14.0
Non Real Estate 213 352 8.7 335 484 7.8 7.8
Financial _41 41 0 57 68 5.6 4.7
Totd 950 1,690 10.1 1,771 3,493 10.9 12.6
Farm Sector Debt
Real Estate 85 141 8.8 177 272 13.0 11.2
Non Real Estate 76 134 9.9 164 25 13.7 11.5
Total 161 275 9.3 341 523 13.3 11.3
Farm Sector
Net Worth 789 1,415 10.2 1,430 2,970 10.4 12.8
Debt to Asset Ratio 169 163 .193 150
Annua Average Annua Average Annua Average
Net Farm Income NA 48.3 42.9 33.9 85.0 287 44.9

LE



Financial Projections for Alternative Scenarios, Farm Credit Administration

TABLE 11

Low Inflation High Inflation
Baseline No Export Grmvrh Strong Exports
1979 1985 1985 1980- 1985 1985 1980- 1985
Dec. 31 Dec. 31  Average Annual Dec. 31  Averuge Annual Dec. 31 Average Annual
Growth Rare Growth Rare Growth Rate
$ Billion  $ Billion % $ Billion % $ Billion %
Farm Scctor Assets
Red Estate 696 1,297 109 775 1.8 2,553 24.2
Non Real Estate 213 352 8.7 284 49 449 13.2
Financia 41 41 0 51 3.7 23 -9.2
Total 950 1,690 10.1 1,110 2.6 3.025 21.3
Farm Sector Debt
Red Estate 85 141 8.8 92 13 238 18.7
Non Real Estate _16 134 9.9 126 8.8 136 10.2
Total. 161 275 9.3 218 5.2 374 15.1
Farm Sector Net Worth 789 1,415 10.2 892 2.1 2,651 22.4
Debt to Asset Ratio 169 163 .196 124
Annual Average Annual Average
Net Farm Income NA 48.3 429 34.3 311 68.3 50.7
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The low-inflation scenario with no farm export growth projects
total farm debt growing to only $218 billion in 1985 — an annual
growth rate of 5.2 per cent. Most of the growth occurs in non-real
estatedebt; growth ratesfor both real estate assets and real estate debt
decline to very low levels.

The high-inflation scenario with strong farm exports projects total
farm debt increasing to $374 hillion in 1985—an annual growth rate
of 15.1 per cent. Compared to the baseline, most of the additional
growth occurs in real estate debt due to combined effects of higher
real net farm income, higher inflation, and higher land values.
Offsetting the projected growth in real estate debt is even faster
growth in real estate values. As a result, the D/A ratio for the farm
sector in 1985 declines relative to its 1980 value and relative to its
value in other scenarios.

In all three scenarios of the FCA models, non-real estate farm debt
is projected to grow at about 9-10 per cent annually between 1980 and
1985 regardless of the values assumed for the general inflation rate,
national economic growth, and agricultural export growth. Changes
in debt use and farm financia structure for the scenarios occur
primarily in the real estate components of the sector's balance sheet.
Hence, the FCA model projects fairly steady annual growth of 9-10
per cent in loan demands for non-real estate lenders; these rates are
considerably less than the growth rate for non-real estate debt that
occurred in the late 1970s.

The second set of projectionsof capital and credit in thefarm sector
is based on results of aGeneral Equilibrium Model (GEM) which is
now used asthe projection’'s mechanism in USDA’s financial outlook
activities [Hughes and Penson]. GEM includes supply and demand
functions for goods in the national economy, using ageneral equilib-
rium theoretical structure. It projects valuesof many macro variables
while focusing on financial projections for the farm sector. Hence,
the model internalizes estimates on many variables and requires
forecasts on a set of exogneous variables that include various gov-
ernment policies. Model results are reported as the balance sheet of
thefarm sector, farm income statistics, net flowsof fundsfor thefarm
sector, and various macro-economic variables.

Scenarios reported here for GEM reflect assumptions of high and
low rates of general inflation and high and low involvement of
government in agriculture. The baseline assumes that monetary and
fiscal policies will reduce inflation over the next ten years from
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TABLE 12
Financial Projections for Alternative Scenarios, General Equilibrium Model
Basdline Low Inflation—Low Governtnent I nvolvement
1979 1985 1990 1980-1985 1980-1990 1985 1990 1980- 1985 1980- 1990
Dec. 31 Dec. 31 Average Average Average Average
Annual Annual Annual Annual
Growth Rate Growth Rare Growth Rate Growth Rate
$ Billion $ Billion $ Billion % Yo $ Billion $ Billion % %
Farm Sector Assets
Real Estate 696 1,379 2,941 12.1 14.0 1,378 2,938 12.1 14.0
Non Real Estate 213 335 484 7.8 7.8 323 435 7.2 6.7
Financial 41 57 68 5.6 4.7 57 69 5.6 4.8
Total 950 1,771 3,493 10.9 12.6 1,758 3,442 10.8 12.4
Farm Sector Debt
Readl Estate 85 177 272 13.0 11.2 178 281 13.1 t1.5
Non Rea Estate _76 164 251 13.7 1.5 164 250 13.7 11.4
Total 161 341 523 13.3 11.3 342 351 13.4 11.5
Farm Sector
Net Worth 789 1,430 2,970 10.4 12.8 1,416 2,911 10.2 12.6
Debt to Asset Ratio .169 .193 150 .194 154
Annual Avrg. Annual Avrg. Annual Avrg. Annual Avrg.

Net Farm Income NA 33.9 85.0 28.7 44.9 30.8 72.2 27.1 39.9
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double-digit rates in 1980 to about 5 per cent in 1990, and that the
level of government involvement in agriculture will be similar to
1980 levels in constant dollar terms. A second scenario assumes
reduced inflation and lower government involvement in agriculture.
A third scenario assumes relatively high inflation throughout the
1980s with low government involvement in agriculture. The fourth
scenario assumes high inflation and high government involvement.

GEM projections have a specified horizon (e.g., 10 years) with
values of variables and performance measures reported for each year.
For summary purposes, GEM results reported here include only
yearend values for 1985 and 1990, and annual growth rates for the
1980-85 and 1980-90 periods.

The baseline projects relatively weak financial performance by the
farm sector in the early 1980s followed by stronger growth in the
second half of the decade. Strengthening occurs from the combined
effects of greater stability in livestock earnings, higher incomes of
domestic consumers, lower inflation rates, and relatively stable ex-
ports. Total farm debt is projected to grow at an 11.3 per cent annual
rate over the decade, reaching $523 billion in 1990. Faster growth in
debt (13.5 per cent annually) is projected for the first haf of the
decade, with total debt projected to reach $341 hillion in 1985. Debt
grows faster than net worth in the early 1980s, while the reverse
pattern is occurring by 1990.

Farm real estate values continue to experience rapid growth in the
baseline, especialy inthe second half of the 1980s, asaresult of rapid
growth in farmers' real income. In contrast, values of non-real estate
assets experience relatively low growth (7.8 per cent annually)
throughout the decade due to interactions between higher costs of
energy and slower growth of investment in farm machinery and motor
vehicles. Thus, growth rates projected in the baseline for non-red
estate assets areconsiderably less than those for non-real estatedebt.

Results for the scenario with low inflation and low government
involvement are similar to the baseline results. However, the two
high-inflation scenarios show much greater use of farm debt, as well
as relatively low net farm income and slow net worth growth, espe-
cialy in the second half of the 1980s. Moreover, when inflation rates
remain high, theeffect of government involvement is more important
tofarm income in the high involvement scenario, but relatively minor
in both cases. In both of the high-inflation scenarios, total farmdebt is
projected to exceed $900 billion in 1990 with growth of debt ac-



Prospective Trends 43

celerating in the second half of the decade. Higher inflation also is
associated with declining patterns of real farm income and values of
farm real estate. Thus, farm debt experiences faster growth than farm
assets, causing slower growth in the sector's net worth.

Table 13 summarizes projections of farm debt under alternative
scenarios in both the FCA and the GEM models. The FCA baseline
model projects a slower growth rate for non-real estate debt in the
1980-1985 period than doesthe GEM baseline. However, the GEM’s
projected growth rate for non-real estate debt declines in the 1985-
1990 period. The FCA model also projects a slower growth rate for
farm real estate debt than does GEM for the 1980-85 period, although
real estate components in the FCA model appear more sensitive to
characteristics of the various scenarios than do values of non-real
estate components. Differences in the role of agricultural exportsin
both models have an important influence on the projections. Export
growth isan exogenous variable in the FCA model and endogenousin
the GEM model.

In evaluating the results of projection models like these, it is
common and yet perplexing for both the projection process itself and
the specific results to generate numerous new questions that need
further study. Indeed, this is a proper role for projection analyses.
Model builders must explain and defend their models' specifications
and work toward developing a reasonable scenario, or set of
scenarios, for analyzing future directions of the sector under study.
Results then must be evaluated for that sector and implications
considered for many features of the sector that defy effective model-
ing. Many of these features involve disaggregation of the aggregate
results along the lines of various sub-sectors, transactors, structural
characteristics, or other classification schemes. Moreover, these dis-
aggregated questions often are highly relevant in policy formulation,
private decision-making, measuring performance, and welfare
analysis.

Hence, before focusing on suppliers of future farm debt, it is
appropriate to consider some possible changes in future characteris-
tics of thefarm sector that could alter the pattern of these projections
and further influence disaggregative analyses. It islikely, for exam-
ple, that the farm sector will continue to experience reductions in the
number of farms and growth in size of the remaining operations. A
recent USDA study projects further decline in farm numbers from
about 2.6 million in 1980 to 2.32 million in 1985 and 2.09 million in
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1990. These reductionsin farm numbers mean that growth of debt per
farm will be higher (by about 2 to 3 percentage points) than the
aggregate growth rates, with greater concentration in larger farming
operations.

Closely related to the adjustments in numbers and sizes of farms
are the financing consequences of farmers' departure from the farm
sector and the entry of new operators— either from property sales at
retirement or inter-generational transfers of farm property. There
may be growing incentive and need for retiring farmersto leave their
capital invested in agriculture, in part asasource of financing for new
entrants. Moreover, unless transfer taxes are abolished, inter-
generational transfers will experience estate and inheritance tax obli-
gationsthat may often require asset liquidation, borrowing, or both to
satisfy liquidity needs of off-farm heirs. Farmland investments may
offer a form of tax shelter in inter-generational transfers through
gualification for use-valuation on farmland and installment payments
of Federal estate tax obligations that are sheltered from market values
for land and interest rates. Debt obligations then arise to the Internal
Revenue Service, with additional contingent tax liabilities if eligibil-
ity conditions terminate.

Projections of future performance are also subject to new devel-
opments in financing practices that have no historical basis for mod-
eling. Strongfinancial performance in thefarm sector should increase
investment incentives by nonfarm investors, especially in farm land,
and open new sources of equity capital. Some lenders may further
develop loan programs with equity participations. Growth in farm
size and greater complexity in business 'organizations should bring
further adjustment to nonproprietary forms of business organization
that alter patternsof managerial control and financing. Leasing of real
estate should become more extensive, more formal in contractual
arrangements, and more complex in financing arrangements for
meeting rental payments and for 'sharing financing obligations in
share |leases. Leasing of non-real estate assets should increase, espe-
cially if private leasing companies, financial institutions, and manu-
facturers can develop leasing programs that are profitable and finan-
cially feasible for farm operators. Continued development in risk-
bearing skills, especially in inventory management, marketing, and
use of various kinds of insurance, will modify debt-carrying
capacities and thus financial structure. Involvement of farm families
in nonfarm employment and investments seemslikely to increase asa
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means of diversification and to more fully utilize seasonal labor
resources.

Numerous other examples could be identified that arise from the
results of aggregate projections and which indicate the need for
careful disaggregative analysis. However, the major focus here ison
how the growth in farm debt will be met by various participants in
farm credit markets.

Future Suppliers of Farm Debt

Neither of the two projection models reviewed in the preceding
sector is designed to evaluate the role of mgor farm lenders in
meeting future credit needs of the farm sector. Hence, these issues
require further analysis and careful judgment. In particular, there is
need to address key questions about the capacity of farm credit
markets to meet future financing needs, how the farm debt will be
distributed among the major lending groups, and how this distribu-
tion is influenced by the various scenarios that characterize condi-
tions in the farm sector, in government policy, in national economic
conditions, and in financial markets.

First, there appear to be no strong evidence, concerns, or other
indications that farm credit markets cannot continue to meet the
aggregate of projected credit needs. Projected growth rates for farm
debt are high but also appear lower than comparable rates for the
1970s under most scenarios. The farm sector's share of total credit
market debt should continue to be low relative to shares of other
sectors. Moreover, as noted earlier, the efficient access of several
farm lenders (especially the Farm Credit System and the Federa
government) to national financial markets means that credit should be
available on asustained basisover awiderange of possible scenarios.
However, the access to national markets rests on the farm sector's
willingness and ability to pay current market interest rates on debt
which likely will remain relatively high and volatile throughout the
1980s.

The more pressing questions involve the relative positions of farm
lending groups in meeting these credit needs, and how these market
shares may respond to the various scenarios and to changesin regula-
tions that influence competitive positions in local financial markets.

The distribution of farm debt has been characterized by steady
growth in lending by the Farm Credit System, fluctuation of market
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share for banks and government lenders in response to changes in
farm income and financial market conditions, and declining market
share for other credit sources. Market shares in the future should
continue to reflect these general patterns, athough they will be
influenced by the long-term financial performance of the farm and
nonfarm sectors and by the impact of regulatory change.

Strengthening of financial performance in the farm sector should
enhance farmers' credit worthiness and should thus attract stronger
participation of most non-government lenders in farm lending. Mar-
ket sharesof banks, life insurance companies, and trade firms would
increase, as would FCS lending, while government lending would
decline. In contrast, weak, unstable performance by the farm sector
will diminish financing incentives of those lenders that are less
specialized in farm lending. This will include life insurance com-
panies, trade firms, and many commercia banks. Heavier financing
demands would then occur for FCS and government lending pro-
grams.

The level and kind of government involvement in,the farm sector
aso will strongly influence farm credit markets. A high profile of
government involvement likely will encourage farmers to use these
programs and either attract customers away from commercial lenders
or discourage participation of some lenders, especially those less
specialized in farm lending. A lower profile of government involve-
ment should prompt greater participation of private sector lenders,
especidly if long-term farm income conditions appear favorable and
if government programs continue to meet serious liquidity needs in
times of natural or economic disasters. Further development of com-
plementarities between government and private-sector credit pro-
grams should further stabilize farm credit markets. Especially prom-
ising are publicly sponsored programs for insurance and guarantees
of loans made by commercial lenders. Expanding their roles and
enhancing their administrative feasibility could encourage a wider
range of farm lending from commercia sources. Evidence so far
indicates that FmHA or SBA guarantee programs can reduce lending
risks, help with legal lending limit problems, increase loan liquidity,
and increase loan profitability.

Choosing a favored scenario for the 1980s is subject to much
uncertainty. However, an optimistic approach, combined with the
balance of evidence at the beginning of the 1980s, points toward a
strong financial outlook for the farm sector over the coming decade



48 Peter J. Barry

and a relatively low degree of government involvement.

This set of factors should strengthen the incentive for commercial
banks to enhance their competitive position in farm credit markets,
especialy in non-rea estate lending. But how commercial banks
financing rolein agriculture actually will materialize isalso subject to
considerable uncertainty about their responses to a new regulatory
environment that, once in place, could dramatically alter the struc-
ture, performance, and competitive relationships in al levels of
financial markets. Hence, it isimportant to consider the implications
of changes in the regulatory environment of financial institutions
brought about by the Depository Institutions Deregulation and Mon-
etary Control Act of 1980, by potential changes in the legal structure
of banking, and by pending changes in lending authority of the Farm
Credit System.

Agricultural Banking and the 1980 Act

Provisions of the-Act

The 1980 Act provides for a comprehensive, coordinated revision
of the regulatory environment affecting al depository institutions in
the United States. Some provisions were effective upon enactment in
late March, but most others will be phased in over several years.
Thus, the 1980s will witness an adjustment by banks and other
depository institutions to a more market-oriented regulatory envi-
ronment that should increase competition among these major institu-
tions.

The Act contains nine titles that range over monetary control and
reserve requirements, deregulation of interest rate controls, extended
authorization of automatic transfer services (ATS) and negotiable
order of withdrawal (NOW) accounts, increased deposit insurance,
expanded powers of thrift institutions, preemption of state usury
limits, and other selected issues. A brief summary of significant
provisions follows [Barry].

The Act requires all depository institutions to hold reserves on dl
transaction accounts and on al nonpersonal time deposits. Required
reserves are specified as 3 per cent on the first $25 million of
transactions balances, with that figure indexed annually on December
31toriseor fal at 80 per cent of the rateof increase or decreaseof the
aggregate of transactions balances in all covered depository institu-
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tions. Required reserves on larger transaction balances are subject to
arate of 12 per cent. The rate of required reserves on nonpersonal
time deposits with maturities of less than four yearsis 3 per cent, and
0 per cent for those with maturities of four years or more. The Federal
Reserve Board can vary the reserve rate on large transaction balances
from 8 per cent to 14 per cent, and vary the reserve rate on nonper-
sonal timedepositsfrom 0 per cent to 9 per cent. The Federal Reserve
Board also has the authority to impose a supplemental reserve re-
quirement of not morethan 4 per cent of total transactions accountson
every depository institution when needed to more effectively imple-
ment monetary policy.

Reserves may be held as vault cash, as balances a a Federa
Reserve Bank, or — if a nonmember institution — in the form of
passthrough balances in another depository institution that, in turn,
maintains such funds as balances in a Federa Reserve Bank. The
reserve requirements will be phased in over an 8-year period for
depository institutions that were not members of the Federal Reserve
Systemon July 1, 1979, and over a4-year period for banks that were
members of the Federal Reserve System on that date. Full reserve
requirements on NOW accounts take effect December 31, 1980,
when institutions in the added 42 states (outside New England) are
first authorized to issue such accounts.

For interest rate deregulation, the 1980 Act providesfor an orderly
and compl ete phaseout by March 31, 1986, of the ceilings on rates of
interest and dividends which may be paid on deposits and accounts.
The law suggests but does not mandate a phased step-up in present
ceilings and requires that thrift institutions retain their one-quarter
percentage point differential during the phaseout. Decisions about
timing and amount of increases are being made by a new deregulation
committee comprised of the Secretary of Treasury, the Comptroller
of the Currency, and the chairmen of the Federal Reserve Board, the
Federa Deposit Insurance Corporation, the Federal Home Loan
Bank Board, and the National Credit Union Administration.

Other significant provisions of the Act include the extension of
authority for ATS accounts by banks, for remote service units by
Federal savingsand loan associations, and for sharedraft accounts by
credit unions; the authorization of NOW accounts for all Federaly
insured depository institutions effective December 31, 1980; an im-
mediate increase in the insurance limit on deposits and accountsfrom
$40,000 to $100,000; expanded authority for savings and loan asso-
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ciationsto invest up to 20 per cent of their assets in consumer loans,
commercial paper, and corporate debt securities, along with more
liberal lending limits on real estate mortgages; and preemption of
state usury ceilings. Existing state usury ceilings on business and
agricultural loans over $25,000 (subseguently amended to $1,000)
were preempted for three years— subject to theright of affected states
to override the preemption— and replaced with afloating ceiling of
five percentage points above the Federal Reserve's discount rate.

Implications of the /980 Act

How the regulatory changes in the 1980 Act will affect access to
funds, cost of funds, and the competitive position for agricultural
banks and other lenders in rural financial markets are complex issues.
Interrelationships between macro- and micro-economic forces are
involved. So are competitive positions of smaller banks relative to
nonbank farm lending sources like the FCS. Also important is how
the process of deregulation responds to political pressures during the
adjustment period.

Among banks there is concern that adjustment to the new regula-
tory environment will be greater for smaller agricultural banks. This
belief is consistent with their greater problems in fund availability.
Regional and money center banks are considered less influenced by
Regulation Q because of their access to national financial markets,
greater capacity for liability management, and other types of financial
innovation.

Changes in reserve reguirements arising from the 1980 Act should
release additional bank fundsto support credit activities, particularly
inrura areas. For any given level of reservableliabilities, the Federal
Reserve's new regquirements are considerably lower than the previous
reserve requirements. Preliminary studies show that vault cash will
cover the new reserve requirements for most smaller banks, both
members and nhonmembers. For member banks, this suggests that the
sterile (nonearning) balances previously held to meet reserve re-
quirements will be available to support new credit activities. The case
islessclear for nonmember banks that now will be subject to reserve
requirements imposed by both the Federal Reserve and by their
respective states. If their vault cash is sufficient to meet the new
Federal Reserve requirements and if state-imposed requirements are
adjusted in response to the phasein of the new requirements, then the
net effect could be an increase in loanable funds.
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Additional concern arises about the effect of universal reserve
reguirements on correspondent relationships. A nonmember institu-
tion may deposit itsrequired reserve balance directly with the Federal
Reserve or it may pass its required reserve balance through to the
Federal Reserve through a correspondent. Many nonmember banks
have simultaneously satisfied state reserve requirements and com-
pensation for correspondent services (including loan participations)
by holding demand balances with their correspondent. The corre-
spondent could invest these funds, net of their own reserve require-
ments. Now the portion of balances meeting the respondent banks
reserve requirements must pass through to the Federal Reserve,
making them sterile fundsfor the correspondent. Asdiscussed above,
the strength of thiseffect on correspondent relationships will depend
on the net effect of the new Federal Reserve requirements on the
reserve position of nonmember banks.

Elimination of interest rate controlson deposits and preemption of
state usury ceilings on loans should contribute to greater efficiency in
theflow of fundsin rural financial marketsand to pricing policiesthat
are more responsive to market factors. Smaller banks will have
greater flexibilitiesin bidding for fundsin their local markets, espe-
cially those funds that in periods of high interest rates are channeled
into money market funds, and directly into money and capital mar-
kets. Eventual elimination of the one-quarter per cent differential
between thrift institutions and banks will eliminate any disadvantages
experienced by banks as a result of this differential. Accompanying
those changes will be higher, more volatile interest rates on bank
deposits and higher overall costs of bank funds.

How much the cost of fundsfor agricultural banks will increase is
difficult to foresee. Federal Reserve data [Melichar] show that time
and savings deposits account for about two-thirds of total deposits at
agricultural banks. Moreover, since the high interest rate periods of
the late 1970s, increasing reliance has been placed on money market
certificates and 30-month certificates of deposit, both having ceiling
rates indexed to yields on U.S. government securities. Hence, a
relatively high portion of agricultural banks costs of funds already
responds to market factors. Furthermore, the net effect of higher costs
of funds should be offset in part by banks' increased revenue from
fees, service charges, and higher interest rates on some loans.

Responses of banks interest rates to loan customers will be
strongly influenced by local competitive conditions. Especidly im-
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portant is the competition between depository and non-depository
ingtitutions and the expanded competition in consumer lending by
saving and loan associations. Suppose, for example, that banks and
other local ingtitutions experience similar increases in the cost of
acquiring local funds. They likely can passthese higher costs along to
loan customers without much fear of losing customersto one another.
However, competition for farm lending between local banks and
Production Credit Associations or government agencies may initially
tend to constrain increases in farm loan rates charged by banks, if the
cost of fundsto PCA’s or government agencies is not directly affected
by thefactorsraising the cost of fundsto banks. Hence, banks' higher
costs of loan funds will sharpen the need for competitive pricing of
loans and other services. If, for example, lending competition be-
tween depository and non-depository institutions on consumer and
commercial loans is less than on farm loans, price differentials may
arise among loan types in response to these differing degrees of
competition. Banks' farm loan rates may remain in line with farm
loan ratesfrom non-depository sources, while rateson nonfarm loans
would be higher.

Offsetting effects may occur if thrift institutions vigorously exer-
cise their expanded authority in consumer lending and services,
leading to greater loan competition with banks. Further offsetting
effects will occur if rates in rural financial markets continue to
become more responsive to rates in national markets. Then costs of
fundsfor banks and other farm lenders should follow each other more
closely, and differences in loan rates would be based largely on
differencesin risk premiums, efficiency of intermediation, and reg-
ulatory factors affecting each lender.

In summary, once the new regulatory environment isin place, it
should permit agricultural banks to compete more equitably for funds
in local markets, especialy during periods of high interest rates and
tight credit. Banks will likely experience greater variability in their
own costs of funds but reduced cyclical stress during periodic finan-
cia crises. While severity of periodic stresses in funds acquisition
will be reduced, the need for careful monitoring of ratesin both local
and nationa financial markets will increase, as will the need for
efficient, responsive pricing policies on sources of bank funds and on
loan portfolios. Farmers who borrow from banks will likely experi-
ence changing conditions in financial markets more in terms of
variability of interest rates than in variability of fund availability, as
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occurred in the past. Use of variable or floating rates on loans should
increase aslenders seek to pass costsand risksof fundsacquisition on
to borrowers.

Impact of the 1980 Act on future profitability, portfolio adjust-
ment, and competitive position of rural banksisless clear. A recent
ABA study shows, for example, that community banks in general
appear to have successfully sustained their profit positions through
the stresses of 1979-80. In addition, experience of banks in New
England that have dealt with NOW accountsfor severa years shows
successful adjustment to the introduction of interest-bearing transac-
tion accounts. But these past experiences appear different from the
case of typical agricultural banks who have heavy community in-
volvement in farm lending and who must compete with large, highly
efficient farm lenders like the Farm Credit System and government
lenders. _

If more equitable access to local deposits comes at substantially
higher interest costs, then smaller rural banks will be hard pressed to
compete in farm lending on termsthat meet their profit expectations,
even if profit targets are lowered as a result of more competitive
financial markets. Instead, higher proportions of bank funds may be
alocated to investment in securities that may tend to maintain short
term profit positions, but will erode longer term growth potential.
These tendencies could heighten the push toward larger banks and
liberalization of branching.

Finally, it does not appear that response to the 1980 Act will have
much impact on smaller banks need for and access to nonlocal
sourcesof funds. Most factorsthat influence needsfor nonlocal funds
will continue as before.

These include loan requests that exceed rural banks' legal lending
limit, seasonal patternsin loans and deposits, liquidity pressures on
loans and depositsfrom changes in local farm income conditions and
farm-related business activity, and periodic needs to reduce risk in
loan portfolios and to restructure balance sheet ratios. Hence, the
need continues to further refine and develop nonlocal sources of
funds for smaller banks.

Other Regulatory Changes

Banking Structure
Prospects appear promising for significant structural changein the
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banking industry due to liberalization of geographic restraints on
banking activities. A presidential task force has been studying this
issue in the last two years and is expected to propose a substantiai
easing of restrictions on interstate banking. While any such changes
will affect competitive relationships within the banking industry,
they appear warranted in light of new competitive market forces that
diminish the effectiveness of limits on geographic expansion by
banks. Growth of electronic banking services and expansion of major
retailers, brokers, and money market funds into bank-like activities
have made the system of geographic restraints outmoded and have
eroded banks' competitive position relative to other financing in-
stitutions.

Current geographic constraints could be eased in two ways. One
would beto liberalize the McFadden Act, which prohibits branching
across state lines and allows states to set branching policies within
their borders. The other would be to change the Douglas amendment
to the McFadden Act, which prevents bank holding companies from
buying or setting up subsidiaries outside their home state unless
authorized by state authorities. Preferences appear to rest with mod-
ifying only the Douglas amendment, which would probably bring
out-of-state competitorsinto new markets without having much im-
pact on competition between small banks already in those markets.
Liberalizing the McFadden Act would force major changes in local
banking structure associated with branching by nearby competitors.
If the interstate banking approach is followed, then intra-state
changes in bank structure still rest with individual states.

Evidence about the impact of banking structure on agricultural
financing is mixed and largely inconclusive. Melichar, in synthesiz-
ing and summarizing results of several studies on effects of changes
in bank structure on farm lending, found little support for advocating
much change in banking structure to solve lending problems in the
1960s — a conclusion similar to that of an Agricultural Bankers
Association Task Force. More banks in unit banking states had
encountered problems in financing farmers than had banks in
branching states; however, rural unit banks also made relatively more
use of mechanisms designed to cope with such problems.

In a more recent study, Doll reaches similar conclusions that
banks' structure does not appear to have a significant impact on the
ability of agricultural banks to finance agriculture, and that changing
the banking structure is not likely to solve the major problems
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confronting agricultural bankers. Savage also cites evidence that
entry into new markets by large banking organizations has not driven
small banks out of business. An aternative view is offered by
McCall, who cites evidence that potential banking competition is
greater in states with more liberal branching, that.it influences bank
performance, and that unit banks in statewide branching states use a
greater proportion of available resources for loans than do similar
banks in unit banking states.

In light of this mix of evidence, it may be reasonable to conclude
that liberalization of bank structure regulations at the national level
could at least offer an additional element of flexibility for tapping
nonlocal sources of funds for farm lending. Other changes in bank
structure then would rest with individual states.

Lending Regulations and Competition

Another prominent regulatory issue in farm credit markets in-
volves the impact of legal and regulatory restrictions on competitive
balance among mgjor lenders, with current emphasis on commercial
banks that are heavily involved in farm lending and the Farm Credit
System. These issues again have surfaced in legidative hearings and
debates- on the Farm Credit Act amendments of 1980 now being
considered by the U.S. Congress. The bill is intended to update and
improve the operation of the Farm Credit System through a set of
amendmentsto the 1971 Farm Credit Act. No attempt ismade hereto
review the detailed provisions of the bill. However, it is appropriate
to note that the scope of debate has widened considerably beyond the
original content of the proposed amendmentsto now treat some of the
basic differences in the regulatory environment for these two major
farm lending groups.

While viewpoints of commercial banks are mixed, the leaders
[Finson and Minger; Jackson and Schleusnerl of those banks more
heavily involved in farm lending contend that FCS gains competitive
advantages in costs and availability of loan fundsfor agriculture asa
result of lower income tax obligations, less stringent regulation and
supervision, a nationally federated structure, exemption from usury
ceilingsand legal reserve requirements, and accessto national finan-
cia markets on terms that appear comparable to those of the U.S.
government. Further concerns are that FCS isexpanding the scope of
credit and related services to agriculture to levels that may some day
resemble a banking institution, that this expanded scope would ex-
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ceed the bounds originally intended for FCS, and that revisions in
access by other financing institutions to Federal Intermediate Credit
Banks as a source of funds do not go far enough in meeting banks'
liquidity needs.

In support of its own proposals and in response to these conten-
tions, the Farm Credit System has contended that its prime consid-
eration is whether or not the proposed legislation would further the
objective of "*improving the income and well-being of American
farmers and ranchers' [Wilkinson]. They further contend that an
important part of the proposal would enable FCS to work more
closely with other lenders, including commercial banks, in meeting
the credit needs of rural America. Some additional competition with
other lenders would occur, but this would befair and healthy compe-
tition consistent with the interests of the agricultural community and
of the nation as a whole.

FCS is concerned that it is inappropriate to evaluate competitive
equality among different typesof financial institutions using the same
set of evaluative criteria, when these institutions are charged with
serving different clientele and with providing different financial
services. Examples of FCS uniqueness includetheir specialization as
an agricultural lender with strict eligibility requirements on borrow-
ers, an obligation to serve al agricultural areas during all economic
times and conditions, alimited range of financial services tailored to
the needs of its agricultural clientele, and a non-depository function
that also is presumed to exclude transaction accounts services.

However the Farm Credit Act Amendments Bill of 1980 is re-
solved, itislikely that the legislative processwill continue to address
issues involving competitive balance among farm lendersin hopes of
fostering the most equitable competition possible, while still re-
sponding appropriately to changing capital and credit needs in ag-
riculture.

Concluding Comments

A highlight of farm credit markets has been their responsiveness to
change — to innovate in farm lending, to keep pace with growing
capital and credit needs, and to adapt institutions and programs to
changing conditions in agriculture. This evolutionary pattern will
continue in the 1980s with new challenges provided for innovation
and enterprise.
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Results of projection models presented earlier show that financial
performance and credit needs in the farm sector are strongly influ-
enced by the combined effects of numerous forces in agriculture,
financial markets, the general economy, and government policy.
Nonethel ess, conditions point toward stronger financial performance
of the farm sector for the 1980s andmore moderate growth rates for
farm debt than occurred in the late 1970s. Government involvement
in agriculture then should be lower, focusing on buffering fluctua:
tions of commodity prices-and providing farmers with liquidity in
times of severe disasters. As a result, stronger credit worthiness for
thefarm sector should attract vigorous participation by private-sector
lenders in financing agriculture.

How the role of commercial banks in financing agriculture will
evolve is subject to much uncertainty about their responsesto regu-
latory changes. These changes could significantly alter the structure,
performance and competitive relationships in farm credit markets.
Preliminary appraisals indicate that the 1980 Act should release
additional bank funds to support credit activities in rural markets,
enhance efficiency in local flows of funds, alow more equitable
competition by banks for deposit funds, and bring more efficient,
market-oriented pricing on loans, services, and sources of funds.
Farmers who borrow from banks shoul d-experience changing condi-
tionsmorein termsof variability of interest ratesthan in variability of
fund availability, asoccurred in the past. If, however, more equitable
access to local deposits comes at much higher interest costs, then
smaller banks will be hard pressed to profitably compete with other
farm lenders.

The 1980 Act will not have much impact on needs by smaller banks
for nonlocal sources of funds. Hence, the need continues to improve
these banks access to nonlocal sources. The more promising
methods include improved arrangements for loan participations
within banking and with other institutions, further development of
secondary marketsfor farm loans that are secured by effective collat-
eral control, government guarantees, or commercia insurance, and
more extensive development of Agricultural Credit Corporations
(ACC’s).

Included in the ACC concept are coordinated efforts by groups of
smaller banks on a state, regional, or national basis to gain accessto
nonlocal funds either through Federal Intermediate Credit Banks or
by sale of money market instruments. This idea has been proposed
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before, but it appears to warrant renewed consideration now, espe-
cialy if geographic constraints on banking are liberalized. The group
approach would give size-related advantages to agricultural banksin
a permanent way that would preserve the features of a unit banking
system while helping these banks to cope with the larger size and
regional-national orientation of other farm lenders. The recent for-
mation of a multi-bank ACC in Minnesota and considerations of
similar ventures in other states are clear steps in this direction.
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The Role for Correspondent Banking:
A Money Center Perspective

John W. Ballantine

The banking industry, or perhaps more precisely the financial
servicesindustry, isin the processof being radically reshaped. Thisis
occurring not only as a result of increasing competition from the
entire spectrum of domsetic and foreign financial and non-financial
institutions, but also as a result of generic changes,in the bank
services market.

Prospectively, changes to those laws which govern the geographic
and operating franchises under which each bank operates will have
much to do with the timing and extensiveness of this restructuring.
More significant, however, is the potential for change resulting from
a deregulation of financial institutions. The ultimate shape of the
financial institutions market is not yet ascertainable, although certain
trendsare obvious. We can be certain that the correspondent banking
system will be-significantly altered as historical regulatory and com-
petitive constraints are removed.

In order to logically explore the possible effects of such changes
and how they might affect the relationships which now exist among
money center banks and their agricultural correspondents, it is first
necessary to examine and understand the basic elementsof the exist-
ing system. This descriptive process should focus on three sets of
interrelated issues: definitional issues, structural issues, and risk vs.
return issues. Once we have briefly explored these issues we can, by
thinking of themin the context of possiblefuture environments, reach
someconclusionsasto thedirections that correspondent relationships
will take.

Definitional |ssues
For the most part, we have a relatively uniform idea asto what an
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agricultural bank isin the context of correspondent banking. Thereis,
however, less than universal agreement as to which banks are money
center institutions.

The general definition of such an institution typically centers on
three major characteristics. size, location, and funding capability.
Other, secondary characteristics, such as range and sophistication of
services or diversification of interests, can beincluded in defining the
scope of thismarket, but are almost always observable only wherethe
major characteristics are present.

Based on this premise we might conclude that there are some 20 to
25 domestic banking institutions that are money center banks. How-
ever, in terms of correspondent relationships, that list should be
expanded to include other financial institutions (e.g., insurance com-
panies, trust companies, investment bankers) as well as non-
financials to the extent that such companies would choose to forge
mutually beneficial relationships with agricultural banks. Addi-
tionally, there are many foreign banks operating domestically which
meet our criteriaas money center institutions, and they too should be
included in any discussion of potential participantsin this market. To
the extent that smaller banks work to cultivate these institutions,
market access to funding sourcesis greater than ordinarily assumed.

Structural Issues

Historically, funding relationships among money center and ag-
ricultural. banks have been based on three principal factors. First,
regulatory and legal constraints on banks resulted in a real need to
create sustainable partnerships in order to satisfy local credit needs.
Second, the same constraints which limit smaller banks in terms of
their capability to book assets have contributed to relative higher asset
liquidity in those banks. And, third, larger banks have generaly had
relatively high liquidity on the liability side, a capacity to attract
funding that has generally exceeded their capacity to generate rea-
sonably priced assets. In essence, we have had asystem of recycling
which successfully satisfied market needs and artificial constraints.

If, for example, abank has arequest for financing from acustomer
which isin excess of itslegal lending limit, it typically has sought to
sell the overline to acorrespondent, thereby achieving its objectives
of servicing its local market without violating a specific legal con-
straint. Likewise, it might be necessary for a bank to sell participa-
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tions as a result of other artificial constraints, whether those con-
straints were created internally (e.g., policies relative to portfolio
diversification) or externally (e.g., regulator mandates or concernsas
to overall leverage or risk asset ratios), or real constraints (e.g., lack
of funding capacity or liquidity).

The purchasing bank has not only obtained an earning asset
through this process, but has also strengthened its relationship with
the selling bank. This is an extremely important point because, in
terms of aggregated numbers, smaller banks have been net providers
of funds to money centers. Perhaps most important isthefact that the
funding provided by smaller banks— not only demand deposits, but
large denomination CD’s, Fed funds, and the like— has been rela-
tively low cost and extremely stable relative to other funds sources.

To put it even moresimply, smaller banks have historically utilized
their correspondents in order to satisfy critical needs on the demand
side, and they have simultaneously satisfied the net supply side needs
of their correspondents on a cost-effective basis. The symbiotic
nature of thisrecycling processisoneof thefundamental elements of
an efficient and effective correspondent banking system.

Risk vs. Reward |ssues

In the process of transferring assets to its money center corre-
spondent, thelocal bank hasalso transferred some portionor all of the
risk inherent in that asset. While the basic processof recycling allows
satisfaction of market needsfor participants intermsof fundsflows, it
neither distributes risk evenly nor does it assure adequate compensa:
tion for risks incurred in the process. Furthermore, costs, both fund-
ing and administrative, differ widely among participants in the recy-
cling process and, consequently, net returns may be more than
adequate to one participant and less than adequate to another even if
gross compensation is well distributed. A short seriesof hypothetical
examples may be helpful in illustrating the problems related to this
issue.

Tradition Overline

In this example, we assume that the smaller bank must sell an
overline to itsmoney center correspondent and that the selling bank is
simultaneously providing some funding to the purchasing bank in the
form of demand deposits, Fed funds, or somecombination of thetwo.
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The seller has, of course, been able to meet its customer's request
but, in order to do so, hasgenerated a mix of earning assets (the loan,
Fed funds sold) and non-earning assets (due from balances) which
probably have a lower gross return than would have been achieved
had the entire loan been booked. The selling bank's risk is presuma-
bly lower and so is its potential return although this is balanced, at
least in part, by thefact that external constraints forced the sale of the
overline.

The purchaser, however, has now assumed whatever risk is inher-
ent in the transferred asset. To the extent that the purchaser could
have created an asset with a greater relative net yield (based on gross
yield as well as funding and administrative costs) he has lost profit
opportunity, unless the relationship between the seller and the pur-
chaser is such that alower cost structure is afforded the purchaser in
order to assure an appropriate net return. T o the extent that the seller
subsidizes the purchaser (e.g., through a mitigation of funding costs)
in order to provide an adequate net, the seller's return may be
inadequate. If the seller is unwilling or unable to subsidize the
purchaser for risk assumed, the purchaser may be unwilling to enter
into the transaction.

Sale of Assets for Liquidity Purposes

In this example we assume that the smaller bank wishesto sell a
loan or agroup of loanseither because its funding sources have been
exhausted or because it has reached or exceeded a desired or man-
dated degree of leverage.

The prospective purchaser in this example is probably not being
funded in any significant way by the seller. Consequently, there is
little or no subsidy available to the purchaser, and the asset must have
a gross yield such that the purchaser is satisfied that his net return,
based most likely on pricing relative to his marginal cost of funds, is
adequaterelativeto hisassumption of risk and administrative burden.

Direct Funding of a Smaller Bank

In this example we assumethat the smaller bank has the capability
and desire to assume all local risk and has sought direct funding, in
the form of either short- or long-term debt, from its upstream corre-
spondent. In this case the larger bank is presumably willing to adjust
its pricing and prospective return in consideration of the mitigating
effect of diversification of risk created through intermediation and,
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possibly, some subsidy created out of the existing correspondent
relationship.

The smaller bank, in choosing to accept individual local risks
funded by the direct support from itscorrespondent, or by acombina-
tion of that direct funding and a resultant increase in leverage capa-
bility, now bearstherisk that its gross and net returns (accounting for
a marginal cost of funds) will be sufficient to justify its complete
assumption of risks.

There are some common concepts that can be gleaned from these
examples. (1) If pricing to the borrower is inadequate to compensate
for risk and the costs of doing business, some subsidy will have to be
introduced- to create an incentive for recycling. (2) Subsidies are
almost always provided by the smaller, or selling, bank either in the
form of cost subsidies or by disproportionate risk absorption. (3)
Larger, purchasing entities generally have greater control over the
nature of sale-purchase transactions.

It is apparent that the recycling process has successfully met the
need to redistribute assets and to compensate the participants for risk
redistribution through a combination of direct pricing and subsidy of
costs. Smaller banks have historically used their relatively lower cost
local funding to provide the necessary subsidies; their local
economies, as a result, have been well served as community credit
needs were met through this process.

Summary of Issues

Prior to an exploration of future directions, it isappropriate to first
summarize the issues raised in our examination of the existing pro-
cess by which local credit needs are met utilizing the partnerships
between agricultural banks and their money center correspondents.

First, we should expand our view of potential partners from just
money center banks to money center institutions: the entire range of
large institutions with money center funding capabilities should be
looked at as potential correspondent partners.

Second, the current recycling process exists principally as a result
of structural constraints. Liberalization of constraints would lessen
the need to recycle. Continuation or proliferation of certain con-
straints would make recycling unachievable.

Third, risk redistribution requires a redistribution of potential net
return. It hasdepended, in the past at least, either on the realization of
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attractive market yields or subsidies of costs, whether those costs
were administrative or funding. Extremely low pricing or extremely
high costs can make redistribution impossible.

Salient Future Trends

There are at least two trends that are of significance in regard to
correspondent relationships and how those relationships may be
altered in the future.

The most important trend, or set of trends, has to do with the
increasing emphasis which has to be placed on asset and liability
management techniques. While money center banks have employed a
variety of techniques for a number of years, with varying success,
deregulation isforcing smaller banks, principally through a series of
actions which have increased the cost and volatility of cost of funds,
to adopt similar methods. However, smaller banks do not enjoy the
same flexibility as their money center counterparts; their ability to
select from alternative sources of funds or to generate alternative
earning assets is, for example, much more limited. Consequently,
they will have an extremely small tolerance for error as deregulation
continues.

The very nature of agricultural credit markets exacerbates this
problem. The proliferation of governmental lending vehicles, for
example, has been a significant factor in terms of the relatively thin
pricing which characterizes agricultural credit markets. While na-
tional social and economic goals may be furthered through govern-
mental subsidies of borrowing costs, pricing of agricultural creditsin
highly competitive capital markets may not be sufficient to cover
recycling costs in the future.

Conclusions

Traditional approaches will undoubtedly survive for at least the
next five to ten years although pricing, especially on smaller credits,
will have to be adjusted upwards in order to cover higher funding and
administrative costs.

Much of the credit generated by smaller agricultural banks, how-
ever, will be cycled into regional banks rather than money center
banks. While this has always been true to a degree, the rapid growth
of regional banks has resulted in an increasing capacity to attract
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funds and a resultant appetite for assets which can be efficiently
generated through their regional correspondent networks.

Major money centers will continue to support their agricultural
correspondents in the historical manner, especially if they have a
definite commitment to helping agricultural banks or a desire to
leverage existing resources dedicated to the agricultural market.
Moreover, money center institutions are increasingly likely to at-
tempt to service this market through corporate finance and investment
banking techniques which result in fee income without any signifi-
cant assumption of risk. Packaging of agricultural loansfor resaleisa
valid concept; the questions of market acceptance, depth, and me-
chanics remain to be answered.

Finally, cross-streaming of local credits will undoubtedly increase
during the next decade as banks within a particular locality choose to
work more closely in order to protect their markets and preserve their
profitability through more efficient administrative handling of
smaller credits.

In conclusion, the traditional correspondent relationships among
agricultural and money center banks are going to be restructured
substantially. The principal catalyst of change is the ongoing dere-
gulation of financial institutions. To the extent that this deregulation
results in significant cost increases to agricultural banks, they will be
unable to subsidize the traditional recycling process without impair-
ing their own profitability.

Consequently, agricultural banks must seek to enforce market
pricing levelswhich are sufficient to assureadequate returns, whether
those assets are held on or off their balance sheets. Pricing must be
attractive relative to alternative earning assets in national markets to
assure the availability of funds, and administrative complexity must
be minimized to assure efficient recycling.






4
Financing the Agricultural Industry by
Regional Correspondent Banks

Jim Timberlake

The agricultural industry in the United States annually has needs
for millions of dollars to finance the goods and services that it
produces for the marketplace. The products rangefrom raw grain and
seed to expensive and complex piecesof machinery to produce these
goods. Nationwide, the industry is very complex, and it would be
impossible to cover every financing need in this article. My experi-
ence in this area relates to agricultural credits in the southwestern
United States, and | would like to briefly discuss some of the prob-
lems and solutions to financing the agricultural industry.

Fidelity Bank, N.A., of Oklahoma City is a regiona bank with
total assets of approximately $660,000,000. It is a downtown com-
mercial bank in Oklahoma City which is heavily involved in corre-
spondent bank services. At present, Fidelity has 330 correspondent
bank customers. These banks are primarily located within the state of
Oklahoma, with asmall number of correspondent relationshipsfrom
banksin the surrounding states. The state of Oklahoma has491 banks
which areindividually owned, and alarge majority of these banksare
located in rural communities.

Agriculture isthe No. 1 industry in Oklahoma. Financing for this
industry is provided by a variety of financial institutions, including
country banks, regional banks, Agricultural Credit Corporations,
Production Credit Associations, Farmers Home Administration, and
Federal Land Banks, as well as by companies producing agricultural
equipment, products, and services.

- There are anumber of problems that regional banks facein trying
to finance the agricultural industry:

1. The need for the funds to finance the agricultural industry

69
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comes from the rural communities, but the concentration of
deposits to make these loans is located in the intermediate size
towns and the regional money centers.

. The lega lending limit of many country banksis too small to

take care of the needs of the customers. This means that the
country banker either does not go beyond his legal lending
limit, or he hasto contact his upstream correspondent to obtain
additional funds to take care of his customers' needs.

. In some regional money center banks, there is a lack of com-

mitment by the executive management to set funds aside for
agricultural lending.

. Sometimes, within a regional money center bank, there is a

strong demand for loanable fundsto be used locally rather than
sending those funds to the country for agricultural loans.

. Some regional money center banks are reluctant to bypasstheir

downstream respondents and solicit loans directly from the
rural area. This can undermine the relationship they have with
their correspondent banks if those correspondents feel that the
money center bank is bypassing them and going straight to their
customers.

. Another problem for the regional money center bank if it is

soliciting loansdirectly from the rural areas is the ability of the
regional money center bank to get to know itsborrowers. What
type of individual are they dealing with? How successful have
they been in the agricultural business? And can the money
center bank become familiar with their type of operation?

. Sometimescountry banks will not go beyond their legal lending

limit for their customer and, consequently, the regional money
center bank never has an opportunity to participate in theloan.

. Another problem that exists between the country bank and the

regional money center bank is the difference in interest rate
charged to the borrower. Generally speaking, the cost of funds
at the regional money center bank is higher than in the country
and, Subsequently, the country banker charges a lower interest
rate on the loan. When the country bank asks the money center
bank to participate in the loan, it is necessary to make up this
difference in interest rate in order that the loan be attractive to
the money center bank.

. Having qualified personnel in agricultural lending in the re-

gional money center bank enables that bank to understand and
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develop agricultural credits. Those people will deal directly
with a country bank and its customers or contact the borrower
directly. They also provide the expertise to present and explain
the agricultural credit at the regional money center bank.

All of the aforementioned problems related to agricultural credits
are certainly solvable. Once the commitment is made by the execu-
tive management of theregional money center bank, time, personnel,
and programs can be implemented to solve these problems. Pres-
ently, the correspondent banking system does provide loanable funds
tofinance the agricultural industry. Correspondent bank balances that
are carried at the regional money center banks are returned to the
country in the form of loans in the agricultural industry.

What does the future hold for financing the agricultural industry
through the correspondent banking system? | believe that there will
be more competition for the agricultural loan in thefuture. There will
certainly be more dollar needs to finance this industry. Interstate
banking is a strong possibility in the 1980s. Banks in the money
centers will be soliciting agricultural loans wherever there is that
opportunity. Sometimes the loans will come through a regional
money center bank and, in other cases, they will deal directly with the
borrower. There isalso the possibility that other financial institutions
may entertain agricultural credits, with such institutions as savings
and loan associations and credit unions viewing these loans as desir-
able. Another competitor for agricultural credits will be the Federal
government. Extension of credit by various government agencies
dready plays an important role in financing some types of agricul-
tural credits. At thistime it remainsto be seen how the Farm Credit
Act will influence agricultural lending. Presently the Federal Reserve
Banks provide seasonal borrowings for their member banks; how-
ever, it isdoubtful that they will participate with their member banks
on agricultural credits. | believe that competition for agricultural
credits will intensify during the 1980s.

I would like to briefly mention three major pieces of banking
legidation and how they may affect agricultural lending. The three
pieces of legidation that | refer to are the Financia Institutions
Regulatory Act, the Monetary Control Act of 1980, and the Farm
Credit Act, which at this point is a proposed law. One restriction
within FIRA isthe limitation on the amount that adirector can borrow
from hisown bank. In many cases, farmers and ranchers are directors
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of their local country bank. Those directors are now limited to
borrowing only 10 per cent of the capital and surplus of the bank
under FIRA. This hasreduced the amount of money available to them
to finance their agricultural operations. In this situation, the local
banker hasthree alternatives. (1) He can participate that amount of the
loan which is beyond his legal lending limit to an upstream corre-
spondent, (2) The director can resign from the board, which will
enable him to borrow more funds from that same bank, or (3) The
director can do his borrowing from some other financia institution,
which is a detriment to his own bank.

The Monetary Control Act of 1980 has changed the reserve re-
quirements for all banks and financial ingtitutions in the United
States. It will increase the reserve requirements of the state non-
member banks and lower the reserve requirements of the larger
national banks at regional and money center locations. Since many of
the country's rural banks are state nonmember banks, this will have a
tendency to take out of circulation more loanable funds and set them
aside as reserves. This would mean in turn that the local bank would
have fewer funds to lend to its customers for agriculture or any other
purpose.

The Farm Credit Act, which will probably be enacted in late 1980
or early 1981, will definitely affect agricultural financing throughout
the country. The bill expands the powers and permitted activities of
the quasi-governmental Cooperative Farm Credit System (CFCS).
Thislegidation moves CFCS increasingly out of agriculture and into
competition for banks commercial nonfarm customers. Cooperative
Farm Credit System is primarily the nationwide competitor of banks
and other lenders involved with agricultural related loans. Today
CFCS provides 40 per cent of al farm loans. This is compared to
banks' 34 per cent share of the market. In contrast, back in 1950, the
banks held 50 per cent of al farm loans, while CFCS only had 17 per
cent of the market. CFCSincludes Federal Land Banks, Federal Land
Bank Associations, Federa Intermediate Credit Banks, Production
Credit Associations, Banks for Cooperatives, and the Central Bank
for Cooperatives. The new law would permit these agencies to
expand their lending to the agricultural industry, as well as the
support industries that produce, transport, manufacture, and distrib-
ute farm-related products.

As you can see, this legidation will increase competition for
agricultural related loans during the 1980s. | feel that regional money
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center banks are going to have to do a better job in order to maintain
their portion of agricultural-related |oans. The present trend isthat the
agricultural industry is moving away from the commercial banking
system and seeking financing through other sources. The 1980s will
definitely be a more competitive time for the commercial banking
system as it provides financing for the agricultural industry.






Commentary

Robert E. Knight

The papers presented by Jim Timberlake and John Ballentine are
both excellent and thought-provoking. Timberlake is probably cor-
rect in arguing that banks serving agricultural areas are likely to
experience increased competition, not only in raising loanable funds
but also in lending them. In the future the growth in the supply of
loanable funds at agricultural banks islikely to be limited. Nonbank
competitors, such as thrift institutions and money market mutual
funds, are likely to compete more aggressively for consumers' sav-
ings and are likely to make relatively few agricultural loans. The
competition in making agricultura loans, though, may be increased
as government programs, mainly those administered by the Farm
Credit System, expand, tapping the national money marketsfor funds
to make agricultural loans.

Ballentine, on the other hand, isright in stressing that loan partici-
pations should be profitable from the standpoint of a correspondent.
Agriculture will have to pay a competitive rate for funds or the
funding of agriculture will largely fall by default to the Federal
government. However, | would caution correspondent banks that
what really mattersis the long-run profitability of customer relation-
ships, not the profitability and rates charged in any particular quarter
or year. Rates on agricultural loans typicaly riselessrapidly than the
prime loan rate, and also decline less rapidly. Over the long run,
agricultural loans are likely to be quite profitable, and from the
standpoint of acorrespondent purchasing participations, arelikely to
require little direct servicing and to be highly collateralized.

On balance, | am optimistic that the majority of agriculture's credit
needs can be met by rural banks with loan participation assistance
from the regional correspondents. Money center banks will play a
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role, but it will be limited as it has been in the past.

While | largely agree with the major pointsin each of the papers, |
also feel that meeting the loan participation needs of rural and ag-
ricultural banks will require a renewed commitment by corre-
spondents in future years. Over the years, the growth in the propor-
tion of agricultural banks requiring loan participation assistance and
in the dollar magnitude of participation loans has been dramatic. For
example, surveys indicate that in 1945 only about 26 per cent of the
rural banks required loan participations, but by 1959 the figure had
risen to 67 per cent, and by 1979 to 72 per cent.' Similarly, in 1978 it
was estimated that correspondents were holding about $1 1.2 hillion
in loans which had been originated by community banks. Of this
total, commercial and industrial loans comprised 63 per cent; real
estate loans, 15 per cent; agricultural loans, 14 per cent; and other
loans, such as pools of instalment loans, 8 per cent.? These figures,
however, probably understate the magnitude of agricultural loan
participations. Many banks tend to classify credit to corporate farm-
ing ventures and feedlots as commercial |oans, rather than as ag-
ricultural loans.

The most recent survey dealing with loan participations was con-
ducted by the American Bankers Association in 1979.2 In that study,
guestionnaries were sent both to correspondent banks and to their
respondents.® Correspondent banks overwhelmingly ranked assis-
tance with check collection and loan participations as the two most
important correspondent services. Country banks assigned a slightly
lower ranking to loan participation services, but the difference is
probably not significant. However, country banks also indicated that
loan participation assistance was the correspondent service most in
need of improvement. Interestingly, correspondent banks felt that
loan participations were among the most profitable of correspondent

I. Robert E. Kmght, ** Correspondent Banking. Part [I: Loan Participations and
Fund Flows,"* Monthly Review, Federal Reserve Bank of Kansas City, December
1970, p. 13, and unpublished results from the ABA survey cited in footnote 3.

2. “*New Survey Finding: Correspondent Banks Report Fast Growth in Loan
Participations,”* ABA Banking Journal, September 1978. p. 52.

3. Robert E. Knight, ""New Profile Study of Correspondent and Respondent
Banks."" ABA Bonking Journal. November 1979, pp. 50-61.

4 Throughout these comments, the terms **correspondent bank™ or **corre-
spondent™ refer to a bank accepting deposits from other banks and, in return,
offering services, such as loan participation assistance, to these banks. *‘Respon-
dents,"" or banks in general. are considered to be the recipients of these services.
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services, but that they were al'so one of the most difficult to provide.

The reasons for the seeming dissatisfaction on the part of country
banks and of the difficulty on the part of correspondentsin meeting
loan participation requests is not immediately clear. Undoubtedly
several factors contributeto thisfeeling. Country banks, for example,
frequently complain that their ability to place participations depends
on monetary policy. During periods of tight money, correspondents
appear to r(me less willing to accept participations in loans. Corre-
spondents, on theother hand, often argue that agricultural banks tend
to make loans at lower interest rates than the correspondent would
chargeif it were making the loan directly. Many correspondents also
cite loan documentation as a problem with loans originated by coun-
try banks. There islittle doubt that correspondent banks have experi-
enced increased concern about their positions with participation loans
should the borrower or the originating bank experience financia
difficulties. Courts have held that if a participation loan turns sour,
the correspondent's recourse is to the originator of the loan (the
country bank), and not to the original borrower.* Moreover, if the
originating bank were to experience financia difficulty, the corre-
spondent might find itself an unsecured creditor.

Although they are less frequently cited, two other factors have
undoubtedly also contributed to the difficulty some banks have ex-
perienced in obtaining agricultural loan participations. First, some
large correspondents make relatively few agricultural loans and are
not readily prepared to evaluate the quality of requests for participa-
tion assistance in such loans. Second, a tendency may exist for
correspondents to doubt the ability of smaller banks to manage and
administer large complex credits properly. In either case, a corre-
spondent might be inclined to delay unnecessarily in making a deci-
sion on the credit or may decline the credit without a thorough
exploration of the particulars.

To the extent these problems exist, none would appear to be
insolvable. Low interest rates are likely to be less of a problem for
correspondents in the future because the growth in money. market
CD’s and other purchased money, coupled 'with the volatility of
interest rates, hasforced most country banks to evaluate their cost of
loanable funds on amorefrequent basis. Fluctuating-rate loanstied to

5. F Willham Vandiver, Jr.. ** Loan Participations — Upstream/Downstream,”’
Journal of Commercial Bank Lending, December 1977, p. 52. .
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amoney market rate of interest are becoming much more common at
agricultural banks. The acceptability of such loans to borrowers,
moreover, isdemonstrated by the growth the Farm Credit System has
experienced over the years. However, a bank's ahility to write vari-
able rate loans al so depends on the capacity of the borrower to absorb
sizable rate increases. This capacity is often limited for small busi-
nesses and agricultural units which operate in markets in which
individual firms have little influence on the prices received for goods
sold or produced. In any event, during periods of monetary ease, loan
rates frequently decline less at agricultural banks than they do at
correspondents, with the result that at such times the yield on partici-
pation loans should be relatively attractive to correspondents.

Loan documentation and the confidence of correspondentsin the
ability of respondents will undoubtedly continue to be problems with
participation loans, but could largely be overcome if both the corre-
spondent and the originating bank were willing to work together.
Legal problemsregarding the security position of acorrespondent can
also be resolved as each bank is named in the loan and security
agreements, and each holds acopy of the master notefor its pro rata
share of the loans.

L ooking to the future, the demand for participation loan assistance
is likely to grow dramatically, particularly if interest rates trend
downward. This growth is likely to occur for a variety of reasons.
First, the high inflation rate of recent years has resulted in the credit
needs of many bank customers growing much more rapidly than the
lending limits of their banks. At the same time, the growth in bank
capital, and bank lending limits, has been sowed by the depressed
prices which have existed for several years for bank stock. As a
result, banks have generally been unable to raise new equity capital
externally without severely diluting the holdings of present stock-
holders.

A second factor that will contribute to thegrowth in the demand for
participation loans isthe Monetary Control Act of 1980. Thislegida
tion granted thrift institutions significantly expanded powers, such as
the ability to offer NOW accounts and to serve as full-service family
financial centers. With thrift institutions becoming more competi-
tive, deposits are likely to be siphoned from commercia banks, and
the profitability of commercial banks is likely to be lowered. This
diversion of funds is likely to cause rural and agricultural banks, at
least in the short run, to grow lessrapidly than would otherwise bethe
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case. Without expanded participation assistance, these banks may
have to restrict credit availability to agricultural and business custom-
ers. In addition, thereduced profitability of banksislikely to slow the
growth of bank capital and bank lending limits.

Correspondents, on the other hand, are likely to find that meeting
theloan participation needsof respondentsismoredifficult thanit has
been in the past. Historically, the volume of participation loans held
by correspondents has averaged significantly less than the volume of
deposits which correspondents have received from respondents. Asa
result, correspondent banking departments have tended to generate
loanable funds for other areas of their banks. However, during the
next few yearsthe ability of correspondent departmentsto generate a
surplus of loanable funds is likely to be diminished. Under the
Monetary Control Act, Federal Reserve member bankswill gradually
have their reserve requirements lowered, while nonmember banks
will have to begin posting reserves with the central bank. Corre-
spondents can reasonably expect that member banks will increase
their balances at correspondents somewhat during this transition
period. Astheir reserverequirements arelowered, member banks are
likely to hold additional balances with correspondents. These funds
will serve both as a claim on future correspondent services and to
meet their anticipated liquidity needs, which can be satisfied less
readily with the reduced reserve balances at the Federal Reserve.

However, asizable proportion of the reserves nonmembers will be
required to hold is likely to come from the balances these banks
presently maintain at correspondents. Moreover, some nonmembers
which do not have readily availablefundsto post asreserves arelikely
to want to pay for correspondent services by paying fees, rather than
by holding compensating balances. The net result is likely to be that
correspondent banks will have fewer funds to use for loan participa-
tions at the same time that the demand for participation assistanceis
likely to be growing strongly.

In the past, correspondent banks have done a reasonably good job
in meeting the loan participation needs of agricultural banks. There
may, however, have been atendency to turn theflow of participation
loans on or off too frequently, depending upon the posture of mone-
tary policy. Moreover, thereis no question that the share of theloan
market held by commercial banks hasbeen declining, particularly for
agricultural credit. Most agricultural bankswould prefer to work with
correspondentsin funding overline and liquidity loan participations,
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but there are alternatives. For example, banks can obtain marketable
loans and also make loans above their lending limits by securing a
loan guarantee from the Small Business Administration or the Farm-
ers Home Administration. They can secure additional liquidity by
marketing mortgage loans to the Federal National Mortgage Associ-
ation, the Federal Home Loan Mortgage Corporation, the Govern-
ment National Mortgage Association, etc. They can attempt to place
longer-term agricultural loans with insurance companies, some of
which are in the market for such loans most of the time. In some
cases, they can rediscount paper with the Farm Credit System or they
can rely on the seasonal borrowing privilege at the Federal Reserve.
Many of these options do not channel funds directly to agriculture.
They would, however, permit country banks to take care of their
business or mortgage loan customers and simultaneously acquire
loanable funds which could be used for agricultural loans.

On the other hand, most of the credit needs of agriculture could
probably be met within the present correspondent framework. The
funds for overline and liquidity loans could be provided directly by
correspondents, which are in a relatively good position to purchase
loanable funds .whenever required. Alternatively, many country
banks have relatively low loan-to-deposit ratios. Increased swapping
of participations among these banks, arranged either directly or
through correspondents, would provide a means of ensuring that the
loan participation needs of these banks will continue to be met.
Similarly, to the extent the interest rate on an agricultural loan istoo
low to satisfy acorrespondent, a correspondent could consider swap-
ping loans with a respondent wishing participation assistance. The
swap could befor the samedollar amount and at the same interest rate
as the respondent's participation loan.

Larger correspondent banks could al so develop poolsof farm loans
in which they sell participations. Or perhaps the pools could be
funded with sales'of commercial paper, which might be guaranteed
by an insurance company to improve its marketability. Maybe a
means could even be found to market agricultural loans directly.
Exploratory efforts are presently underway by community banks to
devise ameansto tap the national or regional money markets to raise
capital for banks. If these efforts are successful, the.direct marketing
of agricultural loans would appear to be a simple step forward.
Perhaps a secondary market for agricultural loans could be devel-
oped. This secondary market could be similar to those which pres-
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ently. exist for mortgage loans and for government guaranteed busi-
ness loans.

Other possibilitiesexist, but if the correspondent banking system is
to continue to be the primary meansfor meeting the loan participation
needs of smaller banks, it must be alert to change and be ready to
adapt. The system has been shown to be capable of functioning
effectively. What is needed today is adetermination by both agricul-
tural banks and their. correspondents that the credit needs of rural
areas will be met in the future.






Public Policy Toward Agricultural Credit

JohnE. Lee, Jr., Stephen C. Gabriel, andMichael D. Boehlje

The primary focus of this symposium is on future sources of
loanablefunds'for agricultural banks, an important and timely topic.
This paper focuses somewhat more broadly on public policy toward
agricultural credit, with emphasis on Federal lending programs. We
believe that Federal policies toward farm credit will be an important
determinant of the role of various lenders in financing agriculture in
the 1980s. The paper reviews the general farm credit situation and
prospects and examines the rationale for public, especially Federal,
involvement in farm credit. It concludes with areview of therole and
status of the major public lenders, especiadly the Farmers Home
Administration.

Summary

Credit has been an important tool of agricultural policy for more
than 50 years. Federal credit policies have assured abundant loan
funds and competitive interest rates for agriculture and were a magjor
factor in the technological transformation of agriculture to the highly
industrialized, productive, capital-intensivesector it istoday. Today,
farmersdepend heavily on borrowed funds to finance annual produc-
tion and to acquire ownership of land and other capital goods.
Projectionsfor the next 10 years suggest sharp increases in farmers
use of debt as production expensesrise, primarily because of inflation

Stephen C. Gabriel isan agricultural economist, Economics and Statistics Service,
USDA, and Michael D. Boehije is professor, Department of Economics; |owa State
University. Views presented here are the authors' and do not necessarily represent
the policies of lowa State University or the U.S. Department of Agriculture.
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and expanded production.

A number of policy issuesarise out of concerns about the ability of
credit institutions to meet thefuturefinancial needsof agriculture and
about how credit policies may be contributing to increases in land
prices and concentration of farm ownership and production. The
changed structure and financial characteristics of the farm sector also
suggest a need to reevaluate the role of public agencies which lend to
farmers.

Historical Background

Modern credit programs specifically directed to agriculture began
to evolve out of the depressed conditions in U.S. agriculture follow-
ing World War |. Farm incomes were low and uncertain, and farm
lending was considered risky by both lender and borrower. Under
such circumstances, farmers had difficulty obtaining funds. When
they did, interest rates were usually higher than for other borrowers,
and the terms were often unfavorable and increased the'farmer's
vulnerability.

The establishment and gradual strengthening of the Farm Credit
System (Federal Land Banks, Federal Intermediate Credit Banks,
Production Credit Associations, and Banks for Cooperatives) and the
predecessor agenciesof the Farmers Home Administration, aswell as
improvements in the management and security of commercial banks,
greatly improved the flow of funds to the farm sector. At the same
time, the development of income-enhancing and price stabilization
programs helped reduce risk and uncertainty in farming, making farm
lending more attractive. The resulting ready availability of loan
funds, at relatively favorable rates and terms, financed the industri-
dization of agricultureand transformed it into the highly productive,
highly capital-intensive sector it is today.

Today, borrowed funds are considered thelifeblood of production
agriculture. Some reasons for thedramatic increase in dependence on
credit include:

® | oan funds have been relatively plentiful and inexpensive until
recently.

® [Farm production expenses have increased sharply (from $19
billion in 1950 to $1 31 billion in 1980) as input prices have
risen, production has expanded, and the share of production
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: iﬁputs purchased rather than provided on thefarm hasincreased.

® As aresult, cash expenses have increased as a percentage of
gross farm receipts (from about 60 per cent in 1950 to over 80
per cent today). .

® [ollowing from the above developments, net farm income has
been adeclining share of farm receipts, thus reducing the capa-
bility of farmersto fund cash expenses with internal savings. At
the sametime, farmers now purchase most of their consumption
needs, just as nonfarmers do, further reducing internal cash
flows available for covering production costs.

Thus, farmers are heavily addicted to a steady flow of borrowed
funds to finance their production activities. Ownership costs have
also risen as land prices and the cost of machinery and other capital
items. have increased dramatically. Many farmers have borrowed
heavily to increase the size of their farming operations to realize
economies of size or simply to increase income.

Farm sector debt increased from $12 billion in 1950 to an estimated
$158 billion on January 1, 1980. The aggregate value of farm assets
has also grown dramatically, especialy in the last decade. The ratio
of debts to assets doubled between the late 1940s and the 1960s and
stabilized in the 16-17 per cent range in the 1970s. On small farms
(sales of $2,500 or less) that ratio is only about 5 per cent, but it
increases for larger farms and is more than 20 per cent for farms with
sales of more than $100,000. Of course, for many larger, growth-
- oriented farms the debt-to-asset ratio is much larger. The operators of
these largest farms are most sensitive to costs of debt servicing,
changes in interest rates, and fluctuations of cash flow.

The fact that the use of borrowed funds has grown more rapidly
than net farm income implies an increasing debt burden. The ratio'of
debt outstanding to net farm income rose considerably during the past
two dec'ades. During the 1960s and early 1970s, debt outstanding was
two to three times higher than net farm income. In thelate 1970s, that
ratio was in the four-to-one and five-to-one range.

In recent-years, debt repayment burdens, interest costs, and access
to loan funds have become sensitive public policy issues. Farmers
will pay over $16 billion in interest charges in 1980, a figure that
represents 12 per cent of all farm production expenses. Increases in
interest charges have contributed significantly to rising costs of
production in recent years. Agriculture has just come through a year
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of record high interest rates. In anumber of states, concentrated along
the northern and western edges of the Corn Belt, commercial banks,
especiadly country banks, have come through two years of high
loan-to-deposit ratios, culminating in severe liquidity problems last
winter and spring. In districts where commercial banks were unable
to meet farm lending needs, the banks of the Farm Credit System
grew at phenomenal rates. In 1979, the Farmers Home Administra
tion, the lender of last resort, loaned farmers a record $7.7 billion.
These developments occurred despite the fact that 1979 was the
second best farm income year on record.

Credit in the 1980s

A recent USDA study [2] focused on likely credit needs and
problems in the 1980s. The detailed results of this study will soon be
available in a separate report. Highlights include:

Farm production expenses will more than double. Funds needed
to finance annual farm production expenses could increase by
more than $200 billion over the next 10 years, compared with
about $134 billion in total farm production expenses in 1980.
Most of the additional funds will have to be borrowed, although
there are expected to be some innovations in equity financing.
Farm sector debt, which increased from $12 billion in 1950 to an
estimated $158 hillion in 1980, could be about $600 hillion by
the end of thedecade. However, asset values in farm businesses
are expected to rise to over $3 trillion, and the ratio of debtsto
asset values will not be significantly higher than the 16-17 per
cent range of recent years.
Competition for loan funds will remain strong, but agriculture
will remain competitive and will be able to attract itsfair share of
funds. Farm prices and incomes should begin to rise strongly by
the middle of the decade, increasing the ability of farmers to
compete for production and investment funds.

® | and prices will likely increase rapidly, especialy in the latter
half of the decade. This will increase the wealth of landowners
but will also increase thedifficulty of getting started in farming,
especially for those having no other sources of income to sub-
sidize the beginning years. The added wealth of existing land-
owners, combined with tax advantages, will enable them to
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outbid other would-beland buyers and thus continue the trend to
fewer and larger farms. Higher land prices also greatly increase
theflow of debt funds needed simply to refinance the ownership
of land, generaly into the hands of fewer and fewer owners.

Public Credit Policies for Agriculture

Role of Public Credit Policy for Agriculture

The Department of Agriculture is interested in credit policy
primarily as a means of achieving the multiple goals of food and
agricultural policy. This means assuring that credit policies 1) are
such that farmers have money for producing the food and fiber we
need, 2) assure an economicaly healthy and viable farm sector, 3)
promote efficient use of resources, and 4) enhance the equitable
distribution of economic rewards and opportunities. Public credit
policies operate through the establishment of rules, regulations, and
facilitating institutions for private lenders and by the operation of
public lending programs. '

There is no specific, articulated national policy on farm credit.
Moreover, borrowed funds are still alocated within agriculture and
between agriculture and the rest of the economy primarily by the
workings of private capital markets. Past initiatives in farm credit
policy have generally come from those interested in making more
funds available to farmers and rural people at more favorable terms
and lower costs. These initiatives have taken the form of improving
the performance of private credit markets and lenders serving ag-
riculture, and directly intervening with public lending programs to
address needs not being met by private lenders.

The initiatives noted above have generally been successful. The
farm sector has enjoyed plentiful supplies of loan funds at competi-
tive costs and terms. These have contributed to the rapid substitution
of capital for labor, adoption of capita-intensive technology, in-
creased specialization, increased use of purchased inputs, and, in
turn, increased reliance on borrowed funds. Unfortunately, the dis-
tortions in credit markets resulting from the many forms of subsidies
have had some unintended side effects. misallocation of capital
between agricultureand therest of the economy, overuseof capital in
agriculture, overproduction, land price appreciation, and a growing
trend to fewer and larger farms.
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Does Agriculture Need Special Treatment?

In view of the essential nature of credit to finance production,
prospective sharp increases in production costs and land prices, and
recent experience with scarce supplies of funds and high interest
rates, it is not surprising that farmers and their spokesmen are con-
cerned and press for policies which assure them adequate supplies of
loan funds at reasonable costs. Indeed, some argue that this is the
most important credit issue of the '80s.

Analysts suggest, however, that the economic health of agriculture
is sufficiently sound that farmers will be able to compete with other
borrowers and obtain funds at competitive rates. Some even argue
that for several reasons farmers may be getting more than their fair
share of credit funds, especially when funds are scarce and interest
rates rise to ration those scarce funds. This possibility arises for
several reasons.

® The banks of the Farm Credit System have unlimited access to
the central money markets and thus can continue to lend when
banks (especially small banks) may beloaned up relative to their
reserves. Moreover, because their interest rates are based on
average money costs rather than current costs, interest rates
charged by Farm Credit System banks tend to lag private bank
rates in rising markets. This tends to insulate FCS borrowers
somewhat from market rates and encourage morecredit use than
market conditions would warrant.

® Country banks historically have loaned from reserves deposited
in savings and checking accounts. These were low-cost funds
and usualy enabled these smaller banks, in turn, to lend to
farmers and local businesses below primeratescharged in larger
money centers. Thus, farmers were somewhat insulated from
the effects of credit crunches and restrictive money policies.
This insulation has largely eroded during the last two years as
banking regulations have changed and as competitive pressures-
have forced smaller banks to offer certificates of deposit and
other instruments which, in effect, now tie their cost of money
more directly to the central money markets. Nevertheless, even
during the scarce credit period last year (winter and spring of
1980) farmers continued to borrow from rural banks at rates
below those charged by large city banks.
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® Public lending institutions lend to farmers a rates or terms
usually involving some element of subsidy. These institutions
frequently are not responsive to interest rates or money supply
signals of markets; consequently, farm borrowers see that
money as being cheaper than competitive conditions suggest it
should be, and they use more than they would if they had to pay
the true market costs.

The net result of these and other factorsisthat thefarm sector likely
uses more loan funds and at lower rates than would be suggested by
private market conditions. This may lead to more capital investment
and increase the capital intensity and productive capacity of agricul-
ture more than otherwise would have been the case in recent decades.
This, in turn, may have exacerbated the problem of overproduction
and depressed prices, as well as increasing pressure for income
support programs and more liberal credit policies.

If excess production capacity is no longer a dominant concern in
thefuture, the overproduction impact of the conditionsjust described
may no longer be a problem. But the guestion remains whether
agriculture needs special credit considerationstoday. That question is
especidly relevant if the profile of the farm sector outlined in a
number of recent studies— a sector of large-scale firms realizing
competitive financial rewards — is accurate. Certainly lending in-
stitutions serving farmers must recognize the unique requirements of
agriculture: the seasonal natureof production, thecritical importance
of timing, the year-to-year volatility of prices and incomes, etc.

But the farm sector is no longer characterized by millions of small,
relatively poor family farms, all facing inequitable treatment in
money markets. Smaller farms today generally have sufficient off-
farm income that their total incomes comparefavorably with nonfarm
family incomes. They are not considered risky borrowers, and they
finance most of their needs with internal savings. Their debts are
small relative to asset values and repayment capacity. Larger com-
mercial farms are large, capital-intensive businesses earning com-
petitive returns. In view of this emerging reality, isthere continuing
justification for public credit policies and programs which provide
favored treatment for agriculture? If so, under what circumstances
and for whom are such policies needed? Answering these questions
requires some examination of the implications of aternative credit
policies, and especially the implications for future control and struc-



90 John E. Lee, Jr., Stephen C. Gabriel, and Michael D. Boehlje

ture of the food system.

There is growing evidence that past and present credit policies, in
conjunction with farm policies and especially tax policies, have
contributed to increases in land prices. Studies have shown that
subsidized interest rates, lower down payments, and longer repay-
ment periodstrandate into higher pricesthan onecan afford to pay for
land. The higher the tax bracket of the purchaser, the greater the
benefits of the moreliberal credit provisions. Specifically, some have
suggested that the liberalization of Federal Land Bank credit in 1971
(reduced down payments and longer repayment periods) contributed
significantly to land price inflation thereafter, although research by
Baker and Dunn [1] does not support such arguments.

Who is Not Served by Private Money Markets?

In view of the economic and financial prospects for agriculturein
the 1980s and the emerging structure of agriculture, what |egitimate
farm credit needs will not be met by the private markets? The answer
depends heavily on what is considered **legitimate.” The place to
start istoexaminewho will likely not befunded if the money markets
work reasonably well.

One group that will have difficulty obtaining and repaying bor-
rowed funds are the so-called **marginal,”" or more appropriately
*“submarginal,’* farmers, who often lack farming skills or whose
access to productive resources islimited. But who isincluded in the
submarginal farm group varies depending on farm product prices,
interest rates, and other considerations. In the winter of 1980, when
interest rates were unusually high and farm commodity prices were
low, many farmers who would normaly qualify for credit were
temporarily considered submarginal. The situation was made worse
by the actual shortage of loan funds in banks. Since that time,
however, commodity prices have improved substantially. Con-
sequently, many farmers then considered submarginal became cred-
itworthy again. Thus, there is a continuum of farmers ranging from
those with sufficient financial strength and resources to weather the
hardest of times to those who could not be expected to borrow and
repay funds under any reasonable set of conditions.

Should the fortunes of all farmers be Ieft to the ups and downs of
economic conditions — i.e., survival of the fittest? Or are there
economic and social reasons for providing some or al of them
assistance? The question can only be answered via the political
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process. But it may be useful to categorize those would-be farm
borrowers who would not be served by a reasonably efficient and
competitive farm credit market, and examine some pros and cons of
serving them with public lending or with changesin public policiesto
facilitate their being served by private credit institutions. This exami-
nation should take placein the context of the commonly cited goals of
agricultural policy outlined in an earlier section of this report.

Those likely to have difficulty in private farm credit markets
include:

1. Existing farmers who are submarginal because of economic
factors.

a. Submarginal only under atypical adverse conditions.
® Efficient-size family farms or smaller.
® | arger than efficient family farms.

. b. Submarginal under typical conditions.

2. Existing farmers who are temporarily submarginal because of
natural disasters.

3. New or would-befarmers who are submarginal in the beginning
but who with specialized credit help can graduate to being
above margina under normal conditions.

a. Beginning farmers.
® Tenant farmers.
® Owner-operators.
b. Limited resource farmers.
c. Farmers lacking skills or training.

Providing public credit to preserve the normally healthy
moderate-size farm temporarily caught in adverse conditions could
be consistent with the long-term goals of agricultural policy. Present
trends suggest that about two-thirds of the land sold each year is
bought by farmers and consolidated into existing farm units. Thisis
the primary source of increasing concentration in the farm sector. If
the normally-heal thy-but-temporarily-in-trouble farmsarealowed to
go out of business, it is reasonable to assume that some portion of
them will be consolidated into other existing units. Thus, assuring
that such farms obtain the funds needed to stay viable would be
consistent with the goals of efficiency, preserving a pluralistic ag-
riculture for resiliency and future flexibility, providing economic
opportunity for more people, and ultimately assuring food security.
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As discussed earlier, there are some risks to the public sector. This
problem can be minimized by reducing the subsidy as much as
possible, thus reducing the attractiveness of the emergency credit.

If, instead of a moderate-size family farm, the farm in temporary
troubleis very large, it is not clear that the same argumentsfor public
credit assistance hold. If the farm was much larger than necessary to
achieve efficiency, and if the odds favored some or al of the land
being sold in smaller tractsto new farmers or moderate-size existing
farmers, there would be no particular public interest in saving the
larger farm.

There would appear to be no direct economic reason for offering
subsidized public credit to preserve those farms that are submarginal
even under normal economic conditions and for whom that does not
appear to be atemporary phenomenon. Both the subsidy in the credit
program and the inefficient use of resources implied by the farm
being submarginal are social costs. However, perhaps one more
guestion should be asked: Is the social cost ultimately greater if the
farmer goes out of business? Thisis not likely if thereis alternative
gainful employment. But if the displaced farmers or workers end up
as a public liability anyway, social costs may be minimized by
extension of publiccredit to keep them in business, at least until better
opportunities are available.

The same general comments apply to the farmers in trouble be-
cause of natural disasters. That is, it would be consistent with goal sof
efficiency, competitiveness, and future flexibility to provide public
credit assistance to efficient-size family farms. For larger farms the
guestion is how far the public should go in sharing the risks and
protecting the interests of the wealthy.

For the third group, those who need specialized help or terms, the
appropriateness of public credit assistance depends on the likelihood
that they will successfully graduate to private credit and eventually
repay the public investment through taxes, efficient use of resources,
and contribution to pluralism in the farm sector. It is in these pro-
grams, more than any other, that social objectives and economic
objectives of policy come face to face.

The issue of assistance to beginning farmers is a difficult one. If
there are not resources enough to assist all would-befarmers, who are
the lucky ones? How will the selection process affect those who will
befarmersin the future? The complexity of trying to assist beginning
farmers can be illustrated with the problem created by increases in
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land prices. The issue is sometimes put in terms of new credit
arrangements needed for beginning farmers who wish to purchase
land.

Several economists have shown rather convincingly that the high
land pricesof recent yearsare quite rational. In other words, in terms
of long-term returns on investment (from farming and from land
value appreciation) land isagood buy even at today's high prices. But
studies have also shown that if that land is purchased with borrowed
funds, the income flow from farming will not cover principal and
interest payments during the early yearsof the loan. Thisisespecially
trueif thefarmer hasto draw hisown livelihood from those earnings.
A USDA study [S] of irrigated lands in the Western Federal Irrigation
Districts shows that irrigated land purchased at today's prices would
generate adequate returns to begin to cover amortization costs some-
where between the tenth and fifteenth year of a 30- or 40-year
mortgage. Emil Melichar [4] uses the analogy of land as a growth
stock, an asset which might be an excellent long-term investment but
which one could not expect to pay for from the earnings in the early
years.

This poses a dilemma. Only those who inherit land or those who
can cover payments from other sources of income can begin farming
as an owner-operator. Thus, there is a selecting out process,
strengthened by the distributional impact of the tax laws, of those
individuals and firms who can outbid others for land (and thereby
further bid up land values). Not surprisingly, those favored by the
selection process tend to be those with high incomes, including
operators of large farms with high equity in land already owned. In
fact, existing farmers buy around two-thirds of the land sold each
year, and thus are the primary entrepreneurs of increased concentra-
tion.

The implication is for increased tenant farming unless loans for
beginning farmers could be arranged such that repayment schedules
are matched with incomeflows; i.e., postpone more of the amortiza-
tion to the later years of the mortgage.

But there are dangers. Unless such loans are restricted to those
unableto afford early payments and who intend to farm the land over
along period of time, the loans could increase the returnsto owner's
equity in early years, thus enabling one to bid up the price of land,
hold it for afew years while ownership costs are low, and then sell it
at a higher price when repayment costs begin to rise. Such a program
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could thus worsen land price appreciation unless some safeguards
were built into the loan program.

Federal Lending Programs

The Farmers Home Administration

To most people, public credit in agriculture means the Farmers
Home Administration. The FmHA program has undergone dramatic
changein recent years. In 1960, FmHA administered eight programs,
of which farm operating loans accounted for 64 per cent and farm
ownership loans accounted for 14 per cent. In 1979, FmHA operated
at least 23 programs, with farm operating loans accounting for 6 per
cent and farm ownership loans accounting for 5 per cent. Emergency
disaster, economic emergency, individual housing, rura rental
housing, water and waste loans and grénts, and business and indus-
trial development loans each accounted for larger shares of FmHA
activity.

This does not necessarily mean that FmMHA has neglected its
traditional role. The absolute level (asopposed to percentage share)
of farm operating and farm ownership loans was record high. What
the current situation does point up is that the FmHA has become a
giant, many-faceted agency that perhaps has been absorbing pro-
grams and mandates (many unrequested) faster than it can maintain a
clear sense of purpose and direction. The addition of large loan and
grant authorities this year to support the Alcohol Fuels Program
merely exacerbates the situtation. More than $14 billion in loan and
grant obligations were made by FmHA in 1979. This year, FmHA
made obligations totaling nearly fifty times that of 1960.

Who is served by FmHA’s programs? By design, the agency isa
lender of last resort. That is, its borrowers are supposed to be those
unable to obtain funding elsewhere. A recent study [2] of borrower
characteristics suggests that in 1979 the farm operating and farm
ownership loans were heavily directed to young farmers and those
with small net worth and low incomes. Over 68 per cent of the money
loaned in the farm ownership program that year went to farmers with
less than $12,000 in net cash income and less than $120,000 in net
worth. Over 74 per cent of farm operating loan money went to
farmers in the same category. In the same year, 50 per cent of the
money loaned in each of these programs went to people under the age
of 30.
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However, the economic emergency loans were distributed a bit
differently. The borrowers tended to have low incomes (presumably
that is what put them in an " emergency** situation), but over athird
of the money loaned in 1979 went to farmers with more than haf a
million dollars in assets. Farms with gross value sales of over
$40,000 represent one-fifth of al farms but received more than
two-thirds of the money loaned under the Economic Emergency
Program in 1979.

Figures 1 and 2 summarize the distribution of program money
loaned to farmersin specified net worth and net farm income groups
in 1979. Asexpected, thetargeted operating loan and farm ownership
loans are concentrated in quadrant II (low income and low net worth)
under two specifications of income and net worth. A larger propor-
tion of Economic Emergency Program money loaned went to farmers
with higher farm income and net worth.

The Commodity Credit Corporation

Thelending activity of the CCC isimportant but issecondary tothe
objectives of the stabilization programs. That probably should con-
tinue to be the case so as not to compromise flexibility to achieve
fundamental program objectives. Nevertheless, for farmers who use
the loan and reserve programs, the nonrecourse loans are an impor-
tant source of funding. Moreover, the program provides farmers with
flexibility to develop their own marketing strategies without having
to sell crops at harvest-time to pay off production loans or to obtain
operating funds. The CCC also provides loan funds for farm com-
modity storage and drying facilities.

CCC had $4.5 billion in debt outstanding to farmers on January 1,
1980, accounting for 3 per cent of al farm debt. CCC debt for the
most part substitutes for debt by other lenders (as opposed to FmHA
loans, which are supposed to supplement private lending to farmers).
A recurring issue pertains to what interest rates should be charged on
CCC loans.

The Small Business Administration

The Small Business Administration, an independent agency, is
designed to provide credit to small businesses unable to obtain credit
in the private sector. It has authority to provide direct and guaranteed
loans to farm firms, athough SBA is not primarily a farm lender
(farmers began receiving assistance only after a congressional man-



FIGURE 1
A High Net Worth-Net Operating Farm Income Profile of FmHA
Borrowers in Terms of Percent of Program Money Loaned to Each
Class of Farmer, 1979*
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FIGURE 2
A Low Net Worth-Net Operating Farm Income Profile of FmHA
Borrowers in Terms of Percent of Program Money Loaned to Each
Class of Farmer, 1979*
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date in 1976).

The stated intent has beer to provide funds to farm operators with
limited resources and to operators adversely affected by economic
and natural disasters. At present, farms with gross annual receipts
under $1 million may be eligible for SBA loans. The loans generally
contain asubsidy either in theform of below-market interest rates or
in lenient terms of repayment. SBA’s role has been and will likely
continue to be small relative to other agricultural lenders. On January
1, 1981, SBA isexpected to hold about 1 per cent of total farm debt
outstanding. In addition, Congress recently imposed a requirement
that farmers attempt to obtain an FmMHA emergency disaster loan
before applying for an SBA disaster loan, the SBA loan program
which accounts for most of its loans to farmers.

Public Lending: Some |ssues

Most public credit programs involve some degree of subsidy,
either direct or indirect. They involve some transfer payments from
the taxpayers at large to the targeted constituents of the loan pro-
grams. It has been suggested that such transfers are justified if they
improve the overall performance of the food system and the resulting
benefits are eventually captured by the public, or if the target consti-
tuency is one that is vulnerable, has suffered past inequities, or for
some reasons is considered by the body politic to deserve specia
help.

The primary issues related to public lending stem from the sub-
sidies involved. The subsidies (lower interest rates, lower down
payment, and favorableloans) have the effects of reducing or shifting
risks, reducing apparent costs, and supplementing income.

Risk Sharing. Often the issue is how risks in farming will be split
between farmers and the government —that is, the public. Theserisks
can be shared in such devices as CCC nonrecourse loans (meaning
that if pricesfall below loan levels, the crop under loan will always be
accepted asfull collateral), disaster provisions of support programs,
and loans from the FmMHA or SBA, to namethree. The extent of risk
sharing is managed by the degree of subsidy provided. If thesubsidies
arelarge, budget costs can be high and there may be undesirable side
effects. For example, private investment decisions may be made with
false signals of true risk and thus of true cost, leading to overinvest-
ment, misuse of resources, increases in land values, and an ultimate
flow of benefits to landowners. Again, public sharing of private risk
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isatransfer payment from taxpayers at large to those whose risks are
reduced.

There are several issues related to the risk-sharing aspect of public
lending programs:

® |s risk-sharing through public credit programs achieving the
stated objective? Is that objective clear? If so, are credit pro-
grams the most efficient means of achieving the objective (for
example, what is the comparative efficiency and effectiveness
of disaster loans vs. crop insurance, both of which can be
subsidized and the risks shared to any degree desired)?

® | oan guarantees stimulate flows of funds to specific target
groups by shifting the risk from private lenders to the public.
Ultimately this means more funds at lower costs to the borrower
than would otherwise be the case, and thus causes areallocation
of funds in the marketplace from what would otherwise be the
case.

Recent research [2] suggests that the very fact that FmHA is a
lender of last resort tends to expand farmers' perceptions of their
borrowing capacity, allowing adjustments in the production and
financial organization of farm firms. Increased borrowing capacity
may encourage farmers to adopt riskier production and marketing
strategies as well as more aggressive financial plans.

The emergency lending programs tend to reduce the overall risks
which farmers face. These risk-reducing effects tend to encourage
greater production as well as consolidation and growth. Hence, the
emergency lending programsof FmHA and SBA have contributed to
the recent trend toward fewer and larger farms in the U.S. The
magnitude of the impact may be suggested by the growth in impor-
tance of emergency loans. Currently, total public (SBA and FmHA)
emergency loans outstanding constitute almost 10 per cent of total
farm debt outstanding.

The emergency lending programs have been referred to asfree or
relatively low-cost insurance programs, with the attendant overuse of
any such freegoods. Theimplication isthat these programs substitute
for actuarially sound insurance programs and discourage the devel-
opment of other risk management strategies.

I nterest Rate Determination. With the current extreme volatility of
interest rates in capital and money markets, inflexibly priced FmHA



100 John E. Lee, Jr., Stephen C. Gabriel, and Michael D. Boehlje

and CCC debt funds can sell aternately at a subsidy or a premium
within arelatively short period of time. This situation compromises
greatly the orderly marketing of debt capital. Improved reporting
systems are needed to be able to determine market interest rates on
farm debt more readily. Policy makers could then adjust government
rates to more accurately reflect the cost of aternative source of debt
funds.

Insured Loans vs. Guarantees. If the public sector is to augment
the amount of funds available to farmers, should it do so through
insured loans or by providing aguarantee to encourage private sector
lenders to service a particular segment of the industry? Insured loans
can moreeasily betargeted to specific groups or individuals, but they
typically involve higher public sector administrative costs. Loan
guarantee programs can exploit the expertise of the private sector to
initiate the loan request and determine the credit worthiness of the
customer; in this fashion the government agency is less restricted in
terms of its ability to extend funds and implement a program by
personnel limitsor availability, since the private sector is performing
a number of the loan administration and servicing functions. Some
concern has been expressed recently, however, that private lenders
can earn very high rates of return on guaranteed FmHA loans by
selling the guaranteed portion in secondary markets.

Consequently, these lenders have a great incentive to declare a
prospective borrower as not credit worthy and then suggest that they
consider taking out an FmHA guaranteed loan. Although the higher
rate of return may be justified by the risk borne by the lender, this
situation should be considered carefully when analyzing the future
role of FmMHA loan guarantees.

One will note, however, that FmMHA loan guarantees for farmers
constitute a low percentage of total farmer program obligations. In
1980, for example, guaranteed loanswere only 3 per cent of both total
Operating and Farm Ownership loans and 5 per cent of all Economic
Emergency loans. Reasons suggested for such a low volume of
guaranteed loansinclude alack of interest on the part of lenders, since
therelatively small loan sizes makeit difficult to market such loansin
the secondary market, and the relatively high negotiated interest rate
on guaranteed loans compared with FmHA insured loans, which
discourages farmers from participating. These impediments to the
expansion of the useof FMHA loan guaranteesshould be investigated
if it is determined that such an expansion is desirable.
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Terms. The interest rate, repayment schedule, and loan-to-value
ratio are important aspects of implementing a public sector credit
program. Historically, public sector direct loans have included an
interest rate subsidy which reflected, in part, the **income supple-
ment** dimension of these programs. More recently, attempts have
been made to charge interest rates that more nearly reflect market
rates to most borrowers but still subsidize the rate for certain indi-
viduals. A key concern with the subsidized rate is the incentive the
subsidy providesto borrow and utilize morefundsthan would occur if
market rates were charged. Furthermore, it is difficult to encourage
public sector borrowers to move to private sector lenders when they
can qualify if thereis adramatic differential in the interest rates they
must pay. In addition, it is not clear how much benefit is obtained
from subsidized interest ratesin termsof improved loan performance.
A better procedure for reducing the cash flow and repayment pres-
sures may be to lengthen the term of the loan, thus reducing the
annual principal payment, rather than lowering the rate of interest.
Deferred or variable repayment programs are also proposed to assist
beginning farmers. However, arecent study at lowa State University
(3] suggests that deferred principal payment programs may not be as
important as other strategies, such as enterprise diversification and
off-farm employment, in improving the beginning farmer's chances
of success or hisfinancial progress in terms of income or net worth
generation.

The size of the loan to be made must also be carefully evaluated.
Changing economic conditions in agriculture as well as general
inflationary trends require periodic updating of maximum loan limits.
In addition, it would be desirable to evaluate the implications and
impacts of 100 per cent financing—i.e., lending the borrower all the
funds necessary to purchase the asset. The repayment implications of
such financing terms as well as their impact on probabilities of
success and/or failure should be evaluated. It is not clear that 100 per
cent financing, particularly to purchase assets like real estate that at
current market values generate low cash returns, is adesirable strat-
egy from either a private or asocial perspective. Such a high loan-to-
value ratio for an asset that generates a low cash income certainly
increases the probability of encountering cash flow difficulties and
delinquencies or defaults.

Qualification criteria. If one expects to target the benefits of a
particular program to a certain group of people, it isessential that the
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quaification criteria match the characteristics of this group. For
example, it is not clear that past Farmers Home Administration
programs, particularly in the economic emergency area, have sys
tematically used sufficiently restrictive criteriato target the benefits
to those that the programs, according to legidative intent, were to
serve. The *"credit elsewhere test™ needs further elaboration and a
more explicit operational definition if it isto be used as the criterion
for eligibility for certain loan programs.’ More objective measures of
financial performance and characteristics (debt-to-asset ratios,
coverage ratios, etc.) might possibly be investigated as a means of
determining eigibility to reduce the subjective nature of the credit
elsewhere test. However, it is clear that subjective judgement will
till be needed to implement any selection criteria as to qualification
for various loans. More explicit information on the characteristicsof
the borrowers from public agencies, particularly the Farmers Home
Administration, would be extremely useful in evaluating the effec-
tiveness of targeting the benefits of various programs to individuals
with particular characteristics.

Program Staffing and Breadth. For a program to be effectively
administered and implemented, it must have a focus as well as
adequate personnel resources. Current criticisms of the Farmers
Home Administration as to program implementation would appear to
focuson symptoms rather than the root problem. One of the Possible
causes of inconsistency in the program implementation is the diver-
sity of programs offered by the agency, including farmer programs,
community development programs, housing programs, and now en-
ergy programs. Implementing such a diverse set of programs,
periodically adding new lending authorities, without thefundsto add
adequate staff, quite predictably would result in problems in im-
plementation.

Performance Evaluation. To adequately eval uate the performance
of government loan programs, a system to monitor successes and
failures must be developed. Documentation of the default rate on
government loans is not adequate in assessing performance. The
personal and financial characteristics of those who default must be
determined and compared to borrowers who have exhibited loan
performance and financial progress. Furthermore, an accurate evalu-

'On June 2, 1980, legislation was passed which tightens the " credit el sewhere test™
for economic emergency loans.
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ation of the contribution of agovernment loan program would include
an assessment of the likely success rate if such a program did not
exist.

For example, acomparison of beginning farmers who obtain funds
from commercial lenders and those who utilized Farmers Home
Administration programs in terms of financial performance, default
or delinquency rate, etc. would be useful to assessdifferences, if any,
in performance of similar borrowersfrom the private sector compared
to the public sector. This assessment must also recognize that default
and delinquency ratios probably overstate success rates, since
periodic and perpetual refinancing of delinquent accountsdoes occur.

Public Policy and Private Sector Lenders

Rural Commercial Banks

The problems of small country banks may be such that their
importance as agricultural lenders may decline in the future. This
may be especially the case in those regions which had serious bank
liquidity problems during 1979 and 1980. Will these banks gradually
become more specialized lenders, focusing on that part of the market
serving small, part-time farmers and local merchants and dealers?If,
to overcome their loan size limits, country banks develop mgjor
relationships with large banks, will they lose some of their traditional
independence and operating freedom and become increasingly the
local service outlet for the larger banks? In a sense, small country
banks may face some of the same threats as the family farm. To
minimize that possibility, should public policy be directed to giving
special attention to the regulatory problems of small banks, including
giving them assured access to money markets through FICB’s and
other means?

Role of the Farm Credit System

The banks of the Farm Credit System, with virtually unlimited
access to funds in'the central money markets and unconstrained by
usury laws and banking regulations, have been the most aggressive
gainersin recent years in sharesof farm lending. Thereis no question
that the Farm Credit System has been progressive and innovative in
developing new approaches to meeting farmers' unique needs. The
policy questions are twofold: Have the banks of the Farm Credit
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System been too liberal in extending credit, thereby contributing to
land price increases and to further concentration in farming? And isit
consistent with sound national monetary policy to have what has
become alarge second banking system operate outside the purview of
the monetary authorities. If the system continues to grow at the
expense of other lenders and if monetary authorities continueto give
high priority to fighting inflation, these issues could become more
visible and sensitive in the 1980s.

Secondary Markets for FmHA Paper

Only a small portion of loans are made directly by FmHA.. Funds
for direct loans come from the U.S. Treasury via FmHA budget
appropriations. The mgjority of FmHA loans are insured loans.
FmHA uses revolving funds for the accumulation and distribution of
insured loan funds, financing them primarily through payments of
outstanding FmHA loans, congressional appropriations, and the sale
of certificates of beneficial ownership (CBO’s).

FmHA initiated its guaranteed loan program in 1973 to alow
private lenders to make loans to less credit worthy borrowers. These
private lenders make and service the loans, with FmHA guaranteeing
up to 90% of the loan amount. Guaranteed loans accounted for 10 per
cent of the total loans and 2 per cent of the farmer program loans
obligated in 1979, with the majority made under the business and
industry program.

The guaranteed loan program can be attractive to banks and other
private lenders. The lenders can resell the guaranteed portion of the
loan, often at a discount. Thus, returns can be quite high on the
portion retained. The private lender must also service the loan. If the
accounts of guaranteed loans handled by a bank are sufficient (cur-
rently $1 million or more)‘the paper can be sold through Fannie Mae.
Again, this can be very attractive for banks, but only if the value of
guaranteed paper for resale is great enough.

The relative emphasis is that FmHA should give to guaranteed
loans compared to insured or direct loans is an important issue. If
there is an interest rate subsidy intended, there is little incentive to
FmHA to move toward more guaranteed loans. FmMHA can always
borrow more cheaply from the Treasury than most lenders going
rates. To move to more guaranteed loans would mean eliminating the
direct subsidies on loans, but there would still beindirect subsidies in
the form of the risk shifted from private lenders to the public. This
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usually means that the borrower gets the money at something less
than the true cost represented by the risks involved. If thisis not the
case, it is questionable whether the loan should have been made
through FmHA in the first place.

A Look to the Future

Most analysts seem to agree that while credit needs and demands
will belarge in the 1980s, the funds markets and private lenders will
be able to serve commercial agriculture well. Moreover, the pros-
pects for a robust, growth-oriented farm sector suggest that farmers
will be able to borrow, use, and repay those funds without undue
difficulty. The key to this scenario, of course, is that inflation be
brought under control. Thisis not to say that farmers will always be
happy. There will be periods of very high interest rates, and farmers
(and perhaps their bankers) will be back in Washington seeking
relief. There will also be the adjustment problem for small banks and
guestions about the appropriate policies of Farm Credit System
banks.

But perhaps the more fundamental farm credit issues of the next
several years will be those dealing with the role of public lenders to
agriculture and what to do about minimizing undesirable side effects
of credit policies, especially the structural and resource-misuse im-
pacts of subsidized credit. If the concerns are taken seriously, one
could envision proposals for such actions as scaling back FmHA
programs and targeting them more precisely on those potentially
viable small, beginning, and minority farms that genuinely need
help, shifting some of the risk-sharing function from emergency
loans to sound insurance schemes, and taking a variety of steps to
minimize land priceincreases. Stepsconsistent with thislatter objec-
tive could include reducing subsidized credit generally, eliminating
subsidized credit to larger-than-efficient farms, apply more credible
" credit-elsewhere tests,"" and shifting more to guaranteed loans with
no interest rate subsidy.

Will any of these things happen? At this point, the crystal ball isnot
very clear.
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Commentary

Dale Stansbury

John Lee's paper makes many valid points and raises severd
unresolved issues that | want to consider briefly. In order to put the
discussion in perspective, thefirst issuethat | will consider isJohn's
statement, " There is not a specific, articulated national policy on
farm credit.”’

It is true that we do not have a document entitled, "* National
Agricultural Credit Policy,”" but we do have a national food and
agricultural policy which contains a well developed credit compo-
nent. Our policy in the simplest terms is to ensure adequate food and
fiber at reasonable prices while ensuring that farmers have fair re-
turns. In order to achieve these ends, we have along-standing policy
that farmers need access to adequate credit at reasonable terms.

Our policy views credit asatool, with the objective being agricul-
tural production. The policy generally takes a neutral attitude toward
who makestheloans, and for this reason does not directly addressthe
more narrow focus of this Symposium — Future Sourcesof Loanable
Funds for Agricultural Banks. However, our nationa agricultural
credit policy does affect loan fund availability, and some programs
have uneven effects on various lenders. So, as | discuss the paper, |
will try to relate the general policy to the bank funds question.

Historic Development

In response to economic distress in agriculture, uncertainty of
credit supply, and inadequate termsfor the credit that was available,
al three national parties— Democratic, Republican, and Bull Moose
— included an agricultural credit plank in their 1912 party platforms.
Thiswastrandated into legidation with the passage of the Farm Loan
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Act in 1916. In addition, the Federa Reserve Act included some
special provisions for agricultura lending.

The Farm Loan Act is the predecessor of the Farm Credit System.
However, there was no provision for delivery of production credit in
theoriginal Act. Banks and other existing institutions were expected
to carry out the credit delivery and to use the Federal Intermediate
Credit Banks for discounting. However, the agricultural depression
of the'20s was so severethat the credit problems of farmersworsened
and bankers never picked up their discounting option.

In 1933, the Consolidated Farm Credit System was established,
and new authority was provided for Production Credit Associations.
While this action did not exclude banks from the FICB discount
window, it did result in 50 years of animosity between banks and
PCA’s.

Two other actions started with the New Deal are of importance to
agricultural credit. First, there was the Resettlement Administration,
which would ultimately evolve into the Farmers Home Administra
tion. The early object wasto resettle poor people from cities on farms
and; with passage of the Bankhead Jones Farm Tenant Act in 1935, it
broadened its effort to provide farm-ownership opportunities, espe-
cialy for farm tenants. The other action is probably of greater
consequence for agriculture credit — enactment of the Agricultura
Adjustment Act. The subsequent stability of agricultural prices and
income has been very important to the growth and devel opment of our
agricultural credit system.

However, the credit programs and underlying farm policy initia-
tives languished until the economy turned around with the advent of
World War 11. In fact, takeoff by the Farm Credit System didn't occur
until the late *60s, and FmHA has only recently shown a sharp
increase in lending.

One brief aside. | don't believe that agricultural credit is the
principal determinate of the technological transformation of agricul-
ture. Credit is an important lubricant in that it eases and facilitates,
but it is not a causual factor in itself. The expansion of demand,
economic recovery, and improved and stabilized agricultural in-
comes, starting with the war effort, caused the technological change.
These same factors also stimulated the growth and development of
agricultural credit in this country.
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Current Situation

The keynote paper by Peter Barry has very capably described the
current situation, so 1 want to look at only two points — off-farm
income and shifts among lenders.

| have some problems with John Lee's discussion of off-farm
income. The breakout of farms with sales of $2,500 or lessisin my
mind an extraneous matter to commercial credit for agriculture. Any
agricultural credit policy discussion can concentrate on farms with
$40,000 or more. Therearefinancial service needs by rural residents,
-but in most cases these are not agricultural credit needs. In many
cases, we are dealing with social problems whose inclusion in credit
discussions is adisservice to both issues. Second, John's discussion
of off-farm income to service agricultural debt would seem to be an
internal subsidy that could result in misallocation of resources just as
John says a public subsidy does. | believe off-farm income is a
legitimate consideration for loan officers in making loans, but not for
overal! agricultural credit policy.

The recent shifts in market share of agricultural credit show the
Farm Credit System becoming more dominant, banks barely holding
their own or slipping, and government lending for production credit
growing sharply. The reasons are fairly obvious. The Farm Credit
System hasfund access and isasingle-purpose lender — agriculture. 1
don't see them having any price advantage sincefarm credit interest
rates are often higher than those of other lenders. Their advantages lie
in access to funds and singleness of purpose.

The bank problem islack of funds and, perhaps more importantly,
expanding opportunity for fund use. The improvement in the money
market makes it easier for funds to flow away from rural banks than
for rural banks to attract funds. Also, rural bankers are not a
homogeneous group all of whom are dedicated to lending to agricul-
ture. Most are good businessmen who find it morelogical toinvest in
secure T-bills at 18 per cent than to deal with uncertain farm loans at
15 per cent.

The surge in FmHA lending for production is troublesome and
raises questions about our system. However, if you look more
closely, this surge is for emergency credits of one type or another
going back to the Emergency Livestock Credit Act of 1974. During
thedrafting of that Act it was sometimes facetiously referred to asthe
Bankers' Relief Act. 1would suggest that this Act and the subsequent
Economic Emergency Credit Act have relieved agricultural lenders
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—banks as well asthe Farm Credit System—of many problem loans.
The more important question is what the Federal program is being
used for rather than itssize. However, let mealso say that the viability
of support institutions is critical to our agricultural well-being. I'm
asking, how much help should there be?

John raised severa interesting side issues about agricultural credit
including misallocation of resources, overuse of capital in agricul-
tural, over-production, land inflation, and the fact that credit abets
concentration. Dozens of books and conferences have been devoted
to these issues. There is no way to fully discuss these issues here.
However, permit me to state that the market, our tax policies and
stabilization programs, plusthefact that the rich have an advantage in
a market economy are more important in these developments than
credit policy.

| began by suggesting that our principal policy is to ensure that
agriculture has adequate credit. | personally believe that agriculture
will be able to attract the credit it needs and, further, will be able to
pay the going rate. The question istherole of banking in thefuture of
agricultural credit. In al likelihood the Farm Credit System will
become more dominant. Fewer banks will be able to provide
adequate credit to meet farmers' needs because of their size, fund
limits, and competing demands for loans.

Correspondent banking relationships can't fill the gap. These ar-
rangements are too inefficient and individualized to serve the de-
mand. However, | do think that banks need and must have better
access to the FICB discounting. Again, the national objective is
service to agriculture, not institutional glorification. Both sides must
recognize that they can be complements rather than pure competitors.
Further, those farm credit loans usually end up as bank deposits— as
loanable fundsfor banks. 1 want to point out that nonagricultural rural
America has a more serious credit deficit than does agriculture. It is
imperative that rural banks service this need, because there is no
alternative.

The questions about Federal subsidies and Federal 1oan programs
will resolve themselves. The problem of the budget deficit is in-
creasing accountability for all spending programs. We are already
seeing this in the case of tightened standards for the Economic
Emergency Program, failure to achieve highly subsidized rates for
CCC storage loans, and areduced rolefor SBA in agriculture. Given
time, even government can be logical, and I'm sure that our agricul-
tural credit system will evolve to serve nationa needs.



6
The Federal Reserve Seasonal Borrowing
Privilege

Emanue Melichar

In 1973, the Federal Reserve Board decided that banks could
appropriately use thediscount window to replace some of their larger
seasonal outflows of funds, provided they lacked reasonably reliable
access to national money markets that could otherwise be employed
for this purpose. An extensivereappraisal of the discount mechanism
conducted earlier by a committee of Board members and Reserve
Bank presidents had indicated that banks with deposits under $100
million usualy lacked such access, and that many somewhat larger
banks, with deposits up to about $500 million, also lacked reliable
access during periods of monetary restraint.

This imperfection in financial markets obviously placed the na-
tion's smaller banks at a disadvantage in raising nonlocal funds to
meet development credit demands as well as the shorter seasonal
outflows; however, the committee concluded that long-term credit
should not be to banks supplied through the discount window. But it
did recommend that a seasonal borrowing privilege be established to
provide smaller banks with a reliable source of funds to meet regu-
larly recurring short-term outflows of funds.

As implemented on April 19, 1973, Federa Reserve guidelines
defined a seasonal outflow of funds as a predictable annual |oss of
funds resulting from acombination of changesin deposits and loans.
To qualify abank for seasonal borrowing, the outflow would have to
exceed aspecified percentage of the bank's annual-average deposits,
set a 5 per cent, for a specified minimum time, set at eight weeks.

The analyses and conclusions are those of the author and do not necessanly
represent those of the Board of Governors or of other members of 1ts staff.
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The qualifying bank could borrow funds equal to the amount by
which the outflow exceeded the threshold level. To prevent banks
from borrowing simply to relend the fundsin money markets, banks
wereoriginally prohibited from borrowing while also selling Federal
funds.

Seasonal borrowing was used to a considerable extent in 1973 and
1974, but then declined to rather nominal levelsin the next two years.
While the reduction in borrowing resulted at least in part from easier
monetary conditions, other factors thought to be involved included
reduced seasonality of fund flows, uncertain eligibility of the larger
small banks, and the prohibition on selling Federal funds. These
considerations led the Board torevise the guidelinesin August 1976.

The size of seasonal outflows at banks was found to have fallen
sharply, and so the qualifying threshold was lowered for most banks.
All banks with deposits under $500 million were made eligible, but
higher qualifying thresholds were set for the larger of these banks.
The new —and still current — thresholds were set at 4 per cent-of the
first $100 million of deposits at a bank, 7 per cent of the next $100
million, and 10 per cent of deposits over $200 million. The minimum
duration of aqualifying outflow was reduced to four weeks. Finally,
studies indicated that most small banks had become year-round
sellersof Federal funds even astheir overall liquidity had declined, as
they had over timeshifted to keeping moreof their secondary reserves
in this highly convenient and liquid form, rather than in U.S. Trea-
sury bills. Given thisoperating practice, the Board decided to permit
banksto continuetheir normal salesof Federal funds whileborrowing
under the seasonal privilege.

The amount of seasonal borrowing for which a bank qualifies is
calculated from datafor several recent years. First, the bank's typical
pattern of deposits and outstanding loans over the course of a year is
determined. Next, ameasure called net fund availability is calculated
by subtracting loans from deposits, usually on a monthly-average
basis. After the month of peak fund availability isidentified, the level
of seasonal outflow in each of the other monthsis simply the amount
by which net fund availability in those months has fallen from its
annual peak. A bank qualifiesfor seasonal borrowing in the monthsin
which, and in the amounts by which, seasonal outflow exceeds the
thresholds specified in the guidelines.
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Potential Seasonal Borrowing, 1973-1979

For each member bank, several yearsof past loan and deposit data
have each year been used to estimate potential qualification for and
amount of seasonal borrowing. Technically, the weekly loan and
daily deposit data reported by each bank were converted into monthly
averages, and then the Census Bureau's X-11 seasonal adjustment
program was used to quantify the seasonal variation in that bank's net
fund availability.

Table | indicates that under the original guidelines, 34 per cent of
member banks potentially qualified for seasonal borrowing in 1973.
Within three years, however, the relative size of seasonal outflows
had fallen so much that only 25 per cent qualified. The 1976 changes
in guidelines about doubled the number of qualifying banks, with
changes in the threshold and in the minimum duration of outflow
contributing about equally to the increase. But further reductions in
therelative size of outflows hasagain reduced the number of potential
qualifiers.

Asalso shownin Table 1, banks involved in financing agriculture
were much more likely to qualify for seasonal borrowing. Potentially
qualifying banks thus accounted for a much greater proportion of
farm loans than of loans in general —in 1979, for 27 per cent of farm
loans compared with 11 per cent of al loans. However, decreasing
seasonality has also been eroding the farm loan coverage, and only
the 1976 change in guidelines made it possible for the relative
coverage of 1979 to equal that originaly found in 1973.

Other factors besides the relative degree of involvement in farm
lending affect the incidence and relative size of seasonal fund out-
flows at banks. Two additional factorsare bank size and location. For
instance, smaller banks tend to serve aless diversified market area
and are therefore more likely to experience a seasonal divergencein
their flows of deposits and loans. Some regions have a more seasonal
type of agriculture or more seasonal businesses, such as resorts.
These three factors— farm loan ratio, size of bank, and region—are
obvioudly interrelated. Multiple regression analysis was therefore
used to help sort out and quantify their separate net influences on the
probability that an eligible bank would have seasonal outflows large
enough to qualify for seasona borrowing in 1979. Results are shown
in Chart 1.

Regional differences proved to be by far the most important of



TABLE 1
Potential Qualification for Seasonal Borrowing

Original Current
guidelines guidelines
1973 1976 1976 1979
Potentially qualifying banks:

Number .................... 1931 1,478 2,729 2310
Nonagricultural ......... 1,030 875 1,763 1,681
Moderately agricultural .. 432 302 516 383
Heavily agricultural ... .. 469 301 450 246

As a percentage of —

All member banks ......... 34 25 47 4]
Nonagricultural .......... 25 20 41 39
Moderately agricultural .. 44 32 54 47
Heavily agricultural .. ... 68 50 74 54

Percentage of member bank loans at
potentially qualifying banks:
Total loans ................ 8 6 13 Il
Famloans ................ 27 19 36 27

Note: Banksareclassified by their ratio of total farm loanstototal loans, asfollows:

Under 25 percent ...... Nonagricultural
25to49 percent .. ..... Moderately agricultural
50 percent and over . ... Heavily agricultural

these three factors, with eligible banks in the Northeast, Upper
Midwest, and Far West being much more likely to qualify for sea-
sonal borrowing than banks in other areas. Size of bank was also
somewhat more important than farm loan ratio, as greater diversifi-
cation and the graduated qualifying threshold combined to make it
rather unlikely that the larger banks would qualify.

In a similar analysis performed in 1973, involvement in farm
lending was more importantly associated with incidence of seasonal
outflows. The new result confirms that seasonality at agricultural
banks has declined significantly.

The amount of potential seasonal borrowing at each bank was
estimated on a monthly basis. For each year, two summary measures
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CHART 1

Estimated Net Influences on the Percentage of Banks Qualifying for
Seasonal Borrowing, 1979

National average = 43 percent
Percentage points subtracted or added by—

Percentage points
20 -0+ 20

Size of bank (deposits, millions of Under 5
dollars): 5to9
10w 14

15to0 24

25t0 49

50to 99

100to 249

250 to 499

Farm loan ratio (total farm loansas No farm loans
a percentage of total loans at 1to4
bank): 5to 24

25t049
50 and over

Region (Federal Reserve District}: Boston
Minneapolis
New York
Cleveland
San Francisco
Richmond
Atlanta
Dallas

Kansas City
Chicago

St. Louis
Philadelphia

Percentage points
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shown in Table 2 were then calculated. The first of these, annual-
average borrowing, is indicative of relative importance in overall
banking operations. However, because many seasonal outflows are
relatively large but short in duration, annual-average borrowing does
not fully reflect the value of seasonal borrowing. A second summary
measure, peak-month borrowing, is better at showing this aspect of
borrowing. It is the sum of the amounts borrowed during the peak
month of borrowing at each bank, regardlessof the calendar month in
which that peak occurred.

As shown in Table 2, total potential seasonal borrowing has re-
mained at around $600 million on an annual-average basis, give or
take $100 million, since 1973. The 1976 change in guidelines, which
nearly doubled the number of qualifying banks, had a smaller effect
on the amount of potential borrowing. The bulk of the increase in
amount resulted from reducing the qualification threshold and adding
some larger banks. The accommodation of very short qualifying
outflows — four to seven weeks in duration — added very little to
annual-average potential borrowing.

While potential borrowing was as large in 1979 as it had been in
1973, the 1979 figure has much lessrelativeimportance in view of the
inflation and economic growth of the intervening years.

Because several interrelated factors affect the relative importance
to different borrowing banks, multiple regression was again used to
estimate the net influence of each factor, with results displayed in
Chart 2. Deposit size was the most important of the three factors
analyzed, with very small qualifying banks tending to have much
more severe fund outflows. Qualifying banks heavily involved in
farm lending also usually have to cope with large outflows.

Inline with thisresult, Table 2 showsthat it isat agricultural banks
that seasonal borrowing can have its most noticeable relative impact
on the supply of loanable funds, especially during the monthsof peak
outflow. Its overall potential importance among nonagricultural
banks is miniscule. However, a considerably different picture
emerges when one looks at qualifying banks only. Seasonal borrow-
ing can provide significant amounts of funds to both nonagricultural
and agricultural qualifying banks, although heavily agricultural
banks tend to qualify for larger relative amounts.



TABLE 2
Potential Seasonal Borrowing

Origtnal Current
guidelines guidelines
1973 1976 1976 1979
Potential seasonal borrowing
(millions of dollars):

Annual average ............. 597 506 736 587
Nonagricultural ......... 440 400 594 477
Moderately agricultural .. 80 55 77 64
Heavily agricultural .. ... 77 - 5l 65 45

Peak month .............. .. 1,732 1,589 2;389 2,066
Nonagricultural ......... 1,319 1,278 1,976 1.740
Moderately agricultural .. 214 172 235 202
Heavily agricultural ...... 199 138 178 124

Average duration (months) ...... 5 5 4 4
Annual-average borrowing as a
percentage of loans at—

All member banks .......... 2 1 2 N
Nonagricultural . ....... .. 2 . 2 N
Moderately agricultural .. 1.2 .6 9 5
Heavily agricultural .. .. .. 2.7 1.4 1.8 1.1

Potentially qualifying banks . .. 2.6 2.0 1.4 1.1
Nonagricultural .......... 2.3 1.9 1.2 1.0
Moderately agricultural ... 3.5 2.3 1.9 1.3
Heavily agricultural ... .. 4.7 3.7 2.7 2.2

Peak-month borrowing as a
percentage of loans at—

All member banks .......... .6 4 .6 4
Nonagricultural .. ....... .5 3 .6 4
Moderately agricultural - .. 3.2 1.9 2.7 1.6
Heavily agricultural ... .. 7.1 3.9 5.1 3.0

Potentially qualifying banks ... 7.6 6.4 4.6 3.7
Nonagricultural ......... 7.0 6.1 4.2 3.6
Moderately agricultural .. 9.4 7.3 5.7 4.2

Heavily agricultural ... .. 12.0 10.0 7.5 6.0
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CHART 2

Estimated Net Influenceson Relative Amount of Potential Seasonal
Borrowing, 1979
(Potential seasonal borrowing/Total loans)

National average = 1 6 percent
Percentage points subtracted or added by—

Percentage points
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Seasonal Borrowingin 1979

Analysis of actual seasonal borrowing is greatly enhanced by the
ability to compare it with potential borrowing, which provides a
measure of the relative degree to which the privilege is being utilized
by different categories of banks.

Table 3 indicates that 482 banks borrowed under the seasonal
privilegein 1979, about afifth of the potential number. These banks,
however, held farm loansequal to 40 per cent of thefarm loan total at
potentially qualifying banks.

Seasonal borrowing in 1979 totaled $144 million on an annual-
average basis, equal to 25 per cent of the estimated potential. The
peak-month total, however, represented a substantially higher pro-
portion of the potential — 38 per cent. At the banks which borrowed,
the funds obtained equalled about 1 per cent of |oansoutstanding on
annual-average basis, about the same as the percentage estimated for
potentially qualifying banks. But in the peak borrowing months, the
seasonal funds equalled over 5 per cent of loan volume, half again as
much as had been estimated for all potential qualifiers. Thus, actual
borrowing tended to have asharper peak and shorter duration than the
estimated potential borrowing.

Regression analysis, with results shown in Chart 3, was used to
estimate the net influence of several correlated factors affecting
whether or not a qualifying bank actually borrowed in 1979. The
larger banks, agricultural banks, less liquid banks, and banks qual-
ifying for relatively greater borrowing were more likely to have
borrowed. A recent article suggested that banks owned by holding
companies were using the privilege in disproportionately large num-
bers; however, as shown in Chart 3, this factor exhibited no signifi-
cant influence when considered simultaneously with the other fac-
tors. (A similar analysislimited to banksin the Minneapolis District,
where it appeared that members of holding companies borrowed in
relatively greater numbers in 1978, also showed no net influence for
holding company membership in 1979.)

By far the most important factor associated with the incidence of
borrowing by potentially qualifying banks, however, was the Federal
Reserve District in which the bankswere located. Qualifying banksin
the Boston, Philadel phia, and Kansas City Districts were much more
likely to have borrowed, whereas thosein the Cleveland and Chicago
Districts were far less likely to have done so. (Actual and potential
numbers of borrowing banks and amounts borrowed by Federal
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TABLE 3
Incidence of Seasonal Borrowing, Actual and Potential, 1979
Actual as
Actual Potential  per cent d
_potential
Borrowing banks:

Number ........ ........... 482 2,310 21
Nonagncultural .. ........ 282 1,681 17
Moderately agricultural ... 112 383 29
Heavily agricultural ... ... 88 246 36

As a percentage of —

All member banks ......... 9 41 21
Nonagricultural .. ........ 7 39 17
Moderately agricultural . .. 14 47 29
Heavily agricultural . ... .. 19 54 36

Percentage of member bank loans at
borrowing banks:
Total loans ................. 3 11 25
Famloans ................. 11 27 40

Reserve Digtrict are shown in Appendix Table 1.)

Part of this regional variation stems from administrative differ-
ences among Federal Reserve Banks. At some Reserve Banks, the
possibility of qualification for seasonal borrowing is explored for
most banks expressing interest in using the discount window, and
credits are extended under the seasonal privilege whenever appropri-
ate. But the Chicago Bank has traditionaly provided adjustment
credit for longer periods— up to nine months—than the other Banks,
and it has not shifted much of such borrowing to the seasonal label for
which a significant proportion of it would probably qualify. This
practice creates analytical problems as seasonal borrowing is thus
probably understated, but it may be of little real consequence in that
seasonal discount credit has probably been available in that District
even if not so recorded. In the Cleveland District, however, it appears
that discount credit was in fact less readily available than in the other
regions.

Agricultural banks were well represented among seasonal borrow-
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Estimated Net Influenceson the Percentageof Potentially Qualifying
Banks That Actually Borrowed, 1979

National average = 15 percent

Percentage points subtracted or added by—
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ersin 1979, with 200 agricultural banks among the 482 borrowing
banks— 41 per cent of the total. Because these banks tended to be
smaller than the nonagricultural banks, however, they accounted for
asmaller share—29 per cent—of total seasonal borrowing. But Table
4 indicates that, in terms of both numbers borrowing and amount
borrowed, agricultural banks realized much more of their estimated
potential than did nonagricultural banks.

It is further evident that, especially at peak borrowing periods,
seasonal borrowing hasbeen large enough to have some impact on the
agricultural economy. On a peak-month basis, actual borrowing
reached about three-fifths of the estimated potential at agricultural
banks. Among borrowing banks alone, borrowings were also some-
what more important at the heavily agricultural banks, even though
these banks apparently used lessof their borrowing potential than did
the nonagricultural banks.

Variationsin Seasonal Borrowing, 1973-1980

The volume of seasona borrowing has varied greatly from year to
year, as shown in the upper panel of Chart 4. Total potential borrow-
ing shows no corresponding annua fluctuations. Rather, as noted
earlier, it tended to decline gradually except for an upward adjust-
ment in 1976 when the borrowing guidelines were revised. There-
fore, qualifying banks for some reason or reasons made more use of
their seasonal borrowing potential in some years than in others—in
response, perhaps, to changes in the profitability of making loans
from funds obtained at the discount rate, or to changes in bank
liquidity positions, or to changes in thecost of discount credit relative
to that of alternative sources of short-term funds. These possible
explanations will be considered in turn.

In the lower panel of Chart 4, a typical farm loan rate series,
obtained from a long-standing quarterly survey of several hundred
agricultural banks in the Midwest, is compared with the basic dis-
count rate charged on seasonal borrowing. Over the 1973-1979
period, the profit margin available to banks borrowing at the discount
rate and lending these funds at the farm loan rate was relatively wide
except during two periods of severe monetary restraint, 1973-74, and
from late 1978 through 1979, when it narrowed considerably. There
was much more seasonal borrowing during these periods of narrow
margins. If anything, therefore, profitability considerations may only



The Federal Reserve Seasonal Borrowing Privilege 123

have kept seasonal borrowing from being even greater during periods
of monetary restraint.

Changes in the liquidity of qualifying banks might also logically
lead to annual variations in the amount of seasonal borrowing. Prior
to introduction of the seasonal privilege, for instance, banks had to
provide for seasona outflows in other ways, primarily by storing
fundsfrom seasonal inflows in theform of liquid securities that could
be sold to meet the subsequent outflows. Many of them might not
seriously consider changing from this operating method to reliance on
seasona borrowing until faced with a cyclical or secular reduction in
liquidity. Or, if abank already using seasonal borrowing experienced
acyclica increase in liquidity, it would find itself at least temporarily
able to handle more or all of its seasona outflows from its own
resources. Later, a cyclical or secular reduction in liquidity might
reduce or exhaust this internal capacity, and the bank would resume
use of seasonal borrowing. Thus, substantial cyclical variationsin the
amount of seasona borrowing could reasonably be expected.

In Chart 4, the seasonal borrowing record is also compared with a
broad indicator of changesin liquidity —the overall loan-to-deposit
ratio—at two groups of banks, agricultural and small nonagricultural
(assets under $500 million). In general, the borrowing record is
consistent with the scenario outlined above.

Rapid adoption of seasonal borrowing in 1973 coincided with a
cyclical reduction in liquidity, especialy at nonagricultural banks.
Improved liquidity in 1975, again primarily at nonagricultural banks,
is consistent with much reduced seasonal borrowing in that year. In
general, this experience was repeated during the next liquidity cycle,
1977-80. Asthat cycle ended with a sharp, contraseasonal improve-
ment in liquidity during the second quarter of 1980, seasona bor-
rowing again fell to a nominal level.

However, changesin theliquidity of small banksalone do not fully
explain the seasonal borrowing record. Seasonal borrowing remained
relatively low in 1976- 1977 while the average |oan-to-deposit ratio at
agricultural banks was rising sharply from the plateau of around 55
per cent that it had maintained since 1968. Apparently small banks
had access to other sources of seasonal funds during 1975-77, a
period of general monetary ease. Implicitly, therefore, the relative
liquidity position of larger correspondent banks also affects seasonal
borrowing. When, as in 1975-77, funds are readily available from
correspondents, seasonal borrowing has been relatively low — even



TABLE 4
Seasonal Borrowing. Actual and Potential. 1979

Actual as
Actual Potential per- cenr of
potential

Seasonal borrowing (millions of

dollars):

Annual average ............. 144 587 25
Nonagricultural .......... 102 477 21
Moderately agricultural . .. 26 64 41
Heavily agricultural ...... 16 45 34

Peak month ................. 786 2.066 38
Nonagricultural .......... 588 1,740 34
Moderately agricultural ... 121 202 60
Heavily agricultural ...... 7 124 63

Average duration (months) ... .. 2.67 4.45 60

Annual-average borrowing as a

percentage of loans at—

All member banks ............. .03 A2 25
Nonagricultural .......... .02 .09 21
Moderately agricultura ... .21 .51 41
Heavily agricultural ...... .37 1.08 34

Borrowing banks ............ 1.02 1.06 96
Nonagricultural .......... .95 .98 97
Moderately agricultural . .. 1.13 1.33 85
Heavily agricultural ...... 1.43 2.20 65

Peak-month borrowing as a

percentage of loans at—

All member banks ........... 16 41 38
Nonagricultural . ......... .12 .36 34
Moderately agricultural . . . .96 1.62 60
Heavily agricuitural ...... 1.85 2.95 63

Borrowing banks . ...... .. .. 5.58 3.72 150
Nonagricultural .......... 5.49 3.57 154
Moderately agricultural ... 5.24 4.24 123

Heavily agricultural ...... 7.14 6.04 118
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when, as in late 1977, money-market rates rose above the discount
rate.

There has, nevertheless, been a close relationship between the
timing of changes in seasonal borrowing and the position of the
discount rate relative to short-term money market rates such as the
Federa funds rate, as Chart 4 also indicates. Whenever the Federa
funds rate moved below the discount rate, seasonal borrowing
promptly fell to nominal levels. As soon as the rate relationship was
reversed, seasonal borrowing was resumed.

A recent article has argued that these data indicate that qualifying
banks do have access to the Federal funds market, and switch back
and forth between this source and seasonal borrowing to obtain funds
at the cheaper rate. The chart indicates, however, that banks using
seasona borrowing have not had to test their ability to purchase
Federal fundsduring aperiod of severe monetary restraint. Such atest
would be provided if, during monetary restraint, the discount rate
were kept somewhat above the Federal funds rate. A significant
amount of seasonal borrowing during such a period would indicate
that access to other funds is materially reduced when correspondents
areilliquid, and that the rationale underlying the seasonal privilege
remainsvalid. On theother hand, low seasonal borrowing would tend
to indicate that small-bank access to money market funds had im-
proved to the point that the underlying rationale had become obsol ete.
Events have not provided such a test since the privilege was intro-
duced.

Meanwhile, there is other evidence that small banks, which must
obtain access to the Federal funds market through correspondents, do
not have reliable access to this market. In applying for discount
credit, a number of small banks during the past year stated that they
were doing so because their correspondent had stopped selling them
Federal funds. Moregenerally, in many regions correspondents have
been willing to sell Federal funds to small banks for only about two
consecutive weeks. After that, they reportedly want to make any
further loans at the prime rate rather than at the Federal funds rate.

Nevertheless, the proportion of agricultural banks that were net
buyersof Federal fundson quarterly call report dates rose from under
10 per cent in early 1976 to 20 per cent at the September 1979 cyclical
peak in loan-deposit ratios at these banks nationally. Thistrend could
receive additional momentum from a recent development that has
increased the cyclicality of farm loan interest rates and thus appears
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likely to increase the ability and desire of agricultural banksto utilize
money-market sources of funds, as well as seasona borrowing,
during periods of monetary restraint.

As illustrated by Chart 4, farm loan rates moved up sharply as
money-market rates rose in late 1979 and early 1980, whereas they
had not previously responded in that fashion. This behavioral change
occurred because the cost of local deposits now rises and falls with
rates on U.S. Treasury bills, since bank customers have shifted a
large proportion of their deposits into the six-month money market
certificatesfirst introduced in 1978. By June 1980, such certificates
represented 22 per cent of total resources of agricultural banks na-
tionally.

Thus, inthe spring of 1980, anew relationship appearsin thelower
panel of Chart 4 — the farm loan rate is substantially above the
discount rate during a period of severe monetary restraint. This
situation seems likely to recur in any future periods of restraint in
which the discount rate is kept below money market rates. In past
periods of restraint, the narrow margin between the discount rate and.
farm loan rates may have helped to discourage seasonal borrowing by
agricultural banks. That constraint may be absent in future periods.

Similarly, during past periods of restraint thelarge negative margin
between money-market ratesand farm loan rates at agricultural banks
must have discouraged the use of money market funds for farm
lending by such banks. This factor was much less important during
the 1979-80 period of monetary restraint, and the new relationship is
likely to persist. Therefore, agricultural banks are also likely to be
more interested in acquiring reliable access to money market sources
of funds than they were before 1979.
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APPENDIX TABLE 1
Seasonal Borrowing. Actual and Potential. by Federal Reserve
District, 1979

Actual as
Federul Reserve District Actual Potential  per cent of
potential
Number of borrowing banks
[—Boston .................. 53 108 49
2—New York ... .......... 14 118 12
3—Philadelphia ........... ... 17 39 44
4—Cleveland ................ 6 245 2
5—Richmond ....... ........ 17 163 10
6—Atlanta .......... ....... 28 248 11
7—Chicago .. .... ......... 10 272 4
8—%. Louis ................ 36 109 33
9—Minneapolis ............ . 88 347 47
10—Kansas City .............. 150 317 47
I[1—Ddlas ................... 55 280 20
12—San Francisco ............. 8 64 13
Seasonal borrowing (annual average. millions of dollars)
[—Boston .................. 17 29 58
2—New York ............... 3 63 4
3—Philadelphia .............. 12 18 70
4—Cleveland ................ | 50 2
5—Richmond ....... ........ 7 33 20
6—Atlanta ........ ......... 17 114 15
7—Chicago ................. 3 35 8
8—%. Louts .......... ... . 8 14 59
9—Minneapolis . ............. 23 92 25
10—Kansas City .............. 32 47 69
[I—Ddlas ................... 18 76 24

12—San Francisco .......... .. 3 17 19




APPENDIX TABLE 2

W
Seasonal Borrowing, by Month and by Federal Reserve District, 1979 S
F. R Dgriat JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC
Number of borrowing banks
|—Boston .................... 17 25 34 36 34 27 23 6 8 9 10 8
2—New York ................. 5 5 7 5 3 1 — 2 2 2 2 2
3—Philadelphia ............... 7 10 10 13 14 14 12 5 3 — 1 2
4—Cleveland ................. 1 | — 2 3 3 3 3 2 2 — —
5—Richmond ................. 2 3 6 10 11 12 11 8 4 3 2 2
6—Atlanta ................... 7 1 1 — 4 8 10 17 18 19 14 8
7—Chicago ................... 2 2 3 5 6 7 7 S 5 2 4 4
8—St. Louis .................. 3 5 6 7 13 16 17 19 I3 12 6 2
9—Minneapolis ............... 5 6 11 21 36 43 55 60 52 39 25 12
10—KansasCity ............... 20 19 33 29 50 54 57 57 67 78 73 44
[1—Dallas .................... 21 11 12 15 25 25 18 20 14 20 16 10
12—San Francisco . ............. 3 4 3 2 4 4 2 | 1 ! — —
Borrowing banks as a percentage of all member banks

|—Boston . ................... 10 14 19 20 19 15 13 3 5 5 6 5
2—New York ................. 2 2 3 2 | * _ 1 1 1 1 1
3—Philadelphia ............... ;3 i‘r 4 Q 6 6 5 2 | — * 1
4—Clevdland ................. — 1 1 | 1 * * — —
5—Richmond .............. ... 1 l % 3 3 3 3 2 1 1 1 |
6—Atlanta ................... J( N N — 1 | 2 3 3 3 2 1
7—Chicago . .................. | 1 1 | 1 1 * * *
8—St. Louis .............. ... 1 | | 2 3 4 4 5 3 3 1 *
9—Minneapolis ............... 1 | 2 4 7 8 11 12 10 8 5 2
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6—Atlanta ....
7—Chicago . ...
8—S. Louis ...
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Il—Dadlas .....
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3 2 2 2 4 4 3
2 3 2 1 3 3 1
Seasonal borrowing (monthly average, millionsof dollars)
It 34 42 31 34 2 6
6 3 6 9 2 * _
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APPENDIX TABLE 3
Seasonal Borrowing, by Month and by Farm Loan Ratio of Bank, 1979

Farm loan ratio of bank JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC
Number of borrowing banks
Nonagricultural banks ............ 67 7 95 104 133 124 112 92 78 85 69 48
Moderately agricultural banks . .... Il 9 18 24 40 55 62 66 61 50 37 2
Heavily agricultural banks .... ... 15 6 13 17 30 35 40 44 50 52 47 25
€ Borrowing banks as a percentage of all member banks
Nonagricultural banks ............ 2 2 2 2 3 3 3 2 2 2 2 |
Moderately agricultural banks .. ... | 1 2 3 5 7 8 8 7 6 4 3
Heavily agricultural banks ........ 3 | 3 4 7 8 9 10 11 12 10 6
Seasonal borrowing (monthly average, millions of dollars)
Nonagricultural banks ............ 85 107 109 109 136 136 106 100 73 94 94 56
Moderately agricultural banks . .... 6 4 5 12 20 35 44 54 50 40 27 14
Heavily agricultural banks ........ [ 4 7 12 15 14 17 22 25 26 2 12
Annual-aver age borrowing as a percentage of loans at all member banks
Nonagricultural banks ............ .02 02 .02 .02 .03 .03 .02 .02 .02 .02 .02 .01
Moderately agricultural banks . .. .. .05 .02 .03 .09 .15 .28 .35 42 40 .32 .21 1

Heavily agricultural banks ........ .26 .08 A5 .28 .35 .33 .40 .52 .59 .61 .52 .28




Commentary

C. P. " Buck" Moore

The scenario presented by Emanuel Melichar has established a
rationale for the seasonal borrowing privilege and the administrative
guidelines that go along with the privilege. There has been a strong
view expressed in years past that the Fed should play a more promi-
nent role in providing loanable funds to agriculture. This applies
especially to those banks that lack ability to access the national
markets during times when we have also seen seasonal volatility in
bank deposits as well as seasonal swings in loan demand, and at a
time when correspondent banks did not prove to be a reliable source
of funds during periods of monetary restraint.

It seems to me, during the many years that | have been involved in
banking, that we have had a fragmented and undreliable system of
supplyingloanablefundsdepending almost solely on deposit growth.

At this symposium wearetalking primarily about loanable fundsto
agriculture. You will recall that Emanuel examined the factors that
influenced qualification for the borrowing privilege, including the
differences between agricultural and other banks. Some of the factors
affecting the amounts and patterns of borrowing are changes in
seasonality and guidelines, changes in bank liquidity, and changesin
relationships among the relevant interest rates, that is, the rates of
borrowing on alternative sources of funds and on loans being made.

A question israised as to why qualifying banks, for some reason,
use their seasonal borrowing privileges more in some years than in
others. | see three basic reasons:

1. Profitability of making loans from funds obtained at the dis-
count rate.
2. Changes in bank liquidity positions.
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3. Changes in the relationship between the discount rate and rates
on alternative short term funds.

In examination of our region, there would not seem to be a relation-
ship between seasonal borrowing and the discount rate. During
periods of monetary restraint, we have seen a higher discount rate, a
decrease in the money supply brought on by Fed action, and a
corresponding decrease in the liquidity of some banks, producing the
necessity to access the Fed or some other source of borrowed funds.

Banks have provided for seasonal outflows of funds by storing
*"seasonal inflows' in theform of liquid securitiesto be sold to meet
the subsequent outflow. We will probably see more liquidity held in
banks to meet future credit demands, unless a dependable source of
borrowed funds can befound to fund the loan demand when it comes.
| might add that during periods of high liquidity in banks, it has not
been their role to solicit additional loan business to use up that
liquidity, but rather to take care of their norma demand and build
back liquidity in anticipation of future heavy borrowing. This be-
havior has been caused by apprehension about the availability of
funds in the secondary market in the event of a credit squeeze.

Emil Melichar has discussed a some length situations in which
seasona borrowing appeared to be surprisingly small. There are
severa reasons for this. For example, | do not feel that seasonal
borrowing has been encouraged by the Fed to the degree suggested.

The country banks have become somewhat more sophisticated in
accessing the money markets through improved correspondent bank
relations. At the same time the larger banks, the regiona corre-
spondents, have developed more sophisticated ways of accessing
national and international markets and have become a more assured
secondary market for agricultural banks.

More recently, money market certificates have become an impor-
tant source of funding for rural banks, and we need to beaggressivein
our retention of these funds. However, it may seem at this time that
we are nearly out of the ballpark when we look at the relationship
between the cost of these funds and the pricing of our agricultural
loans. Nonetheless, we should look at the blend of money, average
our cost, and aggressively retain these fundsin our respective banks.

| do not believe we should rely agreat deal on Fed funds because of
the volatility of this market. But we will see more realistic swingsin
typical farm loan rates as well when we use variable-rate notes. That
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relates to change in the cost of funds—that is, local deposits of banks
—which rise and fall with national rates. To permit thisadjustment in
loan rates, there needs to be a concerted effort on the part of all
bankers to remove usury statutes. Itisequally important to encourage
wider use of asset and liability management, to know the costs of
money and where to price the product for the desired spread.

If agricultural banking isto serve rural America as it should, we
need reliable sources of fundsin the secondary market. Ag banking
should be aviable, competitive force, but there is a need for bankers
themselves to be more aggressive, to utilize the tools and the exper-
tise available to maintain the desired share of the market. The future
demand for agricultural production will rise to new levels of impor-
tance in coming decades in the United States and around the world.
While it is not probable, nor even possible, for the United States to
feed the world, it isincumbent upon this country and other wealthier
nations to try harder to upgrade the overall standard of living of the
developing nations. That certainly calls for increasing our agricul-
tural production.

Farm commodity demand will rise 1-3 per cent a year on the
average in this country; biggest gains will be made in overseas sales.
World population is growing every day, and living standards con-
tinue to increase in places like Japan, Eastern Europe, the Middle
East, and Russia, al of which will stimulate the demand for more and
better livestock products. Therein lies an opportunity for sale of our
feed grain in the export market and an improved opportunity for
American agriculture.

The number of farms will keep shrinking. However, most farms
will continue to befamily farms as opposed to the corporate structure
with outside ownership.

Financing agriculture haschanged immeasurably sincethe years of
the hip-pocket banker. As agricultural lenders, we anticipate in-
creased demands for money to finance this industry in the future,
including:

1. Larger operating loans due to inflation's effect on goods and
services.

2. Larger farms requiring larger credit lines.

3. Reduced margins in agriculture, aong with higher capital
costs, putting considerable pressure on cash flow in agriculture.
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All this has come about during a time when margins were being
depleted in banking by higher loan-to-deposit ratios, less liquidity,
and lower capital ratios. The result has been that lenders are more
selective when selecting customers and are working with those cus-
tomers who best manage their land, labor, and capital. There is
growing competition among the banks, PCA’s, and others for this
business. As bankers, we need to use all the available techniques to
put together sound loans and carry our borrowers through periods of
uncertain prices and prolonged drought. With good planning and a
source of funds, bank Ienderswill be adependable source of credit.

There are adequate dollars in the financial system to finance the
agricultural business, but all banks must carry their share of the load,
be aggressive, utilize the tools that are available through their corre-
spondent banks— and, when possible, pass loans to the secondary
market.

Agriculture has been amajor strengthin thiscountry, and it istruly
exciting to look to the '80s and beyond. We have the highest level of
expertise in the world in the production of food and fiber, and astrong
demand exists in foreign markets.

Banks will need to exert a major effort to keep their agricultural
business. A recent Department of Agriculture survey of commercial
banks confirmed that farm loans from banks are becoming less
available. And one of the reasons stated was that funds available for
lending were not sufficient tofill thedemand. Fully 20 per cent of the
responding banks said that they had denied loans or had granted
smaller loans than reguested because of a shortage of loanable funds
in 1978 and 1979. Asaresult, more and more farmers may be forced
to locate and secure loans from lenders they have not dealt with
before. But banksarestill in the ballgame. This same report, prepared
by the General Accounting Office for the Secretary of Agriculture,
shows that the Farm Credit System has atotal of $40 billion in loans,
both real estate and non-real estate, or 30 per cent of the market.
Commercial banks have $36.8 hillion, or 27 per cent of total loans;
however, in the non-real estate area, banks held 43 per cent of the
loans, with the Farm Credit System second with 24 per cent.

It was noted in this report that there were several advantages to
doing business with the PCA’s, including low interest rates;
availability of funds, farm lending specialists, and line-of-credit
financing; an understanding of farmers' needs; the fact that the
system isoperated by farmersfor farmers with one interest ratefor all
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borrowers; counseling for effective farm management; and record-
keeping services.

Advantages cited for doing business with banks include fast ser-
vice, convenience, full service, simple loan procedures, and fixed
interest rates. Bankers should be ableto add other advantages, such as
the fact that banks are a dependable source of credit, that they have
farm lending specialists, that they have package financing to fit the
farmer's needs, and that they offer record-keeping servicesand estate
planning. There must be many more.

Bankersin rural America have an opportunity to generate deposits
through money market CD’s, NOW accounts, savings, and others,
even though we will have much greater competition in the future.

It isimperative that we make customer calls, market our services,
and provide dependable service through bad times as well as good,
sell the full-service concept, and, above all, utilize participation
privileges for overlines with a source that is dependable. The Fed
should play a mgjor role in this, as a source of funds to commercial
banks through the seasonal borrowing privilege.

Another important consideration for banking isour competition in
the '80's. The Farm Credit Act Amendments of 1980 present a
serious challenge to the long-run viability of banking institutions to
serve agriculture. We'd better comeout of the chute with adeep seat,
along rein, and hang our spurs in pretty tough. What | meanis, if we
don't make asolid effort not only to retain, but to expand our business
in agriculture, we're **gonna get throwed.”” The Farm Credit
Amendments would allow our competition to offer some of the same
services that banksoffer, but without the same restraints. So we need
to get very much involved, and theway todo itisto useall of thetools
we have at our disposal, be aggressive, and provide the very best
service on a continual basis.

In conclusion, the seasonal borrowing privilege has been an at-
tempt to provide credit through the bankson aseasonal basis, at those
times when there is an outflow of deposits and an inflow of loans. In
my opinion, it hasworked fairly well, but it israther restrictive, andis
a last resort.

Bankers should be motivated to compete aggressively for agricul-
tural loans and have an assurance of fund availability, for there is a
continuing need for loans in agriculture. Whether during inflationary
times or during periods of monetary restraint, it makes no difference.
There is always a demand for production credit in agriculture.
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We need to maintain aduality in our credit system. It will be good
for the customer, and it will make for better management both in
banking and the PCA’s. The Farm Credit System has provided an
excellent source of credit, but it shouldn't haveit all itsown way. We
don't need a central agricultural bank. However, if a satisfactory
source of funding for the rural banks is not found, we may well wind
up with one system anyway.
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The Farm Credit System: Another Source
of Loanable Funds

Donald E. Wilkinson

Those of usinvolved in financing agriculture have come through a
decade of major changes in the agricultural sector that have chal-
‘lenged many of our traditional business systems. The useof farm debt
rose from $53.0 billion in 1970 to $157.3 billion in 1980. Costs of
agricultural inputs increased nearly threefold or 168.9 per cent. The
number of farmers had decreased from 4.5 millionjust 10 yearsago to
2.4 million in 1979. As aresult, we now have fewer, larger farms
providing for the needs of our own population plus a sizeable portion
of the world population. Periods of double-digit inflation, energy
costs that have quadrupled in the past six years, and market pricesfor
commoditiesthat fall below thecost of production arejust afew of the
elements that have caused the significant increase in demand for
agricultural credit.

At the same time, and in particular during the past year, agricul-
tural banking has gone through some changes. | am referring, of
course, to the Depository Institutions Deregulation and Monetary
Control Actof 1980—the omnibusbanking act. It will affect the ways
in which al banks and other financial institutions, such as thrift
ingtitutions and credit unions, operate — and, in particular, rural
banks. We expect it will have an effect on how the Farm Credit
System operates, too. | say this because the omnibus banking bill will
affect the entire financial community of which the Farm Credit
System is a part. In effect, we—all of us—are entering a new era.

Just asthe agricultural and commercial banking sector is changing
to meet changing credit demands, the Farm Credit System is adjust-
ing to the changing needs of its primary borrowers— the farmers,
ranchers, and aguatic producers of this country — through amend-
ments to the Farm Credit Act of 1971. The 1971 Act was an omnibus
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act which mandated the system's institutions to assure that necessary
credit could be obtained to improve the income and well-being of
American farmers and ranchers.

The 1980 amendmentsdeal with the growing needsfor agricultural
credit in the 1980s arising out of the changing environment. The
centerpiece of thislegislation is the authority to finance cooperative
exports. But my assignment in this paper isto examine how the Farm
Credit System may provide loanable funds to agricultural banks. As
all of your are aware, a portion of the Farm Credit Act Amendments
of 1980 deal s specifically with this subject. However, before | enter
into the discussion of other financial institutions and participation
agreements, | would like to set the stage with a brief review of the
Farm Credit System's history and how it is organized and funded.

The Cooperative Farm Credit System

The cooperative Farm Credit System operates under authority
contained in the Farm Credit Act of 1971, P.L. 92-181, asamended.
It is a system of federally chartered but privately owned banks and
associations organized as cooperatives, supervised and examined by
the Farm Credit Administration (FCA), an independent agency in the
executive branch of the U.S. government.

Although originally capitalized by the Federal government, thelast
of the government's investment was repaid with interest in 1969. The
Farm Credit System is now completely self-sustaining. Its banks and
associations have no government capital in them. Capital is obtained
through the purchase of stock by their borrowers. Farm Credit securi-
ties or other obligations are not guaranteed by the government. The
expenses of the Farm Credit Administration are paid through assess-
ments to the banks, comparableto the Comptroller of theCurrency's
arrangements with its federally chartered banks. It is the System's
borrowers and not the taxpayers who pay the expenses of the Farm
Credit Administration. The system isvery proud of this and feelsthat
it isagood example of government partnership with a segment of its
people— in this case, farmers— to obtain a needed service.

The triumvirate that forms the Farm Credit System today — the 12
Federal Land Banks (FLB’s) and the 492 Federal Land Bank Associ-
ations (FLBA’s), thel2 Federal Intermediate Credit Banksand the 424
Production Credit Associations (PCA’s), and the 13 Banks for
Cooperatives (BC’s)—are all borrower-owned cooperatives. These
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financial cooperatives differ from commercial banksin several ways.

First and foremost, they are owned by the people— or, as in the
caseof the Banksfor Cooperatives, by the cooperative organizations
— who borrow from them. Each member-borrower has a voice
through hisor her vote in how the cooperative isoperated. Secondly,
Farm Credit banks and associations are not depository institutions
and cannot offer afull range of services such aschecking or savings
accounts. Another unique characteristic is that Farm Credit institu-
tions are required by law to serve all agricultural areas during all
economic times and conditions. In other words, they have to serve
farmers, ranchers, producers and harvesters of aguatic products,
agricultural and aquatic cooperatives, rural homeowners, and certain
businesses which provide farmers and ranchers with services essen-
tial totheir on-farm operating needs, no matter what the general credit
or economic climate is. Futhermore, they cannot be selective. They
must serve all who are eligible and creditworthy.

Another characteristic of the Farm Credit entities that sets them
apart from commercial banks is that they operate under eligibility
restrictionsto ensuretheir status asagricultural lenders. For example,
they cannot make aloan to someone who wants to build a shopping
center or a housing development. They are committed to making
loans for agricultural production and other eligible purposes.

And finally, 1I'd like to emphasize that farmers are their primary
business. Even the cooperatives to which they make loans are not
business entitites in the traditional sense. Cooperatives exist only as
an extension of individual farmers operating as a group.

About five yearsago, the Farm Credit System becametheleader in
market share of total farm debt outstanding (seeTable 1). Beforethat,
commercial banks were the leading holders of outstandingfarm debt.
Asof January 1, 1980, the System held 30.9 per cent of thetotal farm
debt outstanding, compared to 25.2 per cent for commercial banks,
23.4 per cent for individuals and others, 9.9 per cent for the Farmers
Home Administration, 7.7 per cent for life insurance companies, and
2.9 per cent for the Commodity Credit Corporation.

The statistics show, however, that the Farm Credit System is the
leading holder of total outstanding farm debt because of the shift in
share of farm real estate debt. About five years ago, insurance
companies began to retreat from the farm mortgage lending market
(seeTable2). Commercial banks' shareof farm mortgagelending has
ramained relatively constant during that time. In outstanding non-real



TABLE 1
Outstanding Farm Debt, January 1, 1980'

(Amounts in Millions of Dollars)
Includes CCC Loans

Farm Credit Commerciul Life Ins. Individuals CCC Grand
System % Banks % Companies % FmHA % AndOthers % Total % Loans % Total %
1970 $11,384 215 $13875 262 $ 5734 10.8 $3,065 5.8 $16,293 30.7 $ 50,351 95.0 $2676 5.0 $53,027 100.0
1971 12,660 23.2 14,874 27.3 5,610 103 3,235 59 16,228 29.8 52,607 96.6 1876 3.4 54,483  100.0
1972 14,195 240 16,716 28.3 5,564 9.4 3,389 5.7 16,987 28.7 56,851 96.2 2262 38 59,113 100.0
1973 15908 243 19,107  29.2 5,643 86 3,616 55 19277 295 63,551 97.3 1,793 2.7 65344 100.0
1974 19,061 25.7 22,625 30.5 5,965 8.0 3,800 5.2 21,845 29.5 73,386 99.0 750 10 74,136 100.0
1975 23295 285 24,204  29.6 6,297 7.7 4,259 52 23,458 287 81,513 99.6 319 04 81832 100.0
1976 27,073 29.8 26,456 29.1 6,726 7.4 5,141 5.7 25,078 27.6 90,474 99.6 358 0.4 90,832 100.0
1977 31,056 30.3 30,064 29.3 7,400 7.2 5,565 5.4 27,566 269 101,651 99.0 1012 10 102,663 100.0
1978 35273  29.6 33489 281 8,819 7.4 7,123 6.0 30,079 252 114,783 96.2 4489 38 119272 100.0
1979 40,171 29.2 36,830 26.8 10,168 7.4 9901 7.2 35,187 256 132,257 96.2 5242 38 137,499 100.0
1980 48,631 30.9 39,657 25.2 12,165 7.7 5,538 9.9 36,857 23.4 152,848 97.1 4500 29 157,348 100.0

'50-state total.



TABLE 2
Farm Real Estate Debt Outstanding'
January 1, 1980
(Amountsin Millions of Dollars)

Federal Life Farmers Total Farm
Year Land Insurance Commercial Home Individuals Real Estate

Banks % Companies % Banks % Admin. % And Others % Debt %
1970 6, 671 229 5,734 19.6 3,545 12.1 2,280 7.8 $10,953 37.5 29,183  100.0
1971 7,145 23.5 5,610 18.5 3,772 12.4 2,440 8.0 11,378 37.5 30,345 100.0
1972 7,880 24.5 5,564 17.3 4,218 13.1 2,618 8.1 11,927 37.0 32,207 100.0
1973 9, 050 25.3 5,643 15.8 4,792 13.4 2,835 7.9 13,437 37.6 35,757 100.0
1974 10,901 26.4 5,965 14.5 5,458 13.2 3,013 7.3 15,915 38.6 41,252 100.0
1975 13,402 29.0 6,297 13.6 5,966 12.9 3,215 6.9 17,408 37.6 46,288 100.0
1976 15, 950 312 6,726 13.2 6,296 12.3 3,369 6.6 18,728 36.7 51,069 100.0
1977 18,455 32,6 7,400 13.1 6,781 12.0 3,688 6.5 20,266 35.8 56,590 100.0
1978 21,391 33.6 8,819 13.9 7,780 12.2 3,982 6.3 21,669 34.0 63,641  100.0
1979 24,619 34.1 10,168 14.1 8,557 1.8 4,121 5.7 24,767 343 72,232 100.0
1980 29, 642 36.1 12,165 14.8 8,623 10.5 6,556 8.0 25,137 30.6 82,123  100.0

'50-state tdds
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estate farm debt, commercia banks have maintained their market
share and are by far the leading short-term lenders, providing 41 per
cent, with PCA’s a distant second with 24 per cent (see Table 3).

A recent study by the Farm Credit Administration projected that
market sharesof farm debt will continue to shift during the 1980s and
that the Farm Credit System's share could gradually increase. The
level of increase, however, will depend on several factors, including
funding costs, the difference between the System's variable rates and
interest rates charged by other lenders, and the availability of funds
from other lenders, including government. We expect to see consid-
erable innovation in bank lending to meet the general challenge of the
farming environment of the 1980s, and the specific challenge of the
Depository Institutions Deregulation and Monetary Control Act of
1980. With narrower spreads in commercial banks, we will undoub-
tedly see increased pressure for bank consolidation. Gradual but
persistent changes are expected. No dramatic change in market share
isanticipated unlessthereisaforfeitingof responsibility or adecision
not to participate on the part of one of the key agricultural lenders.

Although the main reason for the establishment of the Farm Credit
System was to ensure farmers a constructive and reliable supply of
credit, the Farm Credit System does not want to monopolize agricul-
tural lending. The system has shared a healthy, competitive relation-
ship with other agricultural lenders over the years, and it wantsthat to
continue in the best interest of all borrowers.

Since it has no depository authority, the Farm Credit System has
successfully developed its ability to gather funds from the national
money markets and distribute them to farmers across the country
through its financial pipeline. In 1980, the Farm Credit banks will
issue a total of $93.8 hillion in securities. Only the U.S. Treasury
exceeds the Farm Credit System in the amount of money raised
through the money markets.

During their 64-year history, the Farm Credit banks have never
failed to pay principal and interest on their obligations when due. Asa
result, Farm Credit securities enjoy avery high rating, even without
any Federa guarantee, falling just below the rating given to U.S.
Treasury bonds.

Raising this capital for agriculture begins with the system's Fiscal
Agency in New York. Maintained by the 37 Farm Credit banks, the
Fiscal Agency issues, markets, and handles Farm Credit securities
through a selling group of approximately 170 dealers.



The Farm Credit System: Another Source of Loanable Funds 145

The Farm Credit banks raise their funds by issuing two types of
securities. Federal Farm Credit Banks Consolidated Systemwide
Bonds are issued in book-entry form 16 times a year on the first of
each month and on the 20th of January, April, July, and October.
Bonds with six- and nine-month maturities are issued on the first of
each month and sold only in multiples of $5,000. Longer-term bonds
are issued at least quarterly. Bonds with maturities of 13 months or
longer are available in multiples of $1,000.

The Federal Farm Credit Banks Consolidated Systemwide Notes,
on the other hand, are designed to provide flexibility in obtaining
funds when unexpected demands occur by allowing financing be-
tween bond sales. These discount notes are issued daily, with
maturities of 5 to 270 days, and are sold only in certificate form in
$50,000, $100,000, $500,000, $1 million and $5 million amounts.

When a new issue of systemwide bonds is offered, the Fiscal
Agency places notices in financial publications and major newspa-
perssuch astheWall Street Journal, The New York Times, American
Banker, and The Bond Buyer. No public announcement is made of the
daily sales of systemwide notes.

Coordination with the rest of the monetary system is an important
consideration before any Farm Credit System bond sale. The system
voluntarily coordinatesitsissues with the U.S. Treasury, the Federal
Reserve, and with brokers and leading investment houses to assure
that the issue will go through and fit into the monetary scheme. For
example, the system takesinto consideration whether another organi-
zation such as the Federal National Mortgage Association iscoming
into the market with any unusual demand. If the Farm Credit System
was to enter the market with a bond sale at the same time, it might be
hazardous to both.

Anyone other than FCA employees and certain system employees
can purchase Farm Credit securities, and thelist of investorsreflectsa
variety of groups that have benefited by providing capital to the
nation's food and fiber producers.

Commercial banks make up the largest single groups of investors
in Farm Credit securities (46.2 per cent), followed by state and local
governments, savings and loan associations, and corporations. To a
lesser extent, mutual funds, savings banks, pension funds, and indi-
viduals also invest in Farm Credit securities. Foreign investors,
mostly large European banks, also hold asmall percentage of securi-
ties outstanding (see Table 4).



TABLE 3

Non-Red Estate Farm Debt Outstanding
January 1, 1980
(Amounts in Millions of Dollars)

Includes CCC Loans

Indiv. Commodity

Commercial and Credit Grand
Year Banks %o FCAs? % Others % FmHA % OFI's % Total % Corp. % Total %
1970 $10,330 433 §$ 4.495 18.9 5,340 22.4 785 3.3 218 0.9 $21,168 888 2,676 11.2 $23,844 100.0
1971 11,102  46.0 5,295 219 4,850 20.1 795 3.3 220 09 22262 922 1,876 7.8 24,138 100.0
1972 12,498 465 6,078 22.6 5,060 18.8 71 29 237 0.9 24644 916 2262 8.4 26,906 100.0
1973 14,315 484 6,607 22.3 5,840 197 78l 2.6 251 0.8 27,794 939 1,793 6.1 29,587 100.0
1974 17,167 52.2 7,829 23.8 5,930 18.0 877 27 331 10 32134 97.7 750 23 32,884 100.0
1975 18,238 513 9,519 26.8 6,050 17.0 1,044 29 374 1.1 35,225 991 319 0.9 35,544 100.0
1976 20,160 507 10,773 27.1 6,350 16.0 1,772 45 350 0.9 39,405 99.1 358 0.9 39,763 100.0
1977 23,283  50.5 12,233 26.6 7,300 158 1,877 4.1 368 0.8 45,061 978 1,012 2.2 46,073 100.0
1978 25,709  46.2 13,508 24.3 8,410 15.1 3,141 5.6 374 0.7 51,142 91.9 4,489 8.1 55,631 100.0
1979 28,273 433 15,041 23.0 10,420 16.0 5,780 8.9 5t1 0.8 60,025 92.0 5,242 80 65,267 100.0
1980 31,034 413 18,323 24.4 11,720 156 8,982 11.9 666 09 70,725 94.0 4,500 6.0 75,225 100.0
'50-state totals

*Includes aguatic loans, excludesrura home and farm related business loans.
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TABLE 4
1980 Dedler Distribution*
(3rd guarter sample)

Type of Customer %
Commercia banks 46.2
State and local government 16.7
Corporations 4.9
Savings and Loans 4.7
Pension funds 3.8
Foreign accounts 8.5
Savings banks 18
Individuals 2.6
Fraternal/charities 0.8
Credit unions 0.3
Other dealers 15
Miscellaneous 6.4
Insurance companies 18

TOTAL 100.00

*Figuresreflect participation of 172dealersin five bond issues—one six-month, one
nine-month, and three term issues.

Interest rates on new security issues are set at the timethey are sold
and are consistent with current rates. The process of pricing Farm
Credit bonds begins a week before the actual sale. The Fiscal
Agency's financial experts contact the various dealers handling Farm
Credit securities to get a feel for the market and for customers
interest. This market survey also includes an analysis of Federal
Reserve buying and selling activity.

At the sametime, the 37 Farm Credit Banks indicate their interest
in participating in the upcoming bond sale. The finance subcommit-
tee—a nine-member group comprised of three presidents from each
banking system — sets the total size of the bond issue and bond
maturities to be offered. The Fisca Agency completes a market
survey to determine appropriate interest rates for each of the
maturities to sell, and price recommendations are submitted to the
finance subcommittee. After the subcommittee approvesthe interest
ratesfor the issue, final approval must comefrom the Governor of the
Farm Credit Administration, who acts in the public interest.
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Many misconceptions exist about the Farm Credit Administration
and the system of Farm Credit banks and associations it regulates.
Earlier in this paper, 1 briefly mentioned the unique structure of the
system and alluded to its original capitalization by the Federa gov-
ernment. It isimportant at this point to present aclear picture of the
System's structure before proceeding with the major portion of this
paper — the discussion of loanable funds from the Farm Credit
System.

Farm Credit Administration

The Farm Credit Administration is an independent agency in the
executive branch of the Federal government. It is the regulatory,
supervisory, and examining body over the Farm Credit System. It isa
regulatory agency not unlike the Comptroller of the Currency for
national banksor the National Credit Union Administration for feder-
aly chartered credit unions.

The head of the agency, the Governor, is appointed by the 13-
member Federal Farm Credit Board. Membership on the Federal
board is by presidential appointment. In making an appointment, the
president is required to consider nominees presented to him by the
lending units of the district involved. Members serve six-year,
staggered termsand are not eligiblefor reappointment. The thirteenth
member is appointed by and serves as the representative of the
Secretary of Agriculture. The Federal board is the policy-making
body for the Farm Credit Administration and the cooperative Farm
Credit System.

The Farm Credit System

Much of the confusion over the relationship the Farm Credit
System has with the Federal government stemsfrom the fact that the
system was, in fact, capitalized originally by the Federal govern-
ment. Another factor in the confusion is the names of two of the
banking systems which include the word ** Federal™" — the Federal
Land Banks and the Federal Intermediate Credit Banks. And then
there are our Federal Farm Credit Banks Consolidated Systemwide
Bonds and Discount Notes, again with the word **Federal®* in the
name. Oddly enough, Federal savingsand loan associations, Federal
credit unions, and even commercia banks that have ** Federal'" or
""National"* as part of their name have escaped this confusion.
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Thefact of the matter isthat, in spite of what the names of titles
may indicate, the Farm Credit banks and associations are not gov-
ernment institutions. A Production Credit Association is no more a
government entity than afederally chartered bank. The Farm Credit
System with its 37 banks, 916 associations, and its-Fiscal Agency in
New Y ork isaprivate structure with government authority —thesame
relationship national banks havein thecommercial banking industry.

Each part of the Farm Credit System — the Federal Land Banks and
Federa Land Bank Associations, the Federa Intermediate Credit
Banks and Production Credit Associations, and the Banks for
Cooperatives— was born of necessity and at different times. In each
case, there was astrong need that was not being met by the commer-
cia banks and other lenders of the day.

Thefirst entity — The Federal Land Banks—was established by the
Federal Farm Loan Act of 1916. The 20 to 30 years just before the
FLB's and FLBA's (then called National Farm Loan Associations)
were characterized by agrarian distress. Not the least of the problems
was that available credit was geared to the needs of industry, not
agriculture. Interest rates ranged from 7 to 10 per cent and were
nearly doubled by specia charges and fees. Foreclosures rose alarm-
ingly asfarmers were unable to make paymentsto absentee mortgage
holders. A credit system adapted to agriculture's conditions was
badly needed.

Congress recognized this need and, after considerable study, ap-
proved the Federal Farm Loan Act of 1916, which provided a perma-
nent and'dependabl e source of long-term borrowed capital at reason-
able rates and on terms suited to agriculture.

Initially the FLB's were capitalized by the Federa government,
but the 1916 Act provided a means by which they would ultimately be
owned by their borrowers through the FLBA's. In the FLB system,
the bank is the primary lender, with the associations acting as the
bank's agent. By 1947 all Federal capital was paid back and the
Federa Land Banks became completely owned by the farmer bor-
rowers.

Federal Intermediate Credit Banks

Although there was concern in Congress over the need for short-
and intermediate-termcredit at the same time, it wassix years before
a serious solution was tackled. The financia crisis of 1920-21,
followed by an agricultural depression that continued through
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the decade, emphasized the difficulty farmers had in obtaining
short-term operating credit.

Commercial banksin rural areas, dependent on farmers' deposits
for their lending funds, made lonas for 30 to 90 days. Crops and
livestock, however, took longer to produce. Farmers expected to
renew their loans, but rural commercial banks, often short of funds,
had the legal right to demand payment, and often did at times when
farmers did not have the money. In an effort to provide agriculture
with more credit — particularly of a short- and intermediate-term
nature— Congress passed the Agricultural Credits Act of 1923. The
Act provided for the establishment and capitalization of 12 Federal
Intermediate Credit Banks.

It was expected that the FICB's would provide a new flow of funds
from the money markets to rural commercial banks by discounting
the notes of agricultural producers given to various financing institu-
tions, thereby helping to fill the existing credit gap in which farmers
weretrapped. However, financia institutions did not usethe services
of the FICB's to the extent expected. The flow of funds was not more
than a trickle, which left the credit needs of farmers unfilled.

Congress again acted with passage of the Farm Credit Act of 1933.
This act authorized the establishment of local Production Credit
Associations, which could discount farmers' notes with the FICB's.
In effect, the PCA's become the retail outlets for credit available at
wholesale from the FICB's— their only source of funds.

LiketheFLB's, FICB's and the PCA's wereinitially capitalized by
the Federal government. Under the congressional authority which
established theinstitutions, PCA's are taxed as cooperatives whereas
FICB's are not. Although not initially established to become
borrower-owned like the FLB's, later changes in the laws governing
these institutions paved the way for them to repay the government's
investment. The PCA's assumed complete ownership of the FICB's
in 1968, placing the FICB's on a sound basis as a vital part of the
cooperative Farm Credit System.

Banks for Cooperatives

The Farm Credit Act of 1933 also established and initially
capitalized the Banksfor Cooperatives. Thelaw was intended to help
farmers gain greater control of their own economic destinies by
providing dependable credit for their marketing, supply and service
cooperatives.
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Although the Agricultural Credits Act of 1923 provided for
cooperative financing through the FICB's, for whatever reason it did
not work to the extent expected. A few cooperatives were highly
successful pioneers. However, generaly the growth and develop-
ment of early cooperatives were severely handicapped by their ina-
bility to borrow sufficient amounts of money.

Local banks were reluctant to finance new ventures owned by
farmers who lacked experience in running businesses beyond their
property lines. Even when cooperatives were relatively successful or
had potential for success, the cooperatives local competitors were
often on the local banks boards of directors. Local bankers usually
could see cooperatives weaknesses, but often did not understand the
organizational differences between cooperatives and other busi-
nesses.

As a result, credit for agricultural cooperatives before 1933 was
virtually nonexistent. With the 1933 Act, however, credit needs of
farmers' marketing, supply, and business service cooperatives were
recognized. The mandate of the 1933 Act wasfor the BC system to
supply credit for agricultural cooperatives large and small. In addi-
tion, the Farm Credit Act of 1971 extended participation authority to
BC’s, which — in the case of larger cooperative loan demands
exceeding the loan limitation of a BC— allowsthe BC to participate
with commercial banks in making loans to cooperatives. Like the
PCA’s and the FICB's, the BC's became completely owned by their
borrowers in 1968. The are also taxed as cooperatives.

Present Authority

While there were severa other important legislative changes over
the years, a most significant modification of the Farm Credit System
was made with the.Farm Credit Act of 1971—the landmark legisla-
tion which decentralized authority and mandated the systems's rolein
*"improving the income and well-being of American farmers and
ranchers by furnishing sound, adequate, and constructive credit and
closely related services to them, their cooperatives, and to selected
farm-related businesses necessary for efficient farm operations.*
(P.L.92-181; Sec. 1.1[a]) Had the system not made these changes, it
would be out of touch today with the needsof agricultural producers.
This Act has been amended several times, with the amendments of
1980 being the most recent.
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Some of the mgjor provisions of the Farm Credit Act Amendments
of 1980 will

® |ncrease U.S. agricultural exports by authorizing banks for
cooperativesto finance agricultural export transactionsof U.S.
cooperatives.

® |ncrease cooperation between System institutions and commer-
cia banks in meeting the credit needs of farmers.

® Helplow-equity and young farmers by permitting Federal Land
Banks to make loans of up to 97 per cent of the appraised value
of farm real estate when these |oans are guaranteed by a Federal
or state agency.

® Ensure that cooperative services will continue to be provided to
farmers by lowering the farmer-member eligibility requirement
of utility and supply cooperatives financed by the Banks for
Cooperatives.

e Allow Federal Land Banks and Production Credit Associations
to morefully finance the processing and marketing activities of
farmers, ranchers, and commercial fishermen.

Another Source of Loanable Funds

| havetaken the time to emphasi ze that the Farm Credit Systemisa
Federally chartered, cooperatively organized, and borrower-owned
credit system, that it operatesat no cost to the U.S. taxpayer, and that
it was established to ensurefarmersaconstructiveand reliable supply
of credit. | also indicated earlier that there has been authority for the
system to provide funds to commercial banks and other financial
institutions since enactment of the Agricultural Credits Act of 1923.
This brings me to my specific assignment of discussing with you
possible ways in which the Farm Credit System may provideloanable
funds to agricultural banks.

| am pleased to discuss this topic at thistime, for the Farm Credit
Act Amendments of 1980 address this subject specifically in three
ways: through expanded authority for the System banks to participate
in loans with other lenders outside the system (new FLB-commercial
bank participation authority), through an improved PCA-commercial
bank participation program, and through an expanded OFI authority.

Theintent of the Farm Credit System through participation agree-
ments has been an effort to complement existing banks in meeting the
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credit needs of farmers who do not elect to become PCA members.
Discount privileges through the FICB’s for other financial institu-
tions (OFI’s) have continued to provide an aternative means of
channelling funds from capital-surplus areas to agricultural areas,
which historically have been capital-deficient, where dedicated len-
ders can demonstrate a bona fide need and do not have access to
money markets similar to that available to the Farm Credit System.
This intent is in line with the system’'s mandate as stated in the
Farm Credit Act of 1971. The Farm Credit System is committed to
serving the credit needs of American agriculture. As a result, the
system's attitude is that American agriculture and the public interest
will best be served when all lendersare actively involved in providing
sound and constructive credit to the nation's farmers and ranchers.

Participations

One of the provisions of the Farm Credit Act of 1971 established
authority for PCA’s to participate with rural banks on agricultural
loans. The commercial bank-PCA participation loan program is
similar to an overline arrangement between acommercia bank and its
regional correspondent bank. The commercial bank and PCA sign an
agreement specifying terms for the PCA to purchase a portion of
larger agricultural loans from the commercial bank, normally repre-
senting amounts in excess of its individual borrower lending limit.
The commercial bank continues as the primary lender servicing the
complete line of credit.

Currently, both thePCA’s and the BC’s are authorized to enter into
such participation agreements with unlike institutions. While this
participation arrangement has not been an unqualified success, vol-
ume has steadily risen since the program wasfirst instituted in 1974
and has worked well in many parts of the country (see Table 5).

Under current law each PCA, subject to rules and regulations
prescribed by the board of directors of the FICB and approved by the
Farm Credit Administration, may make, guarantee, or participate
with other lenders in short- and intermediate-term loans and other
similar financial assistance to (1) bonafide farmers and ranchers and
the producers or harvesters of aguatic products, for agricultural
purposes, and other requirements of such borrowers, (2) rura resi-
dentsfor housing financing in rural areas, under regulations of FCA,
and (3) persons furnishing to farmers and ranchers services directly
related to their on-farm operating needs.



TABLE 5
Production Credit Associations Selected Monthly Loan Data Participations Purchased From Commercial Lenders
for the Period Ended 9-30-80 ($000s omitted)

Number of Part. ols Amount of Part. O/S
September Septetnber Per Cent September September Per Cent
1980 1979 Change 1980 1979 Change
Participations with Commercial Lenders
Springfield $ — — — $ — — —
Baltimore 3 1 200.0 2,942 2,928 0.5
Columbia 5 4 25.0 479 1,256 61.9)
Louisville 80 70 14.3 7,096 6,605 7.4
New Orleans 12 37 (67.6) 2,416 2,336 3.4
St. Louis 52 153 (66.0) 9,175 11,961 (23.3)
St. Paul 805 706 14.0 66,991 42,745 56.7
Omaha 214 214 — 29,381 28,994 1.3
Wichita 240 145 65.5 50,389 54,354 (7.3)
Texas 63 66 (4.5) 12,131 11,570 4.8
Sacramento — — — — — —
Spokane 6 1 500.0 593 285 108.1
Totd 1,480 1,397 5.9 181,593 163,034 11.4

1294

Source: Farm Credit Administration, Bank Services Division
10/27/80
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The 1980 Amendments will remove several of the obstacles cur-
rently holding a partial lid on participation. The first proposal will
provide the FLB's with the same basic authority which PCA's now
possess to participate with other lenders in making mortgage credit
available to farmers. Under current law, FLB's may participate in
loans only with other FLB's. The new provision will allow FLB's to
participate with unlike entities in the Farm Credit System — BC’s,
PCA's, and FICB’s—as well as non-Farm Credit banking institutions
such as commercial banks.

The second proposal will revise and streamline the participation
arrangement. Under current law, non-voting stock in PCA's equal to
not less than 5 per cent of the loan retained by the PCA's must be
purchased in connection with each loan participation. The law re-
quires that such non-voting stock, often referred to as participation
certificates, be issued to the borrower. This makesthe PCA avisible
third party in the loan transaction with the borrower. Some banks
have feared that this PCA membership would cause customers to
eventually move to a PCA.

Under the new legislation, the PCA ownership equity will not have
to be purchased by the borrower, but the association could issue
non-voting stock or participation certificates directly to commercial
banks or other lenders. In effect, this will remove the PCA's as the
visiblethird party from the transaction and minimizethetendency for
the borrower to switch lenders.

OFI Discounting Privileges

Other financial institutions owned by commercia banks have had
access to the Federal Intermediate Credit Banks discount windows
since enactment of the Agricultural Credits Act of 1923. Under
current regulations, to qualify for discounting privileges at an FICB,
an OFI must:

e Show that the need is not the result of denial or restrictions on its

traditional sources of supplementary financing.

® Document that the FICB discounting is needed to maintain the

average volume of agricultural loans experienced over the past
three years by discounting.

® Have at least 25 per cent of itstotal loans in agricultural loans.

® Have a gross loan-to-deposit ratio of at least 60 per cent at the

seasona peak or justify a lesser ratio.

® Show evidence of capital structure to support an economically
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feasiblelending operation and actual or potential loan volumeto
permit a reasonably efficient lending operation.

In addition, the 1971 law restricts OFI's to discounting loans for
agricultural purposes only. PCA's have broader authority to make
loans to farm-related businesses, rural residents, and aquatic produc-
ers. In addition, PCA's have the authority to make loansfor the other
needs of agricultural and agquatic producers. The major impact that
the new OFI provision will haveisthat for thefirst time FICB's could
discount for OFI's the same types of loans, for the same purposes,
that PCA's are authorized to make.

Thesecond part of the OFI provision is designed to assure that the
FICB discount privilege is available on a reasonable basis to qualify-
ing banks and agricultural credit corporations. Under the 1971 law,
OFl's have made only limited use of the FICB discount privilege. For
example, asaof June 30, 1980, 167 OFI's rediscounted with or were in
‘a position to rediscount with the FICB's (see Table 6). This is an
increase of 17.6 per cent over the previous year. Under the new OFI
provision, it isestimated that more bankswill have accessto the FICB
discount privilege.

The criteria established by the 1980 Amendments for determining
access to the discount privilege, which FICB's will be obligated to
use as the basis for access by OFI's, are:

1. Significant involvement in agricultural or aguatic lending.

2. Demonstrated continuing need for supplementary sources of
funds to enable continued agricultural or aguatic lending.

3. Limited access to national or regiona capital markets.

4. Willingness not to use funds to expand nonagricultural or
nonaguatic lending.

Implementing regulations will define the specific requirements
under each criterion. Congressional testimony would indicate that the
agricultural portion of the total loan portfolio may be 15 per cent
instead of the present 25 per cent requirement, with the loan-to-
deposit ratio somewhere around 60 per cent.

Access to capital markets provision will be on a case-by-case
analysis. The intention is that those banks affiliated with holding
companiesor large enough on their own to utilize managed liabilities,
such assellingcommercial paper on the national money market asthe
system itself does, would not be granted access to the FICB discount
window.



TABLE 6

Other Financia Ingtitutions
(Number of OFI’s in each Farm Credit district rediscounting with or in a position to rediscount with the FICB as of
June 30, 1980, by type of institution or affiliated institutions and statement of total amount rediscounted

Number by type of institution or affiliated institution)

Privately Owned

Commercial Affiliates of Credit
Banks or Privately Owned Corporations Not

Farm Affiliates Affiliates of Businesses Affiliated
Credit Total of Farmers Commercial (Supply, Processing, with any Other
District Number Cooperatives Banks&” Marketing, etc.) Business
Springfield — — — — —
Baltimore 8 1 7 —
Columbia 3 _ 2 _
Louisville 2 1 1 — —

New Orleans 8 7 — —
St. Louis 4 — 3 1 —
St. Paul 35 1 30 3 1
Omaha 38 1 34 1 2
Wichita 43 2 40 | —
Texas 16 1 8 4 3
Sacramento 7 2 2 2 1
Spokane 3 — 2 — 1
System Total 167 10 136 13 8

= Eight commercial banks have direct rediscount privileges, the balance of the banks in this column are bank affiliates

This table includes only those other financing institutions that have executed rediscount agreements with the FICB and have collateral on

deposit.

During the fiscal year ended June 30, 1980, 3 OFI’s cancelled their rediscount agreements and 28 new OFI's were approved.

For the year ended June 30, 1980, OFI’s rediscounted $1,697,840,987 with the credit banks as compared to the $1,416,918,235 that was
discounted for the year ending June 30, 1979.
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Potential vs. Problems

This paper hasreviewed the organizational development and intent
of the Farm Credit System as well asthe current laws and changes to
those laws governing OFI access to the FICB discount window and
participation agreements. These legislative provisions represent a
new attitude on the part of the Farm Credit System. It looks toward
significant streamlining of the participation agreement program and
liberalizing accessto the FICB discount facility where a need can be
demonstrated.

The Farm Credit System anticipates an expansion of participation
programs and OFI discounting through the FICB's. The intent of the
1980 amendments is to ensure deserving farmers adequate credit
through commercial bank relationships where this approach is a
necessary and feasible part of the agricultural community.

Part of the responsibility for expanded agricultural bank discount-
ing withthe FICB’s or participation in loan agreementswith PCA's or
other Farm Credit System entities lies with each agricultural bank.
Although an increased number of banks havejoined the trend toward
use of participations, not all bankers view this favorably. Many
bankers dislike the idea of getting too close to the PCA competition.
Others dislike having the PCA as a visible partner in the loan (al-
though the new legidation should eliminate this concern). And it
must be admitted that some PCA's have cited similar reasons for
reluctance to participate with commercial banks.

In some states— especially those with statewide branching— the
need for participations is limited and is reflected in the degree to
which PCA's areinvolved in the participation program (see Table5).
However, as the capital requirements of the farmer increase— and
they will increase, in many cases, beyond the capacity of the indi-
vidual PCA of rural bank—it will becomeincreasingly advantageous
for PCA's and commercial rural banks to set aside their differences
and cooperate. PCA's and commercial banks that have crossed the
“"fear of competition"™ hurdle have found participation mutually
beneficial.

Although the new OFI and participation provisions of the Farm
Credit Act amendments of 1980 promise to liberalize and streamline
the current systems, the question of implementation problems natu-
rally arises. Problems are frequently in theeye of the beholder and in
reality are only problems if not managed properly. For example,
implementation of the provisions of the Monetary Control Act of
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1980 could become a major problem completely disrupting the finan-
cial structure of thiscountry. However, the upheaval facing financial
institutions will be handled in phases, over a period of several years.

In asimilar manner, the implementation of these provisionswill be
an evolutionary process. To irresponsibly open the floodgates could
cause as much disruption to the agricultural financial sector of the
economy as would similar action in the deregulation of the banking
industry.

Any constraints of fund availability through Farm Credit System
sources would be the result of sudden excessive demand that would
put stress on the ability of the FICB’s or PCA’s to service applicants.
However, in view of the fact that it took nearly half a century for
commercial rural banks and other eligible financial institutions to
utilize the FICB discount window, the Farm Credit System does not
anticipate a rush on this service as a result of passage of the 1980
amendments.

The capacity of the Farm Credit System to provide loanable funds
tothecommercial banks serving agriculture as well asitsown entities
is based on what demand the money markets will bear. As indicated
earlier, the Farm Credit System does not enter the money markets
with security issues without first coordinating with the U.S. Trea-
sury, the Federal Reserve, and with brokers and leading investment
houses. Serving the demand of the system's entities for loanable
funds must have primary consideration as required by law. But
serving additional agricultural borrowers through other lending in-
stitutions is the basis for our partnership with commercial banking in
the 1980s.






Commentary

Thomas R. Smith

A review of Donald Wilkinson's document discussing the history
of the Farm Credit System caused me abit of nostalgia. My recollec-
tion of this history isfrom the other side of thedesk. | remember asa
very small boy listening to discussions my parents had with an
insurance company representative. He was calling on them in the
early '30's to discussthe balloon payment due on the farm mortgage.
You will recall that farm mortgages at that time were made with
five-year balloons and interest-only annual payments. | remember the
great relief when it wasdecided to leave my folks in possession of the
farm.

Both banks in our home community closed. My dad would go to
the bank in Elkader and borrow on asix-month note. Six months|later
he would go to the bank in Strawberry Point and borrow to repay the
bank in Elkader. That was called agriculturally programmed credit at
that time. Somewhere about this time a local PCA was started in
Elkader, and it became the source of credit for my parents farming
operation. It also financed my 4-H calves. I'm indebted to them for
the opportunity that was created for me because of that financing.

Some years ago | served on an Advisory Group of the Farm Credit
System when they were updating the methods of chartering other
financial ingtitutions. On July 14, 1971, as a member of the ABA
Agricultural Committee, | testified before Congress on the proposed
Farm Credit Legislation.

| related, in that testimony, matters | felt concerned the farmer. |
supported the unified debt proposal of the system and opposed its
efforts to issue ""deposits’™ in rura areas at interest rates beyond
Regulation Q, which restricted banks. At that timel quoted aFederal
Reserve Board report which said ** Production Credit Systems serve
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only one function—to provide credit to farmers. This is the reason
they have been successful and have actually outgained the banks in
this function in the Seventh Federal Reserve District."

My testimony continued: **If this be the case, why then in the
interest of national policy and the serving of agriculture do wewant to
dilutethat effort with mobile homefinancing, fiduciary relationships,
depositor privileges, farm management, and estate planning? Will
this really benefit thefarmer or isit designed to benefit the system?**
Over the years | have spoken to the annual director's meeting of the
Federal Intermediate Credit Bank of Omaha. | have talked to the
annual meetings of our local PCA. Early in 1979 | was asked to
prepare a research paper for presentation to the Strategic Planning
Committee of the Federal Intermediate Credit Bank of Omaha. One
of my summary statements in that report was ** The responsibilities
for the Farm Credit System of being No. 1 in agricultural lending are
very great. When the Farm Credit Systems speaks, everyone lis-
tens.”” E. F. Hutton picked that one up and hasdone much better with
it than | did.

Our holding company, Brenton Banks, Inc., hasan OFI which has
helped meet the needs of our agricultural borrowers. In the spring of
1979, during the very tight money situation, our bank, the Fidelity
Brenton Bank, negotiated a participation line of credit with our area
Production Credit Association. The relationship in our areais one of
two good professionals respecting the capabilities of each other. We
are good friends and intense competitors. | have great respect for the
Farm Credit System, its personnel, and its training program. Its
serviceto agriculture has been a part of my rural life for many years.
We have been well treated by the Farm Credit System. | have never
felt disadvantaged at their window. I'm envious, frankly, of their
very good capabilities. | regard them as a formidable competitor.

My function here this morning, however, is to address the report
presented by George D. Irwin, FCA director of research, on behalf of
Governor Wilkinson. | have observed throughout the report the same
six areas of contention that have recently surfaced between the
commercia banks and the Farm Credit System:

1. Thecongressionally designed requirement that the Farm Credit
System serve as a source of credit during all economic times.

2. The very apparent concept that the Farm Credit System is a
growing monopoly in agricultural credit nationally and is ac-
celerating that monopolistic position a an expanding rate.
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3. Thefalacy that the Farm Credit Administration is like a bank
regulator.

4. What appears to be a Farm Credit System policy to politically
divide and conquer the banking industry.

5. The present thrust of the system's effort that goes beyond its
designed purpose of ** service to farmers and ranchers,"* to that
of expanding the system into a nationwidefull-servicefinancia
organization.

6. The system's agile way of tiptoeing through the tulips as it
hopscotches from ** private' to"* Federal"* depending on where
they are and to whom they are talking.

My first point was the congressional requirement that the Farm
Credit System serve as a source of credit during good times and bad.
It isimportant to remember that the system is not intended to be, nor
doesit act as, alender of last resort. Borrowers are turned down as not
being credit worthy. Last winter in our area was a particular example
of atime when cash flowsdid not work very well because of low grain
and livestock prices. Applicants were rejected, borrowers were asked
to consolidate, and some were eliminated. Aswith all other sophisti-
cated conventional lenders, when borrowers don't perform appropri-
ately, loans are called.

The same requirement was mentioned as it related to rural housing
loans. Last winter the Federal Land Bank in our area put a six-month
moratorium on rural housing loans so they could process the load of
land loan applications they were receiving. In fact, they were so
burdened with applications, it wastaking up to three months to get a
loan closed. Let's faceit, the system is not and cannot be all things to
al people. It has readlistic and practical limitations.

My second point is that the Farm Credit System is a growing
monopoly nationally and that its monopolistic position is expanding
a an accelerating rate.

A 40 per cent penetration of the total farm credit market iscertainly
adominant position. | an reminded of an incident that occurred with
my son many years ago. As we were leaving church, he saw some
frames hanging on the wall of the foyer and said, ** What are those
pictures, Daddy?"* | said, ""Those are plagues with the names of
servicemen who died in the service." He asked, " Did they diein the
9:00 or the 11:00 service?* | feel like | have survived the 9:00
service, but I'm not sure I'm going to survive the 11:00 service.



164 Thomas R. Smith

If the Farm Credit System were Procter & Gamble they would be a
monopoly. If they were General Motorsthey would be amonopoly. If
they were Citibank they would be a monopoly. I'm really not object-
ing to that, except that in that position, they certainly don't need a
nurse cow anymore.

My third point relates to the fallacy that the Farm Credit Adminis-
trator islike the Comptroller of the Currency. This, in my opinion, is
atotal misconception of how it works. It would be like comparing an
OSHA inspector to the Chamber of Commerce executive in our
community.

The Farm Credit Administrator serves as an advocate of the sys-
tem, and properly so. He serves in that capacity in admirable fashion,
| might say. Bank regulators, on the other hand, serve asan adversary
to the banking industry and have been a weight on our backs. | feel
like the Father Flanagan quote: ** He's heavy, but he's my brother."
Let me give you an example. The Federal Reserve discount window
has been discussed earlier in this meeting as an outside source of
funds. Yet there are more agricultural loans placed by agricultural
banks in the Farm Credit System through the 136 OFI’s and direct
PCA participations than are supported by the Federal Reserve dis-
count window. Why is it the discount window is not supportive and
not used by agricultural banks? Because it is run by an adversary of
the banking system.

We recently had a compliance examination in a $40-million bank
of which I am a director. There was a discrepancy observed, the
resultsof acalculator with aprogramming error. After three weeks of
work tofind a$201 error, refundsof less than $7 apiece were made to
29 borrowers.

Thisis, in my opinion, overzealous regulation. There have been
somereal horror stories in the banking industry caused by overactive
regulatory insensibilities. My area of responsibility at my bank is
operations and compliance. | probably spend about a fourth of my
time reading regulations, interpreting them, quite often with legal
counsel, and disseminating the information to our banks. | was
interested to note that thefirst week the new Deregulation Committee
was active, it issued three new regulations.

| was recently looking through some old files in a bank where |
formerly served as president. | ran onto an examination report from
the early 1940s that was very critical of the bank for making farm
machinery loanson aterm installment basis. Typical then, as now, of
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failure to keep up with the world.

Some months ago we established a new product and service in our
area, the repurchase agreement. We did this in order to draw fundsto
the bank and compete with the money market funds that were having
considerable impact on our area. It wasn't very long until the reg-
ulators came down and said, ""Treat it like a deposit."* You al
remember on October 1 when we had to identify the deposits of
natural persons in our banks by stamping "*Non-Transferrable™ on
the savingsaccount card or thecertificateasit wasopened. Oneof our
new-account people put a sign on her desk that said, ** Effective
October Ist, al natural persons must be stamped on.”* Some years
ago, our holding company designed a program of selling debentures
to our customers. It wasn't very long until this source of additional
funding was cut off to us by the regulators as being an inappropriate
activity.

My point is, the regulators are designing all of our products. We
really have no options for innovation. We have been studying asset
alocations to make sure that we can meet the needs of our agricultural
communities and have deemphasized consumer lending. We have
great concern that in so doing we will be in violation of our CRA
statement and will come under criticism again from the regulators.
We have very great difficulty now serving the credit needs of our
directors because of oneindiscretion in theindustry and an overactive
regulatory position.

We do have monetary decontrol, if we can last the eight years to
deregulation. A leading eastern banker was recently quoted in one of
thetrade journals as saying that the regul ators are dragging usinto the
19th century. | have spent considerable amount of time studying the
feasibility of the interest rate hedge. | have established a paper
position at no exposure or risk to the bank. I am monitoring this
position to determine that wefully understand what this offers before
we risk any of the bank funds. | discussed it the other day with one of
our regulators. He was visably shaken. He cautioned me not todo this
and said hiscurrent feeling wasthat he should issue acease and desist
order.

| said, ** Y ou mean just for thinking about it?** | understand one of
the qualification tests to be abank regulator isto squeeze arock until
it bleeds. Thereissomediscussion going on in theindustry now about
what are appropriate capital ratios. Our competitors have us hand-
icapped in the branching field. When push comes to shove out in the
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country, it's just me against the regulators. My machine reads TILT
every day.

My fourth point is the farm credit system's current policy that
seemsto bedesigned to divideand conquer the banking system. From
what | read, about 2,500 banks will apparently be eligible to use the
rediscount privilege, for which historically all banks have been eligi-
ble. The industry sees this as a significant giveup. It has been
endorsed by the Independent Banker's Association, which has
negotiated hand in hand with the Farm Credit System. The Inde-
pendent Banker's Association, in my opinion, isnot positioned on the
cutting edge of the progressive elements of the banking industry.
Reference is made in the report to what | call a blind participation
feature of the new bill. A bank can buy stock in the Farm Credit
System and not tell the borrower wheretheloan isplaced. Thisis not
full disclosure. It's not professional banking. | am used to corre-
spondent bank participation relationships where we visit the loan
periodically and we do have full disclosure.

Indications are made that banks larger than the so-called special
2,500 can access money markets. 1'm telling you that our holding
company, agroup of 17 banks in the middle of lowa, with approxi-
mately $700 million in assets, has difficulty in accessing the money
markets for funds. We have had a private placement of preferred
stock. We do have aline of credit with correspondent banks, but we
have been advised by professionals not to attempt a major money
market solicitation. Certainly, the Fidelity Brenton Bank, an institu-
tion of $75 million, can do nothing spectacular in that area. We do
have a $6-million line of credit for participations with one of our
correspondent banks. We as bankers have let this divisiveness
weaken our industry.

Someone has asked what are the five most difficult years for a
banker. The answer — second grade. We do cause agood share of our
own problems. We confuse Congress by our lack of togetherness.

My fifth point is the present thrust of the system. Designs go
beyond ** service to farmers and ranchers,”* and the thrust isdesigned
to expand the system into afull-service nationwide financial organi-
zation. Throughout the report there are numerous reference such as:
""Improve the income and well-being of American farmers,”" and
""Farmersareour primary business."" If thisisthedesign, then why is
it necessary to seek commercial and industrial 1oan capabilities? Why
reduce the farmer membership requirement of co-ops? Why go inter-
national ?
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My sixth point is the agile way in which the Farm Credit System
uses its Federal affiliation or its private enterprise connotation, de-
pending on where they are and who they are talking to. The Federal
relationship is used to deny subservience to state usury laws and to
disclaim responsibility for payment of state filing fees and, in some
cases, other stateregulations. The private enterpriseclock isputonin
Washington. They jump back to the Federal gate when they appear as
aregulator. | understand you to be private, and | congratul ate you for
your success. | wish you would quit playing hopscotch and just level
with everybody.

Let's look a what really accrues to the farmer's benefit:

Availability of funds.

Professional service.

Competitive intensity.

Elimination of artificia barriers to product delivery

o=

This may not be an al-inclusive list, but it would generate a darn
good financial service in Marshall County, lowa.

| want to reaffirm my respect for the Farm Credit System. | redlly
don't begrudgethem their opportunity. We in agriculture need you. |
resent as strongly as | possibly can, however, the handicaps that are
placed in the way of my bank, my loan officers, my peers in the
banking industry, so we can't run in thesame race. | want to try to do
what we can do together instead of trying todo what wecan doto each
other.
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A New Market to Provide
L oanable Funds to Rural Banks

Raymond J. Dall

The technological capability exists for transferring millions of
dollars throughout the world in a matter of hours by use of modern
telecommunications. Yet many rural banksin the Great Plains have
difficulty in obtaining needed funds to finance economic develop-
ment in their communities. These banks need access to nondeposit
sources of funds comparable to those available to competing institu-
tions. Thethesis of this paper isto suggest that improved secondary
marketsfor bank asset and liability items will provide rural banksin
capital-deficit rural areas with such access on a competitive basis.

The problemsfacing rural banks have been well studied and known
for along time. The most recent major effort was made when the
Board of Governors of the Federal Reserve System established a
study committee in 1970 **to continue investigation of rural banking
problems that had been pointed out in the 'Report of a System
Committee' as part of the Reappraisal of the Federal Reserve Dis-
count Mechanism.”’* Adecade later little has been done to implement
recommendations made in the report. Instead, effort has continued to
be devoted to perfecting correspondent banking practices, improving
markets for finance acceptances, obtaining discount credit through
the Federal Intermediate Credit Banks, and changing banking organi-
zation.

Perusal of banking dataover the past two decades suggests that the
banking system continues to be confronted with the problems out-
lined in the report. On January 1, 1960, commercial banks were
providing 27 per cent of outstanding farm loans in the United States

|. Board of Governors of the Federal Reserve System, /mproved Fund
Availability ar Rural Bunks, Washington, D.C., June 1975, p. 1.
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vs. 16 per cent by the Farm Credit System. On January 1, 1980, the
figures were 25 per cent and 31 per cent, respectively. The Farm
Credit System surpassed commercial banks in relative importance as
a source of farm credit in 1975 for the first time, and has gained in
relative importance consistently since that time.

In recent years, agricultural (overline) loans carried by metropoli-
tan banks in the Tenth Federal Reserve District have not grown at as
rapid a rate as have loans made by non-metropolitan banks. This
appeared to be true for states that prohibit multi-bank holding com-
panies, for those that permit them, and for New Mexico, where
limited branch banking prevails. In some instances, differences of
opinion prevail on metropolitan bank boards as to how the banks
resources should be invested. At least in the Tenth District, these
differences hinge on the relative importance of investments made
primarily within the region surrounding the metropolitan area vs.
those made in outlying non-metropolitan areas. Aslong as compen-
sating balances remain as a method of financing correspondent bank
account services, the direction such managerial decisionstake can be
of crucial importance to rural banks.

Another difficulty facing rural banks is the problem of obtaining
overline loans for purposes other than farm loans. Rura banks report
that many city correspondents are reluctant to grant overline loansfor
nonfarm purposes. Thus, if overlines are needed in a rural areafor
other than afarmloan, arural bank's problems are compounded. The
FICB alternativedoes not prevail except for farm loans. This problem
will intensify with the changing growth trends in both non-
metropolitan and metropolitan areas. During the past decade, for the
first time since such areas have been designated, non-metropolitan
areas have grown more rapidly than metropolitan areas. Such chang-
ing growth trends amost certainly will be reflected in changing
financial trends, as new employment and living patterns emerge.?

To summarize, it appears as if the recommendation of the Federal
Reserve System Committee on Rural Banking Problems needs to be
pursued. Furthermore, emphasis should be placed on the importance
of developing a market that enables rural banks to compete equitably
with other financial institutions to raise needed funds in the nation's

2. For an interesting study related to this issue, see Andrew J. Sofranko and
Frederick C. Fliegel, " Newcomers to Rural Areas. What Impacts Are They Hav-
ing," Rural Development News, Vol. 6, No. 1, June 1980, North Central Regional
Center for Rural Development, lowa State University, Ames.
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financial markets, including satisfactory methods for handling over-
line loans. Unless such provision is made, non-metropolitan banks
will need to deal in a diverse mixture of instruments with agencies
operating under different authorities, and use cumbersome practices,
if they areto provide financial services needed in their communities.

Specifications for Achieving Market-Perfecting Actions

Part of the difficulty confronting rural banks that prevents them
from offering securitiesthat meet the credit and liquidity standards of
national money market participants results from the fact that they
operate under more restrictive rules and authorities than do their
nonbank competitors. To make their instruments competitive in na-
tional money markets, small rural banks need to have equal accessto
financial markets, which means being able to package securities so
they are just as attractive as those of other market participants. This
suggests a market in which the numerous financia instruments of all
the different participants can be bought and sold on a comparable
basis.

Such a system does not prevail today. To illustrate, the nonbank
financial ingtitutions can issue a wide variety of instruments and
market them under specifications that are not availableto rural banks.
Inequalities also prevail in financial markets with respect to such
items as applicability of usury laws, rate variability under Regulation
Q, and tax considerations. Such inequities and differences prevent
competitive equality.

If equality is to be encouraged by permitting rural banks to raise
funds effectively in national money markets, the instruments devel-
oped for this purpose must stress safety, efficiency, and liquidity.
The safety issue involves many factors pertaining to items such as
financial strength of issuer, collateral, kind of financial instrument,
and capability of issuer. Participants in national money markets
would know little if anything about most of these factors for an
isolated rural bank's instruments. On the other hand, they know that
commercial bank management iscarefully observed, supervised, and
examined by the FDIC, the Comptroller, or the Federal Reserve
System. In addition to the strong incentive that already prevails for
bank management to stress safety, such overseeing provides addi-
tional assurance. If asecurity were issued jointly by agroup of such
banks, the instrument could possess substantial diversity and proba-
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bly be quite safe. But as Sandberg points out, investors still would
" beinterested in the number of banksinvolved, size of the individual
banks, geographical dispersion of these banks, degree of diversity in
the bank's lending operations (for example, do all banks in the pool
engage in considerable lending to the cattle industry?), and degree of
liability of each bank — whether each bank is liable for all the
obligations of the pool or only for some specified portion.””?

Furthermore, considerable effort would need to be devoted to
putting an adequate package together. Little activity is likely to
result, nor are the packages likely to be most desirable, if an indi-
vidual banker is depended upon to put it together. The liquidity of
such a package also would be questionable. Ther market for such
paper would be thin because of lack of knowledge about, and the
small quantity of, such instruments that are likely to be available.

Size of the package and total volume of each issue also are impor-
tant in evaluating efficiency and liquidity considerations. Transac-
tions in national money markets are conducted in sizable units,
usually multiplies of $100,000, with some participants dealing in
unitsof millions. It costslittle moreto makea$1,000,000 transaction
vs. a$100,000 transaction. Because of the small spread that usually
prevails between the cost of funds and the returns earned in highly
competitive markets, such efficiencies become crucial. An active
market or an issuer who is willing to deal on a repurchase agreement
basis is necessary if @ marketable instrument isto have a high degree
of liquidity. An active market is preferable for providing liquidity,
but to have such amarket, alarge volume, in termsof both number of
instruments and total dollar volume, is necessary. Since this would
mean hundredsof millions of dollars of outstanding paper for each of
the numerous instruments rural banks might want to deal with, there
may be times when a repurchase arrangement for certain of the
instruments might be desirable.

Such difficulties suggest the need for a highly developed, well-
organized, and well-capitalized umbrella organization which would
be able to package a wide variety of asset and liability instruments
based on rural bank paper and to make these instruments marketable
on a competitive basis.

3. Board of Governors of the Federal Reserve System, Improved Fund
Availability ar Commercial Banks, Washington, D.C.,June 1975, p. 22.
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Organization

Whatever form of organization is chosen, local rural banks must
have easy access at modest cost to continuously updated market
information for all instrumentstraded. With modern telecommunica
tions, acentral office could most efficiently collect and update money
market information, package the securities, and sell or buy instru-
ments in the money markets to raise or repay funds. An intermediary
organization of thistype would enable rural banksto place acceptable
instruments in the money markets and provide financial servicesfor
their communities.

Consideration also must be given to evaluating whether the organi-
zation should be confined to operating only with banks or be ex-
panded to permit all major financial institutions to participate. With
the changes brought about with passage of the Depository Institutions
Deregulation and Monetary Control Act of 1980, strong arguments
can be developed for permitting all rural financial institutions to
participate if they so desire.

If the organization becomes as strong as envisioned, it is possible
that at times the instruments it packages could sell at more favorable
prices than many of the highty specialized instruments on the money
markets at present. From the viewpoint of efficient marketing, it
would be desirable to have one organization package and place all
types of qualified instruments on the money markets. This could be
advantageous to the public and helpful in the implementation of
monetary policy. However, permitting al financial institutions to use
such amarket would pose virtually insuperabl e difficulties because of
their diverse organizations, activities, reserves, and supervision.
Therefore, the subsequent proposals will be applied only to instru--
ments of insured commercia banks.

A Private Banking Venture

One alternative with substantial appeal is an institution organized
as aprivate venture by the banks themselves. Membership would be
available to all insured commercial banksthat agreeto help capitalize
the market and abide by specified bylaws covering such items asfees,
instruments to be traded, investments to be made, and trading rules.
The amount of capital needed and methods used in capitalizing such
an ingtitution would be of crucial importance and could vary widely
depending upon volume, and upon the kinds of operations performed
by the chartered agency.
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The fee structure developed could be aflat fee, a percentage of
dollar volume, an add-on to the interest rate, or any combination of
these. Regardless of the method used, the fees must relate to the cost
involved for each individual transaction, be adequate to pay ex-
penses, including insurance, and provide for adequate reserves and
payment of areturn on capital. Thisisadifficult package to develop,
but there is much experience with such pricing, and the difficulties
are surmountable.

Enabling legidation would be required to make such a venture
possible, since most rural banks are subject to state banking laws. Y et
for such an ingtitution to be at all effective, membership would have
to be open to al banks on a comparable basis. Federal banking
legislation, including antitrust legislation, would need to be clarified
to permit banks to purchase stock in the venture and capitalize it
adequately.

The success of such a private ventrue would depend upon securing
the initial participation of alarge number of banks located in widely
diverse regions. Thus, the basic question is: Who will provide the
leadership and the funds to bring about the necessary legidlative
changes, to organize on a'nationwide basis, and to provide for
adequate capitalization of such a venture? Small rural banks do not
have adequate resources, while large city banks may view such an
ingtitution as a competitor, particularly if current procedures are
retai ned.

Williford, in discussing agricultural credit corporations, suggests,
" There has been no evident real interest on the part of either large
banks or government regulators in backing such an organization.
Therefore, any initiative in the development of an intermediary
structure must beforthcoming from groupsof rural bankson a private
commercial basis. To date, there have been no successful ventures
such as this organized.’’* Williford views the intermediary structure
asagroup of regional banks, Such astructure would be inadequate to
provide needed services. Again, emphasis must be placed on the need
for anationwide organization of rural banksif the market isto provide
for adequate diversity, size of market, efficiency, and flow of infor-
mation. Also, Agricultural Credit Corporations provide for agricul-

4. George H. Williford II1, Agricuitural Credit Corporations and Alternative
Funds Sources: Potential for Rural Commercial Bunks, Thesis, Stonier Graduate
School of Banking, June 1980, pp. 67-68.
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tural credits only, and what is needed is a broad-based market for
asset and liability itemsof rural banks. Theagricultural sector already
is much better provided with broad-based financial services than is
the non-agricultural rural sectbr. Since legislative changes would be
required, it is highly improbable that a consortium of regional,
less-well-known rural banks can provide the necessary impetus to
establish such an organization. In al instances where comparable
organizations have been established, the impetus has come from
Congress.

Since banks already have an adequacy of regulatory agencies and
unification isessential, the most logical solution to the problem isfor
Congress to pass enabling legisation permitting existing regulatory
agencies to reorganize and carry out the necessary additional func-
tions.

A Governmentally Sponsored Agency

Virtualy all financial institutions are operated under government
charters. Banks must be chartered either by the federal government
(Comptroller of the Currency) or by a state government (usualy a
banking commission). Since governments grant the charters, they
expect banks to provide appropriate financial services to the com-
munities in which they arelocated. Historically, many rural banksin
capital-deficit areas that are subject to loan limit regulatory restric-
tions have not always adequately served their communities. The
result has been creation of specialized credit agencies which, as
pointed out previously, are permitted freedoms not available to rural
banks.

Because of the unique problems facing rural banks, strong argu-
ments prevail for governmental sponsorship of an agency that would
encourage increased mobility in the flow of funds through the com-
petitive marketing of bank asset and liability items. Historically,
Congress in organizing specialized credit agencies has permitted
them considerable flexibility in packaging and marketing issues for
the purpose df raising funds in the national money markets. Further-
more, they have been granted substantial freedom in deciding how to
best resolve such difficulties as loan limits. Banks need similar
flexibility.

Since Congress is responsible for implementing monetary policy
and nationwide uniformity is needed if good money market instru-
ments based on bank liability and asset items are to be developed,
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government sponsorship is recommended. This could best be
achieved by extending the powers of the Federal Deposit Insurance
Corporation and the Federal Reserve System (perhaps even combin-
ing them) and permitting them to organize and take on the task of
making rural bank paper more marketable, as well as providing other
assistance to banks in rural communities in solving their loan limit
problems. Both the FDIC and the Federal Reserve are well qualified
and organized for conducting this type of activity. FDIC has experi-
encein insuring deposits and eval uating both asset and liability items
of commercial banksinitseffortsto seethat banksare safely operated
and their depositors protected. Their experience is ideal for dealing
with banks in developing insurancefor other bank liability and asset
items. The Federal Reserve now deals with banks on monetary
matters and with money market instruments. Cooperatively, the two
agencies could establish rules for creating instruments that the FDIC
could insure, and the Federal Reserve System could provide infor-
mation to the banks, package the instruments, and market them.

Circumstantial evidence suggests that the wide variety of financial
agencies, operating under different rules and regulatory authorities
and with different restrictions, are not conducive to the equitable
alocation of capita to its most productive needs. This may partialy
explain the slowdown in the rate of growth in productivity, an
important issue if the United States isto combat inflation and remain
competitive both domestically and internationally. More mobile fi-
nancial markets would do much to rectify present inequities and
encourage allocation of capital to its most productive uses.

Both Congress and the administration recognize that a liberaliza-
tion of banking rules is necessary in the modern world. The main
thrust of a White House study released this summer *"is that
technological changes — such as the availability of machines that
offer a range of electronic banking services — and the growing
competition from financial institutions other than banks are incon-
sistent with laws that now limit banking operations.’’*

As was pointed out at the beginning of this article, technology has
long been able to resolve rural banking's dilemmaand social institu-
tions that restrict use of modern technology are responsible for many
of banking's problems. The White House study "* proposes liberali-
zation of the Douglas Act of 1956, which prohibits a bank holding

5. The Kansas Gty Times, Friday, July 11, 1980, p. D7.
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company from acquiring an out-of-state bank unless specifically
authorized by thelegidature of that state.’”¢ Many other controversial
issues pertaining to banking structure also areraised. Sincethereis no
evidence suggesting that changing bank structure isof significancein
solving rural bank problems, asystem needs to be devised that would
permit market forces more freedom in solving rural finance problems
and enable rural banksto become more viablefinancial institutions in
their communities. An intermediary structure as is being proposed
would be helpful in attaining the proposed objectives.

Capitalization

Adequate initial capitalization would be needed to provide for
organization expenses, physical facilities, personnel, supervision,
and operating expenses while the intermediary structure is being
established, and to protect.against loss while reserve funds are being
built up. Although a substantial sum would berequired, the historical
experience of the organizations now providing comparable services
(Farm Credit System, Federal Deposit Insurance Corporation, Fed-
eral Home Loan Banks, and Corporate Central Credit Unions) has
been excellent. These organizations have been able to cover losses
and build up sizable reserves in addition to repaying government
capital injected when the institutions were organized. Creation of the
proposed organization should be easier than was organizing and
starting these institutions.

More information and experience also is available for devel oping
an operating procedure and rate structure than was available to the
ingtitutions just mentioned. Furthermore, it would beto the interest of
both the Federal Reserve System and FDIC to have an effective
market for rural bank instruments and to be involved in such an
activity. The System, in addition to keeping well informed on a
diversegroup of money market instruments, would be ableto provide
useful services to rural banks. It is well known that there was little
direct incentive for rural banks to belong to the Federa Reserve
System prior to passage of the Depository Institutions Deregulation
and Monetary Control Act of 1980. With passage of the Act, thereis
virtually none.

Since the Federal Reserve has little else to offer member banks
under present law that is not available to nonbank financial institu-

6. Ibid.
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tions, why not permit member banks to use the value of their stock
investment in the Federal Reserve as their capitaization for the
proposed market? Nonmember rural banks could subscribe in pro-
portional amounts to become members. All participating banks
would help elect the directors of the Federal Reserve Banks. Permis-
sive legidation would need to be passed providing that the $1.2
billion of paid-in capital stock now held by member banks in the
Federal Reserve System, plus $1.1 billion in surplus, be used for
initial capitalization of the new intermediary organization. This
amount, plus that added by nonmember banks (if all joined), could
provide up to approximately $2.8 hillion for initial capitalization.

The FDIC had approximately $9.8 billion of reserves for insuring
commercial bank deposits as of the beginning of thisyear. Thisisan
adequate reserve to provide safety for deposit-type instruments of
commercia banks, even if the $100,000 limitation were increased or
removed. Additional reserves would be needed to insure the safety of
the asset-type instruments. The $2.3 billion of Federal Reserve Sys-
tem capitalization, plus the $0.5 billion potentially available from
nonmembers, would provide a substantial amount for such needs if
enabling legidation so permitted. This, plusan adequatefee structure
(e.g., 0.4 per cent to be added to reserves or paper backed by a
well-diversified portfolio of prime bank notes), should permit the
market to cover costs and build up adequate reserves as the market
expands. Such a procedure would permit significant capitalization
during the developmental stage and, with a proper fee structure,
permit capitalization to grow with expansion of the market. Further-
more, with each issuing bank being at least indirectly responsiblefor
the original paper used for backing such instruments, losses from
guaranteeing should be minimal.

The value of al stock in the intermediary organization would be
included as part of the capital of each subscribing bank and used in
computing the bank's loan limit. Aseach bank increased its use of the
market beyond a certain ratio, it would be required to buy additional
stock. For example, if abank initially had $10,000 of stock and this
provided for $1,000,000 of outstanding activity, as its outstanding
activity exceeded $1,000,000, the bank would be required to pur-
chase additional stock at, say, | per cent for all excess activity.

Unlimited dividend payments would be permitted from earnings
ontheintermediary's activitiesafter adequate provision was made for
reserves. Each individual bank would be allowed to withdraw such
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dividends in cash or apply them toward increasing the individual
bank's capita in the intermediary organization.

Instruments to be Handled

If local depositsdo not provide adequatefunds to meet community
needs, outside sources of funds must be sought. However, risk
exposure increases when arural bank seeks such sources of fundsfor
making additional loans. If the risk becomes too high, the adequacy
of the bank's capital must be reevaluated. If abank's risks become too
high in relation to its capital, al of the risks that are supposed to be
controlled by loan limit requirements merely emerge somewhere
else.

Gable points out that there are four qualities that any rural bank
asset or liability must possess before it can be marketed on aregional
or national basis." He lists these as convenience, continuity, safety,
and liquidity, which are the same qualities stressed previously. Re-
gardlessof whether the rural bank wishesto raisefundsby the saleof,
or by borrowing on, assets, or through use of liabilities, these four
qualities are crucial.

For rural banks in capital deficit areas, one source of nondeposit
funds is sale of bank assets. The primary assets of a bank are fixed
assets, U.S. government securities, municipal issues, and loans,
since these are the basic assets held by rural banks.

Selling a bank's fixed assets has limited potential as a source for
raising funds, while relatively good markets already prevail for U.S.
government securities and municipal issues. Thus, loans remain the
basic asset available in large quantities if an adequate system can be
developed for marketing them. Many rural banks already market
mortgage loans successfully. In these cases the selling bank usually
continues to service the mortgages. If mortgages are sold relatively
soon after they are made, the bank's liquidity problem is minimized.
If mortgages are packaged and sold after being held for some time,
especialy when interest rates are escalating, the bank isfaced with a
capital loss.

In some instances, rural banks have successfully sold blocks of
consumer installment paper to institutional investors. However, as
Gable pointsout: ** Thistype of loan isdeficient inall of the necessary

7. Board of Governors of the Federal Reserve System, Improved Fund
Availability at Rural Banks, p. 24.



180 Raymond J. Doll

characteristics, and to obtain a continuing market, sellers must pro-
vide high-quality paper, aswell asahigher rateof return, to compen-
sate for the lesser degree of liquidity and convenience.”’® Mar-
ketability of thistype of paper could be improved substantially if the
packages were screened and insured by an organized market, diver-
sified by including paper from anumber of different banks, and made
more liquid by substantially improving the market.

Since rural banks in capital-deficit areas have been short on funds
tolend, it is not unusual to find such banks with more than two-thirds
of their total assets in short-term loans. The most logical place to
obtain additional nondeposit sources of funds is through creating
marketable instruments based on such loans. An intermediary or-
ganization of the type proposed would enable such a market to be
developed. TheFarm Credit System has had good experiencein using
this technique for raising funds in the money markets on farm loans
made by its agencies. They had been able to pay off al of the
government capital that was injected and build up a surplus of $1.6
billion in addition to the capital stock investment of $2.6 billion as of
January 1, 1979. With the supervision to which rural banks are
subject, and with their generally careful management, use of similar
techniques should be equally successful.

If rural bank noteswith standard maturities and diversification with
respect to number of banks, purpose of loan, and security can be
packaged into large instruments, the issues can be guaranteed or
insured a minimum cost. Adequate supervision to insure that only
high-quality paper is marketed, along with favorable experience over
aperiod of years, would establish the reputation of such instruments
and make them highly marketable. Historical experience suggests
that such paper could be guaranteed at a cost of between one-fourth
and one-half of a percentage point added on to the interest rate.
Money market instruments based on such paper and guaranteed by
the FDIC would be expected to sell at, or below, the commercial
paper rate. Thus, it seems reasonable to assume that such funds could
be obtained and insured for rates comparable to those for short-term
agency paper. With rates the commercial banks charge for non-real
estate farm and other loans, the spread should be sufficient to alow,
payment of the operating costs for obtaining the funds, to provide a
servicing fee for the rural bank, and to provide much more adequate

8. Ibid, p. 25
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financing for the nation's hinterlands. Furthermore, it will enable
commercial banks to remain viable financia institutions in many
capital-deficit rural areas.

The most common liability items used by commercial banks to
obtain funds are certificates of deposit, Federal funds, and bankers
acceptances. As Sloan points out: *"Funds acquired by issuing
liabilities would not be restricted to any particular use, but rather
could be employed by the issuing banks in all of their loan and
investment activities. In addition, liability instruments could be tail-
ored in size and maturity to fit the needs of the investor as well asthe
bank, thus enhancing their marketability.’’® Although all of these
techniques are available now to rural banks, their use could be
enhanced substantially by the availability of a good market for in-
struments issued by rural banks which are not well known in the
money markets. Small rural banks frequently pay a substantial rate
premium on CD funds compared with large banks. Accessto com-
petitive money markets would minimize this spread and make funds
more readily availableto capital deficit rural communities. Virtually
the same arguments hold for use of Federal funds and bankers
acceptances.

An example of how an organization of the type proposed could be
helpful under prevailing conditions can beillustrated with the use of
CD’s. Sincethe FDIC insures CD's up to $100,000, the organization
could obtain funds competitively from the money markets in large
units and unpackage them in units of $100,000 or less per bank. If a
small bank needed $500,000, the funds could be provided from 5
different sources and the full $500,000 insured. Thus, funds could be
provided at competitive rates despite the fact that the rural bank is
unknown in the money markets. Obviously, the rural bank would
need to demonstrate that it has an adequate capital structure and the
capability for making good investments before such funds would be
made available.

In summarizing, there are relatively good markets available today
for many of the instruments used by the larger money center banks.
However, a well-organized and-capitalized market such as that just
proposed would improve the marketability of all bank paper, in-
cluding some of the better instruments now being satisfactorily mar-
keted by large money center banks. Such a market also would make

9. Ibid, p. 33.
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the commercial banking system, through which this nation imple-
ments its monetary policy, a more viable competitor in many rural
communities.

The Loan Limit Problem

Although loan limits pose particularly difficult problemsfor most
small rural banks, there are good reasons for having such limits.
Good loans occasionally become ‘classified and, in some instances,
uncollectable. Therefore, a bank should not be permitted to make a
loan of such size that, if uncollectable, the capital structure of the
bank would be impaired. Despite prevailing loan limit regulations,
some banks still have capital impairment difficulties because of
violationsof theregulation or poor management. A market of thetype
proposed could be helpful in solving such problems. Furthermore,
such a market should be permitted to put together a package that
would enable a number of small rural banks each to assume a certain
proportion of aloan request that istoo largefor oneor asmall number
of the rural banksto make.

The problem immediately arisesasto how thequalitiesof conveni-
ence, continuity, safety, and liquidity can be assured so as to make
this type of loan feasible through an intermediary market. A special
difficulty exists because the safety provided by having a widely
diversified package of notesfrom a varigated group of banks would
not prevail. Would enough small rural banks be willing to take a
portion of such aloan and bear therisk of it becoming classified and
perhaps uncollectible? Would alarge city bank be interested in taking
such an overline at competitive rates? Obviously, it would depend
upon how well such loans are made and supervised and how well this
information is known in the markets.

If theloan is made to an established, well-managed local company
with good security, and if thisinformation is known in the markets,
funds will be available at competitive rates. If the loan is question-
able, depository institutional financing should not be provided. It is
essential that large loans to an individual or firm be carefully evalu-
ated, supervised, and secured if the funds are to be raised competi-
tively.

Thus, it would be essential for any market handling such paper to
have a competent staff to work with rural banks in making and
supervising large overline loans needed in arural community. In this
connection, it isinteresting to point out that the Farm Credit Admin-



A New Market to Provide Loanable Fundsto Rural Banks 183

istration, when confronted with the problem of loan limits, estab-
lished its own regulations pertaining to such limits for al of its
offices. The Farm Credit System has had a number of years of
favorable experience in dealing with the overline loan problem with
farm and ranch loans. With proper organization and a competent
staff, an organization such as is being proposed should provide for
better overline loan service for the banking system than prevails
under current conditions.

Although recent data are not available, **Melichar and Doll re-
ported that the 855 member banks with 50 per cent or more of their
portfolio in farm loans in 1966 received farm loan participations
egual on average to only 22 per cent of the balances they maintained
with correspondent banks.’’'°

Hopefully, thesituation hasimproved substantially since 1966, but
evidence suggests that the banking system still finds it difficult to
provide net financing to capital-deficit rural banks. Compensating
balances and loan limit problems are largely responsible. Substituting
afee schedule for some correspondent banking services, providing
competitive rates through improved markets for rural bank instru-
ments, and providing a competent staff to assist in handling large
overline loans made by rural banks could be advantageous to both
rural and city banks in providing better financial services to the
nation's economy.

For example, an intermediary market could provide several alter-
nativesfor financing overline requests by arural bank without having
to maintain a large correspondent balance. In addition to efforts to
market the overlines to city banks as an investment, they could be
split among adiverse group of rural banks that happen to have excess
funds.

Williford, in speaking about participations of rural banks in his
proposed agricultural credit corporations, suggests, ** The loans can
be originated by theindividual banks and participated to the corpora-
tion. The banks, on the other hand, could accept applications to be
submitted to the loan corporation, with theloans made directly by the
ACC. Whichever method is utilized, a portion of each loan should be
retained by the individual banks. If each bank keeps approximately
25 per cent of each loan submitted, it will preservetheir interest in the
credits, which should maintain thequality of theloans handled by the

10. Ibid, p. 12.
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corporation.””!'' Use of a comparable procedure for overline loans
handled by the intermediary market should prove quite helpful in
improving fund flows in the nation and making rural banks more
viable financia institutions.

Potential Criticisms and Responses

Obviously, proposals of the magnitude suggested will becriticized
by antagonists. The criticisms are likely to range from legitimate
concerns relating to impact of the proposals on banking to those
simply arguing for maintaining the status quo. In this section, some of
the obvious concerns will be pointed out and discussed.

A magjor concern that needs to be acknowledged is the impact such
an intermediary market would have on the dual banking system.
Would it tend toforce virtually al banks to become subject to Federal
regulation?Instead of destroyingthedua banking system, the objec-
tive is to strengthen rural banks, which are predominantly state
banks.

Thereal attack on thedual banking system in recent years hascome
from creation of specialized nonbank fianancial institutions because
the banking system did not provide adeguate financial services.
Furthermore, Congress hasresponsibility for monetary policy and the
nation's financial system under Article 1, Section 8 of the Constitu-
tion. It must have considerable control over banksif it isto carry out
this responsibility. Congress, aimost from its inception, determined
that implementing monetary policy was acomplex, full-time job and
delegated this responsibility. Currently, the basic delegation isto the
Federa Reserve System. However, the Comptroller, FDIC, and
othersareinvolved. Although the various state banking commissions
and specialized credit agencies are deeply concerned about monetary
policy implementation, it is Congress that has the ultimate responsi-
bility. It did not destroy the dual banking system when it created the
Federal Reserve and FDIC, or when it passed laws pertaining to the
Comptroller of the currency. The proposed market would not create a
new agency and would not have to weaken the prevailing system.
Instead, it isdesigned to strengthen the banking system and improve
financial services generally.

Some member banks will ask why their funds, invested in capital

11. Williford, Agricultural Credit Corporations and Alternative Fund Sources,
p. 80.
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stock in the Federal Reserve System, should be used to finance a
competing intermediary market. The market is designed to improve
the viability of the banking system generally. An important require-
ment of monetary policy is that funds flow competitively to all
regions of the nation and all sectors of the economy. If they do not,
experience indicates that specialized agencies will be created to
improve mobility. Since all subscribing banks would be permitted to
buy and sell approved instruments in the market, the competitiveflow,
of funds would be enhanced. This would strengthen the banking
system, not weaken it, and both money center and rural banks would
benefit.

Some individuals in the Federal Reserve System and FDIC are
likely to object to their organizations taking on the additional func-
tions proposed in this paper. One source of concern will be the use of
present funds to provide the initial capital for the proposed market. It
can be argued that this would dilute capitalization of the two organi-
zations, since much more activity'would be backed without adding
new capital. Theargumentisvalid, but it should be pointed out that as
the new activities expand, fees would provide additional capital.
Reserves would also be expanded as activity increases. Hopefully,
good management and a realistic fee structure would enable the
market to cover costs and build up reserves. As has been pointed out,
the experienceof comparable agencies created by Congress has been
good. With the experience of the Federal Reserve and FDIC, the
additional increased risk exposure should be minimal.

A number of individuals, including some rural bankers, contend
that a market of the type proposed would cause rural interest rates to
be higher than under the present system. The argument is valid only
for some individuals, and then only part of the time. Historically,
interest rates in many rural areas have been highly inflexible, result-
ing in relatively low rates at some times and relatively high rates at
other times. During the episode of high interest rates early this year,
special provision was made to provide for lower rates for farmers.

A number of rural bankers indicated they were able to get farm
overline loans with their city correspondents at below prime because
they carried good compensating balances. Other rural bankers indi-
cated they were taking overlines to the local PCA, where rates were
more favorable than with their city correspondent. Such comments
imply that farmers were getting better than competitive rates, but at
least four: observations must be made: (1) This was the same period
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that many farmers were complaining about being unable to obtain
credit to plant their crops, (2) There have been more times during the
past decade when farm loan rates were substantially above prime
rates than when they were below, (3) With the historical inflexibility
of rates, PCA’s and a number of rural banks held rates below market
rates by operating on reserves, on the accurate assumption that the
abnormal levels would be short lived, and (4) Low rates based on
large compensating balances are a subterfuge. Although one could
devote acomplete text to this topic, good competitive markets would
minimize the abnormal swings in rates, cause better allocation of
credit, and, on average, lower rather than raise interest rates. Only
those few who actually might have been receiving subsidized rates for
some reason would end up paying higher rates.

Summary and Conclusion

Rural banks havedifficultiesin providing financial servicesto their
communities that are not confronted by their contemporaries. This
has had an impact on theflow of financial services geographically and
has created problems for both individuals and commercial banks in
capital-deficit rural areas. Since basic monetary policy is im-
plemented through the capita markets, it is necessary that these
markets be highly competitiveand alow fundstoflow freely to where
they are needed.

Historically, the banking system has not always functioned effec-
tively in achieving a high degree of mobility in theflow of funds. For
example, Congress passed legidation creating and developing the
Farm Credit System to improve the flow of credit to rural areas. The
Farm Credit Service has done an excellent job of improving the
competitive flow of funds to agriculture. The same objectives could
have been achieved through the banking system had it not been
inhibited by institutional rigidity and, in some instances, by bank
management. The major weakness currently is that rural banks in
capital-deficit areas continue to be inhibited from performing their
job by ingtitutional barriers, and existing provisions for bringing
capital into these areas for nonagricultural purposes remain woefully
deficient. With rural areas now growing more rapidly then metro-
politan areas, effort must be devoted to improving mobility in capital
flows if many rural banks are to properly servicetheir communities.

The problem has been studied for several decades, but to date most
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efforts at solving the difficulty have taken the direction of creating
nonbank financial institutions to enhance theflow of fundsto certain
regions and sectorsof the economy. This makes it moredifficult for
banks to effectively compete, since the nonbank agencies operate
with different rules and regulations, under different authorities, and
with different organizational and procedural requirements. The result
is that commercial banks, the major financial institutions through
which monetary policy isimplemented, find it increasingly difficult
to provide adequate financial services to their constituents.

The problem is urgent. Yet neither the banking system nor the
regulatory authorities have been able to resolve the difficulty under
the present institutional environment. What is needed is enabling
legislation which will permit prevailing bank regulatory agencies to
provide services for subscribing banks that will result in improved
competitive financial services for al facets of the economy. It is
believed that an intermediary market of the type proposed will pro-
vide banks with the necessary flexibility for better serving the econ-
omy.






Commentary

Walter W. Minger

Mr. Doall has titled his presentation "* A New Market to Provide
Loanable Funds to Rural Banks."" | believe this is the constituency
that would have the greatest interest in the subject, athough it will
probably be both urban and rural small banks, and possibly even
banks of regional size, that will be interested in alternative sources of
loanable funds.

The nature of the economic activities, or at least the way in which
these activities are organized in the non-urban areas, is changing.
Banking, and indeed all financial aspects, must of necessity change
also. Rural banks have been trying to do business in a 20th and soon
21t century environment with late 19th century tools and products.
Hence, it is particularly aproposthat we consider Mr. Doll's presen-
tation as a possible method to help rural banking fit into the new
financial environment.

There is another aspect of the rural environment that will cause
rural banksalmost as much concern as hasthe problem of an adequate
money supply. Thetitle of Mr. Doll's paper gives aclue to this other
aspect.

In years past, most rural banks have been involved in the principal
business of their customers, production agriculture. Seasonal credit
requirements were reflected in the swings in loan outstandings and in
the loan-deposit ratios throughout the farm year. Farmer balance
sheets did not (and do not now) exhibit very high leverage. Thingsin
the rural areas are beginning to change, and the rate of change is
accelerating: (1) Thereisamove from thecity back tothe country. (2)
The non-urban inhabitants are viewed as untapped or only modestly
exploited sources of deposit funds. (3) Rural areas are viewed as
desirable locations for industry. (4) There is a growing tendency by
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farmers to integrate forward into the processing and marketing as-
pects of thefood system. (5)Increasing amounts of purchased inputs
required in the food system, particularly in the production phase, are
resulting in farmers integrating horizontally into the input supply
sectors of production agriculture. (6) In some areas, multinationals
and large corporate interests are entering the supply, processing,
marketing, and service aspects of the food system. (7) The growing
urbanization of the countryside adds yet another dimension.

The rural banker's world is no longer simple and uncomplicated,
no longer peopled by lifetime friends and acquaintances. The rural
banker isnow beset by all kinds of people and organizationsthat seem
to be greedy, avaricious, aggressive, too profit-oriented. All seem to
be less constrained by custom or legalities in pursuing their various
objectives, al of whichall seem tofocus on taking away ashare of the
rural banker's business.

While an over-simplified observation, it is nonetheless true that the
simple 90-day farm noteis no longer adequateto meet the needs of the
people coming in the front door of the rural banks. In some markets,
things are so competitive the bankers are obliged to bring their
products and services out to the customers homesor businesses. And
in afew test areas, banking businessis conducted by wire, with no
face-to-face contact at al between banker and customer. People want
home loans, farm real estate loans, consumer credit to purchase
$10,000-15,000 cars and $1,000 refrigerators, large advancesto send
the youngsters to college, short- and long-term business loans, in-
ventory financing, investment loans, loans to acquire another entity
or to buy out a partner, production credit to farm and seasonal credit
to run a business. Companies want unsecured loans predicted on
balance sheet ratios and corporate performance, plus al the services
such as loan accounting, payroll, money market investments, trusts,
etc.

Nooneistruly isolated any more. Thereadership of the Wall Street
Journal and the various investment letters issued by fund managers
and brokerage houses is probably higher on a per capita basis in the
rural areasthan in thecities. People have a much better awareness of
what their money isworth. And there are more peoplearound who are
going after the rura inhabitants money. The need for capita is
growing at a pace that some predict will result in the supply of money
falling short of need at some point in the future. These increasing
capital needs are worldwide in scope. Users of funds in one industry
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in one geographic region are competing with usersof fundsin another
industry and another area. The pool of money is being tapped by
many. Each oneof ushasastraw inthesoda. The pool, asthesoda, is
finite in quantity. The question | must answer then is, **Does Mr.
Doll's recommendation meet the needs of the rural banker for loan-
able funds?**

A defect in his proposal isthat the notesor other evidences of loans
underlying and collateralizing the securities sold to the investing
public lack commonality. T o the best of my knowledge, al securities
offered in the market today are supported by assets which have,
depending on the instrument, great similarity.

The proposal anticipates a need by arural bank for funds that will
be utilized by lending short, intermediate, and long to borrowerswho
are consumers, farmers, business people, corporations, partnerships,
public bodies, etc. Each of these borrowerswill have varying degrees
of financial strength and will report their financial conditions in
various ways and with varying levels of exactness. The underlying
security will be equipment, land, real estate, contract rights, unse-
cured notes, livestock, warehouse receipts, etc. The banks them-
selves will be diverse in character, performance, financial strength,
operations, and in the formats and documentation used in loan ad-
ministration.

It is difficult to see how the paper of banks would be readily
accepted absent the clean, uniform qualitiesbuilt into other collateral
presently supporting some of the investor-accepted instruments.

To overcome the shortcomings arising from having many
originators of loan paper (the securities that will support the issue of
the debt instrumentsto be sold to investors), Mr. Doll suggests that
the agency become the instrumentality for promoting uniformity of
procedures and documents in the banks having ownership in the
agency. This may be successfully accomplished, but | believe the
small banks will need to be under much more stress over lack of
loanable funds than they are now to willingly forgo their indepen-
dence. Yet theinvestor will shun an investment that incorporates any
problems. He's not concerned with our problems. We need to be
concerned about his needs. That's why | don't believe one type of"
investment security can be collateralized by paper evidencing loans
made for varying terms— short, intermediate, and long — and by
various types of assets, and still be a merchantable security.

Organizations similar tothe one Mr. Doll suggests may aready be
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in existence or in the process of being formed. Two organizations
werefounded prior to legislation. Thesix in-process became possible
as the result of a little noticed amendment in Section 711 of the
Depository Institutions Deregulation and Monetary Control Act
passed in 1980. Only national banks can presently take advantage of
this provision. State chartered banks and interstate bank holding
companies would appear to have greater difficulty in organizing a
like-type fund-gathering entity because of permissive legislation re-
quired in each state. In utilizing the funding capabilities of one of
these ** bankers banks,"* rura national bank stockholders may gain
some advantage over their state bank competitor, but only to the
extent that loanable funds are provided.

Cost of fundsis not the advantage built into this concept. A means
to acquire loanable funds is the mgjor reason for interest by smaller
banks.

As permitted by the Act, the CD’s that are sold are essentially
backed only by the faith and credit of the underlying stockholder
bank. There is no other collateral or security. It seems to methat one
of the requirementsany marketer of money market instruments must
meet isto bein the marketplace regularly with an adequate offering of
securities. To date, the volume sold by so-called ** bankers' banks'*
would not seem to meet thiscriteria, which | believe should be at |east
$100 million per month. Regular availability, which implies an
adequate number of sales, enough volume, and the maintenance of
secondary market, are keys to the success of a new funding and
discounting mechanism. Mr. Doll has not spoken to the need of a
secondary market, which is a necessary ingredient for a market
instrument designed for high liquidity.

If the chartered national banks can successfully organize, imple-
ment, and operate a financial instruments marketing mechanism of
the type the recent legislation would allow, or asMr. Doll proposes,
the owners and users would gain some benefits. The resulting entities
may well be highly competitive, but a dramatic increase in the
number of marketing agencies bringing the same or similar products
to market could tend to confuse the investors and limit market
acceptance of the concept. An aggressive marketing campaign to
attract investor interest to the new market's securities might well
divert funds presently invested in agency paper. In this manner, the
present level of investment in agricultural financing may not be
enhanced, but merely redistributed among alarger number of securi-
ties.
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The question of aternative investments for bank funds may be
germane to thediscussion. Mr. Doll suggests that capital now tied up
in Federal Reserve Bank stock be used to capitalize a marketing
organization under the aegis of the Fed. By allowing this means of
providing paid-in capital, the Fed would permit its stock to do double
duty.

If thisis not acceptable, then a venture privately organized among
the rural banks might be morefeasible. | would suspect that given the
opportunity to create a collateral base having several important
characteristics— (1) geographical dispersion of risk, (2) dispersion of
risk over a broad spectrum of different types of loans, (3) risk
dispersion over varying period of time, (4) some risk distributed over
different borrowers (individuals, partnerships, corporations, Sub-
Chapter S corporations, public entities, and political subdivisions) —
might permit greater use of financial leverage than has traditionally
been permitted by bank examiners. If a bank's equity contribution to
the new corporation could beleveraged 25 or 28:1, asisthe case with
large banks, or 100:1 as Mr. Doll proposes, there could be severd
benefits to the stockholder banks.

Funds invested in the new venture may have a better return on
investment than any other investment a bank can make. With high
leverage there is less demand on the cash flow of the marketing
venture for dividends on invested capital. Of course, with high
leverage goes the parallel needs for skillful management of assets and
liabilities, building and maintaining adequate loan'loss reserves,
providing default insurance, and the like, so that the most significant
aspect of the cost of doing business, the interest expense on securities
purchased by investors, can be easily covered by interest earned on
loans.

It seems to be that rural banks will continue to be more heavily
involved in agricultural credit than any other type of loan. It is
absolutely imperative that any financial marketing organization set
up by banks have sufficient leverage so that the major drain on cash
generated from operations goes to pay interest to investors while a
minimal amount goes to dividends.

| hope Mr. Doll's recommendations will serve as a catalyst for
further discussion and research. What is proposed isquitecomplex. It
encompasses an organization that will (1) Offer securities to the
investor market of aquality that may result in interest rates possibly
only afew basis points above those enjoyed by government securi-
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ties, (2) Maintain a pool of assets comprising the debt instruments of
the various kinds of customers the investing banks have loaned
money to, (3) Serve asthedistribution point to allocate fundsfrom the
pool of investor-provided money as the shareholder banks apply, (4)
Supervise the credit criteria, standards, documentation, extent, and
quality of financial exhibits that shareholder bank staff must utilize if
thefunding sourcesareto be made availableto the sharehol der banks,
(5) Contral the creation and growth of sizeable reserve accounts and
bill and collect the fees assessed to shareholder banks, provide a
means to distribute participations in over-limit credits made by share-
holder banks, and referee the settlement of defaulted loans, and (6)
Roll over the securities issues as they mature, pay principal and
interest to investors, and maintain asecondary market for theinvestor
securities.

| suggest that the proposal is too complex to have bankers, the
Federal Reserve System, Congress, investors, the Comptroller, the
FDIC, and other friendly and unfriendly competitors either endorse
or not actively oppose the creation of an institution— asizeable new
money market force— that does very much more than provide for
discounting privileges or loan funds. Yet getting into bank supervi-
sion and over-limit loan participations, and permitting funding ac-
tivities in which the equity or capital supporting the lending function
is much more highly leveraged thanistraditional, as well asimposing
uniform operating standards and procedures, are probably necessary
if the new market is to float an acceptable investment instrument.

Mr. Doll has proposed anew an idea that has attractivefeatures and
would serve the funding requirements of a great many rural bankers.
The good aspects outweigh the defects. But the shortcomings are not
the real inhibitor in getting things such as this proposal underway.
Both the Federal Reserve System and the Congress of the United
States have proven to be more adversaries than supporters of com-
mercial banking and of the efforts the industry has made to resolve
serious problems in the farm credit field.



New Opportunities in Liquidity
M anagement

Donald C. Miller

The assigned purpose of this paper isto explore new opportunities
inliquidity management. The term is understood to mean a profitable
mix of asset and liability management in the demanding new
economic environment that is developing. My own preference isfor
the term ** balance-sheet management’* as a more accurate and con-
cise way to describe the process.

Toestablish akind of controlling context for thisdiscussion, | first
will review someof the circumstances surrounding the passage of the
Depository Institutions Deregulation and Monetary Control Act, its
meaning for financial institutions, and especialy its effects on liabil-
ity management. The latter two portions of the paper will deal first
with broader funds management techniques of large banks and then
with funds-management challenges and opportunities for smaller
agricultural and community banks.

During the past three decades, funds management at large com-
mercial banks has been characterized by three basic approaches. In
the 1950s the focus was on the asset side of the balance sheet. It
shifted to the liability side in the 1960s and early 1970s, and in the
second half of the 1970s the two methods were integrated.

Although some of the important methods and techniques that may
be employed by large banks will not work for banks whose resources
are more limited, there obviously are useful paralels that apply here.
This suggests at the outset that one of the strongest assets a smaller
bank can develop to guide it through the coming yearsis a flexible
management attitude. The scene can be set quickly with a brief
summary of three key aspects of the current banking environment.

Frst, the banking industry islosing its strong position as afinan-
cia intermediary. There are several powerful factors behind this
development, all related to inflation.
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Inflation and the consequent volatility of interest rates that we will
continueto experience are hurting the ability of banksto achievewhat
have been traditional funding profits. The staple policy of lending
long and borrowing short has been made obsolete by the negatively
doped yield curve. Traditional approaches to asset and liability
management must be changed, as | shall discuss later. Also, it is
difficult to remedy this problem by switching customers over to
floating-rate loans when the borrower evaluates the effects of infla-
tion in much the same terms as the lender, so many problems of how
to handle the demand for long-term, fixed-rate loans remain unre-
solved.

Second, banks of al sizes are losing their quasi-monopoly posi-
tions in the financial services industry — positions they had held
because of geographical location. Merrill Lynch is moving strongly
into the competitive picture with its diverse array of financial ser-
vices. Mgor banks are issuing credit cards nationwide, and most
large banks are opening Edge Act officesand loan production offices
all over the country. Foreign banks are entering major cities like
Chicago and New Y ork and those in California en masse. Sears soon
will be issuing its own notes to your customers.

Third, the long-standing web of regulation is coming unraveled,
leading to the blurring of traditional distinctions not only among types
of deposits but among financial institutions themselves. The major
groundbreaking development in this respect has been the Depository
Institutions Deregulation and Monetary Control Act of 1980, which
mandates the orderly phaseout of Regulation Q and makes other
changes in the regulatory structure that will affect the balance-sheet
management policies of banks.

All of these developments have their root causes in the onset and
continuing pressure of inflation, which has begun to change policies
and institutions. Asthe psychology of inflation becomes morefixed,
the changes catalogued here will become more rapid.

The Advent of Deregulation and Its Effects

Escalating inflation in recent years, with the resulting rise in
interest rates and the growing uncertainty about the course of
economic activity, had increased pressure on Congress to pass the
Deregulation Act. The gap between Regulation Q rates and market
interest rates widened rapidly as market rates rose to record levels in
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1979 and continued to trend upward through thefirst quarter of 1980.
During thistime, stop-gap measures in the form of newly authorized
liability instruments were introduced. The six-month money market
certificate created in 1978 with a $10,000 minimum deposit was
designed to prevent financial institution deposits from moving di-
rectly into the money market, and the 2%-year certificate was added
in January 1980 for the same purpose.

These measures failed to help small savers, who could not meet
minimum deposit requirements, and they failed to prevent nonregu-
lated institutions from attracting these and other deposits from banks
and thrifts. In 1979, money market mutual funds almost doubled in
sizeto approximately $60 billion, and currently they have around $80
billion in outstandings. These funds offer money market rates of
interest while providing more liquidity than recently authorized in-
struments designed to compete with these funds.

Rising interest rates and accelerating inflation also increased the
flight of commercial banks from the Federal Reserve System.
Noninterest-bearing reserves held at the Fed became increasingly
costly as market rates pushed higher and higher. As more banks left
the Federal Reserve System, it had fewer and fewer reserves under its
direct control, and it argued that as a result monetary policy was
becoming more difficult to implement effectively. Also hindering
monetary policy wasthegrowing volumeof NOW accounts and other
transactions accounts at nonbank institutions. These events added to
other pressureson the Federal regulators and on Congressto bring the
rules into better conformity with current market forces.

This increasingly volatile and uncertain climate was generating
new methods for survival in the commercial banking sector. Major
examples include the rapid expansion of variable or floating-rate
loans and widening use of the futures market to hedge interest rate
risk. But liability management, particularly for non-money center
banks, continued to be a major problem because of Regulation Q
ceilings.,Even where small banks were able to maintain their deposit
base, Regulation Q severely restricted their ability to coordinate the
structure of assets and liabilities by adjusting rates and maturities of
instruments to make them marketable.

These distortions in the financial system had a major influenceon
the omnibus Deregulation Act that became law in March of thisyear.
The rules that it changed or eliminated have both direct and indirect
implications for liability management. The phaseout of Regulation Q
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has major significance, while imposition of uniform reserve require-
ments, authorization of nationwide NOW accounts, and pricing of
Federal Reserve services have an important, but less direct impact.

TitleII of the Act extends the authority to impose rate ceilings for
six years, while establishing specific standards for adjusting these
ceilings to market rates of interest. During the six-year transition
period, an interagency committee will oversee the elimination of
Regulation Q. This Depository Institutions Deregulation Committee
is composed of the Secretary of the Treasury, the chairman of the
Board of Governors of the Federal Reserve, the chairman of the
Federal Deposit Insurance Corporation, the chairman of the Federal
Home Loan Bank Board, and the chairman of the Nationa Credit
Union Administration Board, all as voting members, and the Com-
ptroller of the Currency as a nonvoting member.

The Act directs the committee to provide for the orderly phaseout
and ultimate elimination of Regulation Q as rapidly as economic
conditions allow. But asof March 31, 1986, all deposit interest-rate
ceilings will end, and the DIDC will be abolished. In the interim the
committee has considerable latitude in determining how rapidly the
phaseout will occur, but it cannot establish rate ceilings that exceed
market rates. Specific increases are not established in the Act, but the
committee must meet periodically to vote on whether to establish
specified minimum increases of Regulation Q limits.

Therefore, on the basis of the guidelines set out in the Act, we
should expect at minimum a ' per cent increase in Regulation Q
limits in September 1981 and minimum % per cent increases at the
end of March of 1983, 1984, 1985, and 1986 on all categories of
deposits. But the committee could make these rate changes larger or
smaller according to economic conditions.

It also should be kept in mind, while factoring these interest-rate
changes into liability management planning, that the committee has
additional powers that allow it to completely eliminate restrictions
that apply to a particular category of accounts and to create new
categories of accounts not subject to limitations or with current
market rates as limits. For example, the committee could remove the
180-day maturity restriction from the money market certificates of
deposit but maintain the $10,000 minimum deposit. Or it could
remove completely interest-rate restrictions on the 2%-year certifi-
cates. Therefore, we should expect that the actions of the committee
will result in moreflexibility for liability management asthe phaseout
progresses.
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The committee already has used its authority to alter the ceiling
rates payable on both six-month and 2%-year floating rate deposits
whose ceiling rates have been tied to interest rates on Treasury
securities with comparable maturities. These actions set higher ceil-
ingsfor these deposits by changing their relationship to the yields on
Treasury securities and established minimum ceilings for each. The
committee also has decided to eliminate finder's fees and raise the
maximum, value of premiums banks can offer for deposits, while
restricting the methods banks can use to compute premium costs.

Other changes legidated in the Deregulation Act will have an
effect on liability management but will not be under the supervision
of the committee. For commercial banks and other depository in-
stitutions, the cost of deposits will change because the Federa Re-
serve System will phase in universal reserve requirements over an
eight-year period. The Act requires that the System also open up its
services to al depository institutions and explicitly price each ser-
vice. In addition, all regulated financia institutions will have the
authority to offer NOW accounts beginning in 1981.

Both reserve-requirement coverage and percentages will change
under the Act. A 3 per cent reserve against transaction accounts
totaling$25 million or lessand 12 per cent for all transaction accounts
over $25 million are the initial requirements. Nonpersonal time
deposits will require an initial 3 per cent reserve. Persona time
deposits no longer will require reserves.

For nonmembers of the Federal Reserve System, these require-
ments are new, but vault cash, which is sufficient to cover required
reserves in most small institutions, can be counted as reserves. Thus,
except for the very large institutions, the expansion of reserve-
requirement coverage will have a minimal effect. Moreover, for
member banks, these required reserve ratios are less than the onesin
existence prior to the Act. Most institutions, therefore, will not be
affected, but member banks that are affected will find that they have
more resources to acquire earning assets.

In 1981 the Federal Reserve will begin pricing its services and
making them available to all depository institutions. The additional
cost of these services probably will add only a minima amount to
total noninterest expenses. But direct access to Federal Reserve
services could prove beneficial at times for portfolio management,
depending on the banking organization.

The nationwide extension of authority to-offer NOW accountsfor
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al depository institutions will affect both the cost and competitive
structure of the industry. These demand accounts can be offered with

an interest rateof upto 5% per cent, which eliminatesthe prohibition

against interest payments on demand deposits. As a result, institu-

tions will be ableto price deposit services more effectively and adjust

the price as competitive conditions change. At the same time, many

more competitors will be offering these services— savings and loan

associations, mutual savings banks, and credit unions— so competi-

tive pricing will become moreimportant for maintaining astable and.
growing deposit base. Developing anew servicein a market with new

competitors undoubtedly will create transition shifts of depositsfrom

ingtitution to institution until a stable pricing system or systems
evolve in the competitive market.

These reforms,will be more equitable for financia institutions
offering similar services. But they also will alter the cost structurefor
banks and thereby have an effect on liability management decisions.
Moreover, the Deregulation Act requirement that the Federal Reserve
begin explicitly pricing its servicesislikely to alter the cost structure
of a bank's overall operations and so have an effect on efficient
liability management.

The changes in the regulatory environment have their main focus
on the liability side of the balance sheet. Phasing.out interest rate
[imits on deposits will allow banks more freedom over managing the
size of interest-rate-sensitive asset and liability gaps, giving them—
particularly smaller banks — better control over liabilities. At the
same time, other changes incorporated into the Act will broaden the
competition for deposits, which will tend to decrease interest rate
margins between assets and liabilities. Still, on balance these regula-
tory changes should increase flexibility for more efficient balance-
sheet management.

Small banks especialy will fed the effects of the Regulation Q
phaseout and NOW account authorization, because their asset flexi-
bility has been much more constrained than that of larger banks.
Other than the maximum interest rates payable on NOW accounts,
banks will be able to offer competitive rates for deposits. They can
produce deposit services that provide liquidity and yield tailored to
customers' needs, perhaps allowing people to design their own ac-
counts, given some specified-limitations. Phasing out Regulation Q
also will mean that restrictions on premiums will be eliminated, so
interest can be paid at any time either as explicit interest or as a
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premium. These changes will make banks much more competitive
with money market mutual funds and should help reverse the flow of
deposits from the small banks into these funds.

The effects of the changesin the law will be most pronounced on
smaller banks, but large banks also will be adjusting to the altered
environment. It is appropriate, therefore, to examine some of the
principal approaches that large banks are using and their possible
applicability to community banks.

General Techniques of Funds Management at Large Banks

As the economic, regulatory, and financial environment has
changed, large banks have responded with innovative techniques of
funds management appropriate for the changing times. Before the
emergence of liability management, the traditional asset allocation or
asset management system was practiced by most banks regardless of
size. This approach required bankers to adjust the composition and
guantity of assets to changes in the amount and mix of deposit
liabilities. The liability structure of the institution was passively
accepted as being determined by the local marketplace. Available
funds were employed according to strict priorities. First legal re-
serves had to be met, and then liquidity needs were fulfilled by the
maintenance of secondary reserves consisting of very liquid, short-
term assets. After legal and liquidity requirements were satisfied,
existing credit demands were met by making loans, and any remain-
ing funds were allocated to fixed-income investments. In short, the
quantity and type of deposits determined thelevel and nature of assets
held by a bank.

One development exerting major impact on the structure of large-
bank balance sheets and the techniques used to manage them was the
secular increase in inflation sincethe 1960s. Thisresulted in tremen-
dous credit demands that presented banks with numkrous opportuni-
tiesto expand their loan portfolios. Since the slow growth in demand
deposits caused by Regulation Q and increasing efficiencies in cash
management coincided with expanding credit demands during the
1960s, banks turned to purchased funds, or liability management, to
satisfy lending requirements. Other trends during recent years have
pressured larger banks into greater reliance on money market fund-
ing. One such factor is the statutory deregulation of financial inter-
mediaries.
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In recent years, the tremendous volatility in interest rates has
necessitated the evolution to funds management techniques that can
deal with the consequent volatility in bank earnings. These highly
volatile rate patterns are a result of the Federal Reserve's monetary
policy response to persistent, high inflation rates. The Fed's strategy
during the last year has emphasized control of the growth path of the
monetary aggregates as opposed to the stabilization of interest rates.
This approach, producing a quite restrictive monetary policy, has
precluded banks from consistently relying on a positively sloped
yield curve to generate short-funding profits. With the rates on assets
and liabilities fluctuating wildly, banks are striving to control the
spread on the sources and uses of their funds. Accordingly, the
central focus now is asset and liability management. The techniques
of the two approaches— liability management and asset and liability
management — will be described below.

Liability management for many banks is the practice of acquiring
funds through the issuance of short-term bank liabilities in the money
markets. It involves banks competing generally for funds on a price
basis. By purchasing or borrowing money in the open market, banks
can obtain funds to meet reserve requirements, liquidity needs, loan
demand, and investment opportunities. With liability management,
funds requirements and asset growth can be met by adjusting the
quantity and composition of liabilities. This contrasts with the his-
torical approach of asset management, under which bankers pas-
sively accepted their deposit liabilities as provided by the public and
alocated them to meet needs of varying priorities.

Liability management, then, is the management of purchased or
discretionary funds. Thistheory of commercia bank liquidity can be
labeled as discretionary funds management, because it involves the
control of interest-sensitive funds that can be increased or decreased
a a bank's initiative or discretion. It excludes non-discretionary
funds, that is, assets and liabilities over which the bank has little
immediate control. Some of the liabilities that are considered to be
discretionary in the short run include Federal funds, repurchase
agreements, certificates of deposit, Eurodollar deposits, and com-
mercial paper. These instruments of liability management devel oped
sporadically as various sources of funds were made unavailable
through regulation.

The basic objectives of liability management involve insuring the
availability of purchased money asit is needed, minimizing the cost
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of these funds, and planning strategically to meet long-term funding
requirements that permit adesired rate of asset expansion. The thrust
of liability .managementisto acquire all the money one can employ
and to structure the maturity of the liabilities in synchronization with
the interest rate cycle. Initially the most critical endeavor of discre-
tionary funds management isthe problem of liquidity management or
maintenance, the availability of adequate financing for a bank's
activities through all interest rate environments.

Liquidity is the ability to raise cash on short notice to offset cash
drains over time with a minimum of profit disruption. Banks have
guite special liquidity requirements because it is the nature of their
business to make commitments to receive and pay out funds upon
demand. A customer may choose to draw down aline of credit or a
deposit, roll over a loan, or make payment against an outstanding
loan. Theliquidity problem for banks isalways to have the ability to
honor these commitments. Liquidity is essential to banking because
the inability to meet cash demands could mean failure or at least an
impairment of confidence in an institution.

Liability management has changed the methods employed by
banks to meet liquidity needs. Prior to 1960, banks measured lig-
uidity in terms of the amount of readily marketable assets that were
held. These assets were termed secondary reserves and consisted of
U.S. Treasury bills and notes, plus broker and dealer loans. The
concept was the storing of liquidity in readily marketable assets to
meet loan demand or deposit withdrawals. Liability liquidity, on the
other hand, is the technique of raising cash by purchasing funds. It is
specifically the ability to issue additional liabilities over and above
the ones already outstanding. The greater the amount of outstanding
liabilities, the less liquidity there is available. The use of untapped
borrowing potential for liquidity purposes is the essence of this
approach.

It is very difficult to quantify liability liquidity: Some’institutions
have attempted to measure it by calculating their current market share
in a certain liability instrument like certificates of deposit and com-
paring that statistic with the average percentage taken by the bank in
the past.

If abank isbelow itsaverageshare, it can expect toissue additional
liabilities without much difficulty. Unfortunately thisis a simplistic
analysis that leaves a'great deal unanswered about liability liquidity.
Uncertainty over untapped borrowing potential is a genuine limita-
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tion of liability management. For this reason, the first priority in
implementation of theliability management approach is maintaining
the availability of funds.

Insuring the availability of adequate funding initially requires that
senior management develop a set of explicit guidelines that specify
sound operating procedures and constraints on behavior in regard to
funding activities. The approach applied in funding describes the
philosophy of the bank's management in this endeavor. Whatever
philosophy is adopted will, of course, determinethe manner in which
a particular bank guarantees the availability of money. To augment
the availability of funds, management should give consideration to
the following factors:

Source diversification. Since large banks depend heavily on the
money markets for their liquidity, it is prudent that financing be
sought from a variety of sources and instruments. Diversification of
liabilitiesapplies just asit does in investments with diversification of
assets. Institutions like to maintain a presence or visibility in various
markets to enhance diversification. Thus, even if a particular market
is not the most economical, a bank may borrow in it just to maintain
it's access to those funds. Furthermore, banks like to maintain diver-
sification within each category of discretionary funds in order to
avoid taking excessive amounts of money from any one supplier. A
profile of financing obtained from variousinstruments and customers
should be analyzed to avoid concentration of funding.

Source development. Expansion and better utilization of a bank's
natural customer base are probably the most efficient way to improve
theavailability of funds. Toaccomplish this, it is necessary to inform
calling officers about financing activities and reguirements and en-
courage them to solicit customer funds. Assistance should be pro-
vided in identifying and contracting potential funding sources. To
increase the direct placement of liabilities with customers, it is
necessary to meet the needs of the customer. A bank must be willing
to take money in the instrument and maturity where it is offered.
There must be an accommodation of a variety of customer prefer-
ences.

Funding capacity and market exposure. To insureliquidity main-
tenance, it iscrucial that an institution employing liability manage-
ment not exceed its capacity to borrow. This can be accomplished by
subjectively appraising the capability for acquiring funds in each
particular liability vehicle. It requires good judgment, prudence, and
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estimation. Actual use of a particular market can provide insights as
to the extent that the market will absorb a bank's paper. The acquisi-
tion of funds beyond the perceived, appropriate share of a market can
reflect negatively on a bank's condition.

Abuse of access to the marketplace can be interpreted by market
participants as an indication that an institution is experiencing some
internal difficulties. There must be areluctance to surpass borrowing
capacity for fear of damaging one's reputation or the value of one's
name, incurring the risk that all segments of the market would be
closed or only accessible at above market rates.

Period run-off limits. Since maturing liabilities represent a'lig-
uidity drain, their runoff must be regulated. Limits must be estab-
lished for the maximum dollar amount that can mature in a particular
week or month to avoid excessive liquidity drains.

Maximum country/currency limits. Today global perspective is
necessary in funds management because capital controls no longer
l[imit the movement of funds between domestic and foreign markets.
Many lenders of funds are foreign nationals and governments, :so
limits must be set for funds taken per country to supervise exposure to
political risk. Since the movement of currencies is likewise mot
constrained in theinternational markets, these funds are available for
borrowing. To manage the risk of fluctuating currencies against the
dollar, limits must be established describing the extent to whrch such
exposure will be accepted. Often foreign-exchange risk can beelimi-
nated or modified by hedging currency positions.

Balance sheet structure. Financing activities should beundertaken
-with an intention of maintaining astable balance sheet in termsof the
percentage composition of liabilities. A financial structure that dif-
fers markedly from the industry or peer-group norm draws undue
attention to funding activities and risks complicating the task of
funding. A shift in balance-sheet structure could impose unantici-
pated changes in the perceived riskiness of bank's securities.

Organization. Funding, more so than many activities, isdonein .
response to 'market opportunities. Under these circumstances, for
large banks the funds-gathering unit must be structured to provide an
organization with enough flexibility to take advantage of opportuni-
ties in various domestic and international markets. The need for a
unified, coordinated approach toward raising money in the
worldwide markets provides much of the initiative for global funds
management. Proper coordination among the reserve position man-
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ager, the term liability manager, the Eurodollar position manager,
and the foreign exchange traders will lead to more economic and
diversified funding.

The preceding seven items are essential considerations for main-
taining access to the money markets. Funds cannot be borrowed
unless the market has confidence in the buyer. This confidence is
determined by the conduct of the institution in the market, whichisa
function of management's philosophy or operating approach.

Minimizing Interest Expense

After the availability of funds is assured, the second major objec-
tive of liability management is to minimize the cost of purchased
money over the interest-rate cycle. To achieve this end, the proper
mix of liabilities must be determined, and the appropriate average
maturity must be 'built into the deposit structure. Aside from
availahility aspects, the various instruments of liability management
have two other variables that must be examined in constructing the
optimum portfolio of liabilities.

These elements are the al-in cost after reserves and the maturity of
a particular funding vehicle. Instruments that are considered bor-
rowings, such as repurchase agreements and Federal funds, are free
of reserve requirementsand tend to havethelowest nominal and all-in
interest rates. Yet the maturity of these instruments is quite short-
term, typically one day. Deposit liabilities such as Eurodollars and
certificates of deposit usually have greater nominal and all-in costs
than borrowings, are subject to reserves, and are available in
maturities of upto, generally, 12 months. Reservesincreasetheall-in
cost of money because a portion of the funds raised must be placed on
deposit at the Federal Reserve. Obviously, when rates areexpected to
rise, greater reliance is placed on term-deposit sources of funds to
lock in money at existing rates. Borrowings may, at the moment, be
lessexpensive, but they provide no protection against higher rates. In
this situation, the average maturity of deposits should be extended to
provide an additional hedge against rising rates. History indicates that
expanding the volume of term liabilities outstanding and lengthening
the average maturity of deposits early in a business expansion have
been an economical strategy to follow. Of course, when lower rates
are anticipated, a shift to a greater mix of borrowings and a shorter
average maturity in the deposit book is desirable.

The proper composition and maturity of liabilities are determined
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by the trade-off of cost against maturity. To provide proper perspec-
tive, it must be noted that this exercise would be merely a rather
simple, mechanical procedure if one possessed areasonably accurate
interest rate forecast. Again, the persistence of inflation and the
difficulty of judging its psychological implications have made this a
strenuous and often frustrating exercise.

Written Directives

For implementation purposes, the tactical strategies of liability
management should be documented through written directives. Lia-
bility managers typically meet formally with senior management to
draft such a document, which details the money-management ap-
proach and guidelines to be followed in the short run. A review of
each potential source of funds is conducted with regard to relative
costs and percentage utilization in each market. Explicit upper and
lower parameters on the level of activity in any single market are
determined. The act of formulating directives promotes a sense of
involvement on the part of theline officers, and it provides aconven-
ient forum for briefing senior management on recent developmentsin
the market. Finally, global money-gathering activities are executed
in a more coordinated and purposeful manner at all levels of the
organization. The directive is an effective communication device by
which strategiesare relayed to those responsible for implementation.

Strategic Planningfor Long-Term Funding Requirements

The provision of adequate liquidity is not astatic problem. Long-
run planning must provide for dynamic growth of adquate liquidity
over time so as not to hinder the basic growth of a bank's assets.
Initially in the planning process, asset managers throughout the bank
must be surveyed to ascertain the volume of assets that is expected to
be carried over the planning horizon. Next,. projections of the capital
account must be undertaken to determine whether projected asset
volumescan be comfortably carried. Thecapital adequacy questionis
asubjective and complex one. The proper amount of capital hingeson
what bank management perceives as prudent, what capital-asset ratio
or leverage a bank's peer group maintains, what supervisory au-
thorities view as acceptable, and ultimately the judgment of the
marketplace. The leverage desired by a particular institution will
determine the need to raise additional capital in order to meet planned
growth. If capital cannot be raised at an acceptable cost, growth in
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assets may have to be limited in the long run by the requirement to
remain within the range of proper capital coverage.

Finally, the growth of basic funding liabilities or uncontrollable
liabilities such as demand and savings deposits must be projected.
Combining planned asset expansion and non-purchased liability
growth with due consideration of leverage constraints defines a
funding gap that must be met. Therisk being tracked by the strategic
planning process is the inability to meet the financial deficit at any
point in the plan. Management of this risk involves the projection of
sources of liquidity, including asset liguidation and runoff and incre-
mental funding sources, and the structuring of amix of takings from
these sources to assure that -funds availability is held at a level
consistent with management's desires. The point hereisthat planning
will allow this risk to be controlled.

Balance-Sheet Management at Money Center Banks

In the last five years, with an environment often characterized by
extremely volatile interest rates, greater dependence on purchased
funds, and a negatively sloped yield curve, large banks have con-
sciously attempted to build in a profit spread or interest margin
between their money market borrowings and the assets supported by
these liabilities. The goal isto limit exposureto interest rate risk and
manage earnings more precisely by making asset yields sensitive to
movement in money market rates. The linking of asset and liability
yields to manage the components of the balance sheet as a unit has
become widely known as asset and liability management.

This is a coordinating exercise by management to structure both
sides of the statement of condition in a manner appropriate to meet
income goals without taking unacceptable exposure to interest rate
risk. It islikely that asset and liability management, or balance-sheet
management, will continue to be thedynamic discipline of banking in
the 1980s.

Early attempts at asset and liability management took the form of
manipulating the sensitivity ratio, which is merely the quotient ob-
tained by dividing the interest-sensitive assets by the interest-
sensitive liabilities. This system centered on controlling the volume
of interest-sensitive liabilities against such assets, so that the as-
sociated costs and revenues moved together, optimizing the profit
spread between the sources and uses of money. An obvious required
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step in this practice is defining assets and liabilities that are interest-
sensitive, i.e., that possess rates that changein step with open-market
rates. Unfortunately, the definition of interest-sensitive is quite ar-
bitrary, which later led to the development of gap analysis, the
difference between assets and liabilities at certain maturities. Some
ingtitutions assumed that assets and liabilities of 90 days or less in
maturity were rate-sensitive, while others selected one year as the
boundary. Regardless of definitional problems, the principle is to
control thesensitivity ratio in relation to the outlook for interest rates.

For example, if abank were very certain rates were on an upward
trend, it would set a target ratio of, say, 1.3 or so. In this case, the
interest-sensitive assets would exceed the volume of the interest-
sensitive liabilities of 30 per cent, permitting income from assets to
rise more rapidly than expenses associated with liabilities. If the
outlook were uncertain, aconservativestance would beto balance the
interest-rate-sensitive volume of assets and liabilities by setting a
target ratio of one. Thisstrategy assumes that abank has areasonable
degree of control over interest-sensitive assets and liabilities.

A more advanced and precise means of tracking and managing
interest-rate exposure of the balance sheet is interest-rate-sensitivity
analysis. The sensitivity of an asset or liability isdefined by thetime
period — thetenor —that elapses until the next potential-repricing of
that item. The period may be shorter than thefinal maturity, asisthe
case with afloating-rate loan or variable-rate certificate of deposit.
Thedegree of sensitivity ismeasured by the gap, or dollar difference,
between assets and liabilities at various repricing periods — for
example, overnight, 2to 30days, 30to90days, 3to6 months, 6to 12
months, 1 to 2 years, 2 to 3 years, and over 3 years. The greater the
gaps, positive or negative, the greater the sensitivity. By studying the
volumes of assets and liabilities falling within each category, insights
can be gained into a bank's earning dynamics in various rate envi-
ronments.

In order to manage these gaps, controllable balance-sheet items
must be employed. These items are assets and liabilities that can be
controlled —that is, items over which a bank has the discretion in
termsof price of term—or both—to buy, hold, or sell. Examplesare
Federal funds, investment securities with fixed maturity, certificates
of deposits, and Eurodollar time deposits. Uncontrollable or non-
discretionary items are assets and liabilities that are beyond the
short-run, immediate control of the banker. Examples are fixed-rate
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loans, retail savings deposits, and demand deposits.

The actual management of rate sensitivity involves controlling the
size of the asset and liability gaps or degree of mismatching for each
period, depending on the outlook for interest rates. The gaps are
managed by use of controllable assets or liabilities mismatched
against the uncontrollables in each pricing category.

Depending on the interest-rate forecast, several choices exist for
structuring assets and liabilities to reach the desired level of overall
interest-rate sensitivity. With expectations of higher rates, the sen-
sitivity of the assets would beincreased in relation to theliabilities by
adding controllable assets in the short periods and controllable
liabilities in the longer categories. After this adjustment, the assets in
the shorter maturities would exceed the liabilities, and the liabilities
would be greater than the assets in the longer maturities. In afalling
rate environment, on the other hand, it would be advantageous to be
more liability-sensitive. To accomplish this, more controllable
liabilities would be added in the shorter maturities and fixed assets of
longer terms so that these gaps would be biased to the liability side.
They then would be liability-sensitive. The objective is to manage
interest-rate sensitivity over the interest-rate cycle by the use of
controllable assets and liabilities.

It should be noted that the practical management of interest sen-
sitivity more often than not involves ashifting in thetenor of controll-
able assets and liabilities. Only in more extreme cases, when interest
rates are expected to peak or trough imminently, would new assets,
primarily long termin tenor, beadded to the balance sheet toallow for
quick adjustment.

Further, interest-rate sensitivity can be adjusted just as effectively,
without affecting the leverage of thefirm, by a program of asset sales.
Traditionally, the portfolio has been called upon to bear this burden.
Increasingly, however, other types of hitherto uncontrollable assets
have been produced and booked in such aform that they can be sold to
alter sensitivity. Upstream loan participations, mortgage pass-
throughs, and acceptance sales all provide opportunities to alter
sensitivity.

Premeditated Asset Sales Programs

Over the past decade, constant inflationary pressures and the
chronic undervaluation of bank equity have conspired to cause an
industry-wide deterioration of capital ratios. Recently, the Comp-
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troller of the Currency, among others, has expressed concern about
this trend, putting renewed emphasis on the maintenance of a given
level of capital adequacy. Primarily for this reason, commercial
banks are actively seeking ways to deliver their risk-taking, value-
added services in ways that do not require on-balance-sheet inter-
mediation. Various pass-through and quasi-investment banking ac-
tivitiesallow banksto generate assets, package them, and sell themto
ultimate investors. Thisintermediation format will play an increasing
role in the business development efforts of commercial banks in the
future.

Interest-Rate Futures

A new and potentially powerful instrument for the control and
adjustment of bank interest-rate sensitivity has arisen in the markets
for financial futures. Particularly within the last year, the financial
futures markets in three-month Treasury bills, GNMA’s, and long
bonds have become quite diversified in their participation and suffi-
ciently robust to offer good hedging possibilities for those institutions
that have determined that a particular interest-rate position iscounter
to their risk preferences. Thefutures markets allow an adjustment in
rate sensitivity when cash markets for marginal assets or purchased
liabilities, for one reason or another, are not available. For this
reason, the interest-rate futures markets offer significant opportuni-
tiestoingtitutions that, because of their size, do not have ready access
to purchased liability markets in all maturities at market rates.

In addition to the ready availability and immediacy of thefinancial
futures markets, their use as a sensitivity-adjusting mechanism is
enhanced by thefact that they allow effective hedging without the use
of the balance sheet, hence without introducing additional leverage.
Thiscan be an important advantage when large dollar volumes of risk
assets or liabilities require hedging. A severe negative, however, is
the presently mandated accounting treatment for hedged future trans-
actions. Present accounting conventions, in many cases, do not allow
the financial statement to symmetrically and/or contemporaneously
represent the income effects of a hedged asset or liability and the
hedging futures contract. This fact, in a cosmetic sense, might se-
verely limit the use of these markets, even though the economic
benefits of the hedge may be overwhelming.
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Balance-Sheet Management at the Community Bank

With the preceding background discussion of the changing regu-
latory structure and its implications and then a review of modern
funds-management techniques used by large banks, it is appropriate
now to relate these factors to the problems and opportunities of
smaller community banks.

To alarge extent, large banks and smaller banks have many of
these problems in common, although of course they differ in degree.
However, in recent years even these differences in magnitude have
lessened somewhat as smaller banks have achieved greater flexibility
in adjusting for interest sensitivity. It appears that there will espe-
cially beincreasing flexibility on the liability side. Certainly the risk
inherent in the current interest-rate environment is experienced by
banks of all sizes.

Liability management at the community bank is quite recent in
origin, sinceit received its major impetus from the introduction of the
six-month money market certificate in June 1978. Since then these
certificates have grown to the point where they currently amount to
almost $150 hillion and represent approximately 32 per cent of total
small-denomination time and savings deposits at commercial banks
nationally. This certificate, together with high inflation and rising
rates, gave the community banker hisfirst experience of what bank-
ing will be like when interest-rate ceilings imposed by Regulation Q
are removed. The six-month certificate gave the banker a much-
needed means of competing for funds in the rising interest-rate
environment, which before would have spelled massive disinter-
mediation. o

However, it also had an adverse effect upon banks' interest ex-
pense, as depositors shifted funds from interest-rate-insensitive de-
mand and savings accounts to the rate-sensitive certificates. The
higher interest expense translated in almost all casesto areduction in
net interest margins. Thisresulted from the fact that instruments that
make up the asset side of the community banks' balance sheet did not
increase in ratesensitivity asquickly astheinstruments that made up
the liability side.

Asinterest rates continued to rise throughout 1979 and thefirst part
of thisyear, many bankers attempted to shorten up the maturities of
assets and increase the percentage of floating-rate loans in their
portfolios. In other words, bankerstried to increase the rate sensitiv-
ity of the asset side of their balance sheets. Unfortunately, some



New Opportunities in Liquidity Management 213

bankers were, to an extent, too successful, because as rates moved
sharply lower during the spring of 1980 they found that their liability
costs were not as sensitive as the rates received on their floating-rate
assets and resulted in pressure on net interest margins in a generally
falling rate environment.

In sum, the community banker was exposed to the vagaries of
liability management but found that the mix of floating-rateliabilities
and assets available to him were not adequate to protect his net-
interest margins. Interestingly, despite the wild gyrationsin interest
rates and the attendant pressure on net margins, remarkably few
commercial banks were fatally affected. Indeed, the adaptability of
the community bank to this-unexpected disarray in financial markets
during the last year demonstrates the fundamental heath of the
nation's banking system and suggests a high survival rate for com-
munity banks in the future. To continue to be among the survivors,
however, bankers must learn how to adapt to volatile and unpredicta-
ble financial markets. They must begin to manage their assets and
liabilities in an environment of heightened interest-rate risk.

The Inherent Interest-Rate Sensitivity. Every community bank
balance sheet contains within it an inherent interest-rate sensitivity
that is fundamentally determined by factors outside the bank's im-
mediate control. Unlike those of its money center counterpart, the
community bank's assets and liabilities are heavily influenced by the
demand for and supply of funds in its immediate market area. Con-
sequently it does not enjoy the flexibility of adjusting the sensitivity
of itsliabilities or its assets as easily or asrapidly asthe money center
bank.

For example, maturities of money market certificates are set by
regulation, while maturities of other certificates of deposit arelargely
determined by the depositors' needs-or preferences. In most cases,
thelargest group of customerstaking advantage of large CD’s or RP’s
are ,corporationsor municipalities looking for a vehicle in which to
invest working capital temporarily. They have very specific param-
eters as to desired maturity, and they come to the community banker
wanting to know what heis willing to pay for that specific maturity.

Rates paid on liahilities also are largely beyond the determination
of thecommunity bank. Here, too, regulations play an important role
in that they specify the rates paid on 6-month money market certifi-
cates as well as the rate payable on the 2%-year small saver certifi-
cates. Asaresult theliability manager at the community bank is more
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a funds taker than afunds manager. His market, as well as regula-
tions, continue to influence the term structure of the liability side of
the balance sheet. He simply cannot always adjust the term of his
liabilities rapidly enough to optimize his net interest margins under
either a rising or falling rate environment.

Alternatively, the asset side of the balance sheet of the community
bank reflects the customer's desire for relatively long-term, fixed-
rate credit facilities, such as home mortgage loans and consumer
installment loans. Aslong astheyield curveisupward sloping, banks
can generally fund and profit by extending such credit, but with a
downward sloping curve such loans begin to exert downward pres-
sure on net interest margins. The increasing appearance of this
negatively shaped curve spells difficulty for all banks.

Another consideration that influences the asset side of the commu-
nity bank is the need to maintain aliquidity reserve to meet seasond
and cyclical net cash outflows. The money center bank can purchase
funds for such purposes, but the community bank must set aside
short-term marketable assets that can be readily liquidated to meet
these outflows. Consequently the bank must always keep some per-
centage of its assetsin arate-sensitive posture, even though it may not
optimize the net interest margin.

The effects of the local market will affect each community bank
differently. The local demand for and supply of funds may bias the
gap of interest-rate sensitivity positively for abank in one community
and negatively for a bank in another. These biases, or influences,
must be determined before the banker attempts to adjust his gap to
maximize his net interest margin. In a residential, suburban-type
community, the bank's balance sheet most likely will be dominated
by long-term, fixed-rate mortgages and six-month money market
certificates. Thiswill giveit anegative gap and an inherent exposure
to escalating interest rates. In an industrial area or a large farming
community, the opposite may be true because the loan portfolio's
maturity structure is much shorter.

Itisthejob of the asset-liability manager at the community bank to
determine these biases caused by the uncontrollable items on his
balance sheet and neutralize them with items that are controllable.
The key to thisis the ability to adjust thefrequency with which assets
and liabilities are repriced in order to achieve a desired gap. While
this would seem adifficult task, new tools not previously feasibleand
proposed regulatory changes should make the job of asset-liability
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management at the community bank much more effective.

Instruments and Constraints. Along with the introduction of the
six-month money market certificate came an increased level of
awareness by depositors of interest-rate levels. Asaresult, commu-
nity banks found themselves competing more vigorously than ever
for funds, as rate-sensitive depositors shopped for the highest return
available. Under pressure to maintain interest-rate margins in this
increasingly competitive climate, community bankers have turned to
liability instruments formerly used almost exclusively by money
center banks and the larger regional banks.

Such instruments include large denomination certificates of de-
posit, repurchase agreements, Fed funds purchased, and the Treasury
Tax and Loan Note (TT&L). The first two have probably been the
most effective in maintaining and attracting deposits while affording
the bank some alternative as to maturity. Large denomination CD's
($100,000 and over) allow the community banker the opportunity to
offer its larger depositors a rate that is attractive and aso fit the
maturity parameters of both depositors and banker. RP’s, while
having this same attractiveness due to flexible maturities, add the
extra security desired by some investors and at the same time alow
Fed members to forego the added expense of reserve reguirementson
CD’s.

Both of these instruments, in conjunction with the TT&L note
option, have comeinto increased use by community bankers asthey
sought to diversify their liability structure in order to decrease their
exposure to interest rate fluctuations while competing for funds. For
example, in adeclining rate environment, the community bank will
want to increasethe rate sensitivity of itscost, or increaseits negative
gap, by shortening the maturity structure of itsliabilities. Thiswill be
effective only to the extent that the bank can bring depositors into
shorter maturities by making the rates on these maturities the most
attractive.

As previously noted, however, the greatest barrier to this type of
liability management in the community bank isthefact that this bank
tendsto beafundstaker, having to accept the predetermined maturity
demands of its larger depositors due to heavy competition in a very
limited funds market. In addition to this constraint, the extensive use
of RP's in this role depends on the existence of asizeable unpledged
portfolio of eligiblecollateral. Finally, the TT&L note as a source of
funds is limited by the uncontrollability of its maturity structure.
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Although it does supply another source of fundsat areasonably cheap
level, its timing and duration are quite unpredictable.

One source of funds not always considered in the framework of
liability management, and which should be mentioned, is the is-
suance of capital or capital-type instruments. In an environment like
the one that has dominated the last couple of years, issuance of such
obligations, especially long-term, fixed-rate debt, would be an ideal
hedge against continually rising rates. However, issuance of equity
has some major drawbacks besides the obvious constraint of dilution
of ownership. By far thelargest barrier to capital asasource of funds
is the lack of willing investors. Not only does the community bank
face a limited market for its stock, the thought of a seven-year
investment at a fixed rate in a small community bank also does not
appeal to multitudesof investorsin today's volatile rateenvironment.
In addition, the cost of issuing through private placement, as well as
the potential cost involved in bad timing, may be prohibitive.

In view of all these limitations, one may ask whether it is at all
feasible for the community bank to practice effective liability man-
agement.

It isfeasible but unfortunately, for now, only on alimited basis. A
naiveform of liability management would be simply to refuse to pay
theallowabl e rateon six-month money market certificates. Whilethis
could have some serious ramifications in respect to growth, it could
be the difference between a positive and negative interest-rate mar-
gin. A more positive and psychologically acceptable means of liabil-
ity management would be to use Fed funds purchased and large RP's
with dealersin order to makeamoresignificant impact on theliability
structure. Thiswould be donein an environment of steadily dropping
rates, where the bank will want to shorten its liability structure as
much as possible. To the extent the bank is confident that rates will
continue to drop, it should reduce its exposure in longer-term
liabilities and increase its Fed funds position. Where rates appear to
be rising for any extended period, Fed funds of up to six monthsin
maturity can be used to extend the term structure and further reduce
ratesensitivity. Any useof Fed funds purchased in acommunity bank
must, of course, be done within the limitations of the bank's liquidity
and capital structure.

If a bank has a large government investment portfolio with very
little customer demand for RP’s, it can use its available collateral to
secure additional fundsfrom security dealers with maturities aslong
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as six months. Unlike most RP's done with customers, here the bank
usually will have more latitude asto maturity. Thismethod of liability
management, however, does have some limitations, as it requires
ample collateral and usually requires a minimum denomination of $1
million.

Unfortunately, Fed funds purchased and RP's are most effectivein
the community bank asaliability management tool in adeclining rate
environment. When rates are rising and the banker wants to extend
hisliability term structure significantly, he realy hasfew instruments
that will lock his cost in longer than six months. The one instrument
that held some promise in this area, the 2%-year small saver certifi-
cate, has met with limited customer acceptance, and its cost has
proved to be extremely hard to cover on a profitable basis. Thisfact
underscores the need for aflexible-rate, variable-maturity instrument
by which the community bank can reduce its rate exposure in a
long-run rising-rate environment.

Implications for the Asset Structure. Although the preceding
scenario does suggest some tools available for liability management
at the community bank, the fact remains that for the time being the
community banker isextremely limited in the extent to which he can
effectively alter the rate sensitivity of hisliability structure. Thus, he
has had to turn to the asset side of his balance sheet to try to neutralize
his growing interest-rate exposure.

In the mortgage portfolio several different methods are being used
to increase the frequency at which the portfolio isrepriced. Three- to
five-year balloon mortgages have become very commonplace in
reducing the average life of the mortgage portfolio. In many cases
these carry a guaranteed renewal clause, which makes this an attrac-
tive instrument for the second- or third-time owner who has built up
substantial equity. For first-time buyers the variable-rate mortgage
has met with.some limited use. A third method that surpasses both of
these instrumentsin itsimmediate and dramatic effect on the bank's
asset structure is the sale of mortgages to Federal agencies or
mortgage bankers. Although the required standardization of pro-
cessing such aloan adds to its cost, it allows the bank to convert a
completely rate-insensitive asset into cash. Just as important, it lets
the bank continue to offer conventional mortgages to its customers,
which should help maintain the bank's vital deposit base.

This same strategy can be used just as effectively, and probably
more frequently, in the commercial and industrial loan portfolio. If
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the community banker hasagood network of willing correspondents,
he can sell or purchase participations or downstreams to minimize a
given rate exposure. As his larger money center counterparts also
look to manage their rate sensitivity.,the community banker, too, will
be looking for a market from which to buy or sell loans. On many
occasions he will find that his needs and the money center bank's
needs complement one another. In a high-rate environment, where
loan demand is sluggish but the community banker anticipates|ower
rates, he will want to purchase blocks of fixed-rate, longer-termloans
to reduce an exposure to dropping rates. In alow-rate environment,
the opposite is true, and he will want to sell loans in order to come
back to cash.

While the community bank's loan portfolio has become more
flexible, it isstill constrained to alargedegree. Consumer installment
loans continue to cause longer-term rate insensitivity and infact have
been under pressurefor longer maturities, asin thefour- and five-year
auto loan. Liketheliability structure, theloan portfolio will continue
to reflect customer needs and preferences.

Therefore, to fine tune hisrate sensitivity with better precision and
compensatefor the uncontrollable segmentsof his balance sheet, the
community banker must turn to his investment portfolio. This re-
mains the fastest and most useful means in his balance sheet for
adjusting his gap. As with the other segments of his balance sheet,
never before has the community banker had so many instruments at
his disposal. With each new type of liability introduced by the money
center banks has come an additional tool available on the asset side
with which the community bank can manage its interest margins.

In a situation where he may be bidding for the funds of a large
depositor, the community banker should survey current money mar-
ket rates in order to guarantee an appropriate spread. Then, on the
basis of his current gap, the maturity of theliability, and his outlook
for thefutureof interest rates, heshould invest in instrumentsthat will
reduce his rate exposure and maintain, if not increase, hisinterest rate
margins. These normally would include domestic CD’s, BA’s, Euro
CD's or TD’s, RP’s, commercial paper, T-Bills, or agency discount
notes. In situations where he wantsto increase the positive biasof his
gap, he can invest in government, agency, municipal, or corporate
notes, or bonds of longer maturities.

The use of the investment portfolio as a tool in rate sensitivity
management has two constraints for the community banker. Thefirst
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isthat in the case of the above-mentioned money market instruments,
the minimum denomination often is $500,000 to $1,000,000. The
second isthat any attempt to adjust the portfolio's maturity structure
that necessitates selling securities is constrained by any market de-
preciation in the portfolio. Although these constraints do detract from
perfect controllability, the investment portfolio still offersthe widest
range of rates and maturities for asset management.

Financial Futures. Another management tool — and one that has
received abundant publicity in recent years—isthe financial futures
market. It isbeing used in a number of capacitiesat the money center
banks but has yet to see extensive use at community banks. When
interest ratefutures are used effectively, however, they offer theided
hedge against interest-rate fluctuations that move in opposition to a
bank's gap. Where it may be difficult for the community bank to
change its exposure to a specific move in interest rates on a timely
basis, financial futures can increase or decrease this exposure im-
mediately.

The most crucial point for the community banker as he gets
involved with financial futures is to make certain that he is in fact
hedging and not inadvertently increasing his exposure. For this rea-
son the most appropriate application of the futures market for a
community bank is within the realm of rate sensitivity. In trying to
apply futures to overall portfolio appreciation or depreciation, the
result may be that cash transactions in the futures market are offset by
paper transactionsin the portfolio. In other words, gainsand lossesin
thefutures market are realized daily according to thefutures position,
whereas aportfolio does not realize again or loss until asaleis made.

An understanding of the impact of a futures position on a bank's
earningsiscrucial. Thus it is better to apply the futures market in a
rate sensitivity format where hedged items are more identifiable and
corresponding futures contracts can be bought or sold. The concern of
the bank in using the futures market should be to eliminate risk and
create performance that is in line with the bank's investment policy
and overall objectives.

More specifically, the community banker would be quick to point
to the six-month money market certificateasthelargest contributor to
his exposure to an increase in rates. This then would be the most
logical and practical item to hedge. An appropriate hedge for a
negative gap in arising rate environment would be to sell short the
90-day Treasury bill future contract, because it tends to move in
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tandem with the Treasury bill cash market that is used to price the
money market certificates. So while the bank's costs are increasing
due to higher rates on its CD’s, it is realizing a gain on its futures
position asits price is dropping. When the banker feels rates will go
no higher, he will buy back the contract at some lower price, revers-
ing his position and realizing a profit.

If the opposite had been true, the banker would have gone long in
the futures market to hedge a positive gap and the risk of lower rates.
It is readily apparent that the wrong combination of along or short
position can result in speculating instead of hedging. In addition,
different futures instruments and maturities will be appropriate for
hedging different balance-sheet items.

For these reasons every precaution should be taken when consid-
ering the futures market. The first step is the development of an
investment policy statement that specifically addresses futures. Sec-
ond, the bank should consult with the appropriate banking authorities
to insure that it will conform to sound banking and management
practices. Thisis especially important for the accounting elements of
futures. Third, the selection of a broker or other source of profes-
siona advice is critical. The relationship between the broker and
investor should be fully understood at the outset. It isimportant, for
example, that a broker be aware that a client is not interested in
trading in the futures market and that the broker be knowledgeable
about the bank's overall situation and objectives.

Relatively few community banks are involved with futures at this
point, but their number is increasing steadily. As conditions for
banking become more competitive, the need to be defensive and
minimize risk will become greater. Certainly there are money making
opportunitiesfor banksin interest-rate futures, but the most signifi-
cant feature of the futures market is the hedging mechanism to
provide stability in income, liquidity, and overall cash flow.

Conclusion

Over time, the continuing fundamental challenge of banking re-
mains the profitable employment of the sourcesof funds at an accept-
able level of risk. The methods devised to solve this problem have
evolved in response to the changing economic and financial climate.
Coordinated control of assets and liabilities that permits management
of the entire balance sheet as a unit through the use of interest-rate
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sensitivity is the latest innovation in funds management.

Besides the regulatory changes, banks will continue for some time
to be operating in an economic environment that will cause large
fluctuations in interest rates. Under these conditions, flexibility will
be more important to the banker than ever.

An axiom worth keeping in mind isthat banks of all sizescan profit
by specializing in services that will accommodate their basic mar-
keting areas. By doing this, and by remaining flexible and adaptable,
bank managers can refute some of the gloomy predictions about the
outlook'for commercial banking in the years ahead.






Commentary

Sanford Rose

It seemsto methat Don Miller's paper contains a seriousinconsis-
tency. On the one hand, he offers advice to large and small banks on
how to manage their gaps. On the other hand, he seems to agree that
rate volatility and high inflation are permanent features of the
economic landscape.

When abank consciously gaps—thatis, tries to create a surplus of
rate-sensitive assets or liabilities— itis betting a portion of its equity
on acertain rate scenario. If the bank guesses wrong, it will impair its
capital position.

Interest rates are determined by both systematic and stochastic
forces. In recent years, the stochastic or random element of interest-
rate movement has become more prominent, in part because of the
Fed's decision to stop smoothing interest rate fluctuations within
certain parameters. Asaresult, it appearsthat interest rates bear many
of the characteristics of a random walk. In any given three- or
six-month period, they are just as likely to rise as to fall.

Hence banksthat gap, however intelligently, are apt to experience
sharp fluctuations in net interest margins. If we agree that continued
high inflation will tend to erodetheratio of equity to assets, agapping
bank isrunning avery largerisk of impairing aprogressively thinner
capital cushion. | do not regard this as sound banking practice. In
fact, | think it is a recipe for disaster.

Even if abank islucky enough to guess right on interest rates most
of the time, itsfortunes may not improve. Earnings may rise, but the
bank's stock price may not reflect this earnings performance. The
marketplace, acutely aware of the potential impact of interest-rate
volatility on bank earnings, won't pay for superior performance
generated by fortuitous success in gapping. It will view such profits
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as highly risky and thus capitalize them at much loftier rates than in
the past. While bank managers who profess to be endowed with a
superior feel for interest rates will end up suffused with a glow of
accomplishment, the shareholders for whom these managers work
may not feel so comfortable.

Now, Don may argue that if banks don't gap, prudently but
consciously, they won't make as much money asthey did in the past.
| agree that if banks cannot juggle the maturities of assets and
liabilities to harmonize with projected changes in interest rates, the
rate of growth of bank earnings will be lower than it once was. Yet
again we must ask what will be the effect on shareholder welfare. The
marketplace currently perceivesthat bank earnings are threatened (1)
by arising term structure of interest rates and (2) by the increased
variance of that term structure. (The two developments are of course
interconnected.)

If banks somehow manage to balance themselves in a maturity
sense, earnings growth may belower than in the past, but the quality
of earnings will have been enhanced through the reduction of funding
risk. Will not the obverse of what | just said then occur? Will not the
marketplace respond by discounting earnings streams at lower rates?
I think it will. Thus, price-earningsmultiples may be higher than they
now are, though perhaps lower than they werein the pre-inflationary
past.

Now, of course, it may not be possible for banks to balance
themselves. Many believe that small banks will have more trouble
than large banks. I'm not so sure. | think that small banks may be
more successful in shortening the maturity of assets to match the
inexorable shortening of liability maturities. In the future, the indi-
vidual borrower may accept the interest-rate risk more readily than
the business borrower. Looking at the Fed terms-of-lending study, |
was shocked to learn how few new C&l loans were made at floating
rates during the 1977-79 period — something in the neighborhood of
50-60 per cent of total C&I extensions. What's more, at the big 48
banks, the proportion of C&I loans made at floating rates showed
absolutely no tendency to riseduring 1977-79, aperiod when liability
maturities were being greatly shortened.

Business borrowers want fixed-rate credit, and they apparently
have the bargaining power to enforce that demand. Some people
argue asfollows: Well, if the borrower wantslong-term credit and the
risks of maturity transformation — converting liquid deposits into
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liquid assets — have become greater for the banks, then the banks
should be able to raise loan prices sufficiently to cover the increased
exposure.

Unfortunately, that argument doesn't wash because the mar-
ketplacecontainsenough intermediaries that areeither willing or able
to shoulder the maturity-transformation risk on existing terms. These
include some domestic banks that are willing to gap fairly danger-
ously and those foreign banks that apparently regard their U.S.
operations as loss leaders and can continue to do so as long as they
have such high leverage and modest ROA targets (e.g., French and
Japanese banks) or aslong asthey havealicenseto steal in their home
market (e.g., the British banks, which pay interest on only about half
as many of their deposits as do large American institutions).

It aso includesthe pension funds and insurance companiesthat can
afford to make fixed-rate loans because their liabilities are also long
term and fixed in nature. | sometimes think that bankers should
devote a great deal of their time to lobbying for the compulsory
indexing of pension and death benefits. Were such lobbying suc-
cessful, both the pension funds and the insurance companies would
be forced to revise lending practices, which they are now doing, but
very slowly and with no great avidity. Clearly if the pension funds
and insurance companies shortened asset maturities, it would be
much easier for banks to dolikewise and thus be in a better position to
achieve rate-sensitivity balance.

So my view, which appears somewhat different from Don Mil-
ler's, is that banks should strive for balance, but that this striving
cannot always be successful, given what | believe will be greater
rigidity on the asset side than on theliability side of the balance sheet.

What can be done about this problem? Bankerscould alwaystry to
introduce alittle more rigidity on the liability side, to slow down the
trend toward even shorter liabilities. Bankers have not, | believe,
shown much imagination in this area. Why not create a negotiable
retaill CD? With such an instrument, the saver could transfer own-
ership by selling the paper through a brokerage house. Since the
obligations of banks are safe (provided the FDIC insurance moves
with the certificate) and homogeneous, sale in an after market that is
certain to emerge will not be difficult.

The saver would get three options. (1) hold the certificate to
maturity, (2) sell at a profit if rates fall, or (3) sell at a loss— but
perhaps much less of aloss than under the current system of prema-
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ture withdrawal pendties—if ratesrise and the value of thecertificate
drops. The S&L industry moved to certificate liabilities some years
ago, and had these instruments been negotiable, the industry would
not have faced the problem of massive shifts from six-month money
in 1979 and 1980.

With a negotiable long-term certificate, nonredeemable except at
maturity, the saver's desire for liquidity and reasonably high yield
could besatisfied. The bank, in turn, would have bonafide long-term
money, insulated from transfer to money market mutual funds. No
matter how many times the certificate was traded, it would remain a
liability of the bank of issue.

Of course, if interest ratesfell, banks would be in trouble. But this
eventuality could be protected against by introducing a call feature
similar to that incorporated in bonds. If rates dropped dramatically,
bankscould call in high-rate, long-term certificates, paying the saver
a premium that could be tailored to match the prepayment penalties
banks would or should be charging borrowers desirousof refinancing
loans in thelow-rate environment. | understand that Chase Manhattan
is currently toying with the idea of a negotiable retail CD. | hope
something concrete will emerge. It seems a particularly desirable
instrument for small banks.

If banks cannot lengthen liabilities de jure, they can still do sode
facto by the use of futures. In effect aliability hedge is adevice that
changes the yeild maturity of the liability to more closely match that
of the asset it isfinancing. As Don Miller has mentioned, however,
there is the mark-to-market accounting problem. If a bank shorts a
strip of 90-day bills to hedge an MM C and rates fall temporarily, the
bank has a loss that must be recorded immediately. If interest rates
turn around, the bank may record a profit on its hedge sufficient to
offset the increased cost of rolling over its MMC. But that benefit
occurs subsequent to the highly visible loss.

A way around the mark-to-market problem is to do what agricul-
tural bankers have been doing for years—ask the borrower to execute
his own hedge. Agricultural bankers have used this device largely to
protect themselvesfrom credit risk. By having afeedlot operator sell
a futures contract for live cattle, the bank locks in the value of its
collateral. This concept can be extended to protect all banks from
interest-rate risk without accounting problems.

Suppose the borrower wants a fixed-rate loan for two years. The
bank's funding source isthe MM C. The bank makes the loan at 200
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basis points over the existing T-bill futures rate. The bank asks the
customer to short a strip of 90-day hills for six-month delivery,
extending over the two-year period. If ratesrise, the borrower has a
profit, but, by prior agreement with the bank, this profit isforwarded
by the futures commission merchant to the bank. Thus, arise in the
cost of bank liabilities is offset by a payment received from the
borrower. If rates fall, the borrower has a loss and must make a
payment to the commission merchant. But the bank's cost of funds
has fallen and so it credits the loan account of the borrower by an
amount equal to the borrower's payment to the merchant.

The borrower gets his fixed-rate loan and the bank locks in its
spread (or at least it locks it in if the funding source is highly
correlated with the movement of bill futures, which isobviously true
in the case of the MMC). Accounting symmetry is established. The
borrower has a margin account with the merchant and aloan account
with the bank. Then the margin account shows a debit, the loan
account shows a credit, and vice versa.

By shifting the hedge from its own books to those of the borrower,
the bank has transformed a margin adjustment (a payment it would
haveto makeif interest rates drop) into an accrued interest adjustment
(acredit to the borrower's loan account). Since banks are allowed to
defer accrued interest, the accountants are satisfied.

A device like this—it is called the synthetic fixed-rate loan— can
enable banks to preserve spreads while still accommodating the
borrower's demand for reasonably predictable interest costs. If banks
can lock in spreadson fixed-ratecredit, they are really shortening the
yield maturity of that credit. If they can combine this vehicle with a
means, like the negotiable retail CD, of lengthening liabilities, they
can go a long way toward balancing themselves. And maturity
balance, or at least asituation in which the positive or negative gap is
much less than 5 per cent of earning assets, is the key to preserving
solvency and profitability for both large and small banks in the
turbulent years ahead.

My time has about expired, but 1'd liketo leave you with athought
that may elicit some questions. | think Don Miller ought to havelaid
much more emphasis on asset sales— and I'm not just talking about
the SBA, FmHA variety. Bank profits have historically come from
(1) credit intermediation, (2) funding, and (3) regulation. The regu-
lation profit isdisappearing, and thefunding profit isthreatened in the
short run and may be nonexistent in thelong run, especialy if current
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trends in saving flows that have aflattening effect on the yield curve
persist. Banks should therefore be concentrating on enlarging the
profit from credit intermediation. Yet it is my contention that a
nostalgic preoccupation with preserving funds profitsis tending to'
impede management's ability to enlarge the profit from credit inter-
mediation, which can be achieved only through a vastly expanded
program of loan brokerage.

Now, if that remark isn't sufficiently cryptic, let me conclude with
another. Don Miller has identified Merrill Lynch as a strong com-
petitor. In my view, the Merrill Lynchesof thisworld can becomethe
best friends that bankers have, provided bankers understand how to
use them.
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Using New Fund Sources. A Banker's
Perspective

Marlin D. Jackson

My perspective of the job assigned to me as acountry banker from
Paragould, Arkansas, is to react to the excellent presentations we
have heard during this symposium.

Peter Barry and others from academia have clearly presented the
challenge that lies before us. While each new decade carries with it
renewa of hope eternal, the environmental circumstances and the
regulators, among others, present formidable challengesfor agricul-
tural bankers in the decade ahead.

Themessage | perceivedisseminatingfrom Governor Partee isthat
the Federal Reserve offers no quick curefor banks in general and for
agricultural community banks in particular. | think we could well
afford to give close attention to Governor Partee’s admonition that
banks pay close attention to both asset and liability management as
they move intofull-fledged deregulation. Thisisespecially true when
taking into account the great variety of new competitors agricultural
banks have.

John Lee, of the United States Department of Agriculture, reminds
us that thereis arole for government in providing funds and making
loans to farmers. The message | heard presented was that the role
should be somewhat smaller than it is. 1am convinced that there are
significant opportunities for community banks desiring to serve
farmers and agribusiness people in the future: to utilize the programs
of the United States Department of Agriculture as well as other
government-sponsored programs in obtaining new sources of loana-
ble funds.

Recent laws providing FmHA-guaranteed disaster loans will per-
mit farmers to deal with their banks and take advantage of interest
subsidies when they are faced with catastrophic disasters brought on
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by natural and economic phenomena.

| am distressed that the money center banks continueto show little
inclination toward rethinking and reviewing their role in financing
agriculture. It appears to me that the money center banks shall
continue to circumvent the historic correspondent relationship and
compete directly through their loan production offices and other
means for good loans in the breadbasket of America. | am sure that
many money center banks will continue to provide sources of lenda-
ble funds circuitously through the purchase of participations and
non-agricultural loans, through the sale of Federal funds and repur-
chase agreements, and by other mechanisms.

| am distressed at the lack of farsightedness on the part of money
center banks. By expanding their branching network nationwide, by
establishing loan offices and other devises that narrowly circumvent
the present law, they are perhaps devel oping animosities on the part of
country banks that will impede if not absolutely prevent orderly
development of banking laws that would permit geographic expan-
sion and the remova of other barriers that ought to be removed.
Unfortunately, that seemsto be the way the money center bank dieis
cast.

Country banks would be well advised to consider utilizing money
center banks in the above roles as an additional source of loanable
funds. | am encouraged at the word received from the regional
correspondent banks, statements that give cause to believe regional
banks are dedicated to preserving the historic correspondent bank
relationship and to serving agriculture via this proven mechanism.

I am encouraged by the regiona correspondents commitment to
continue to participate in loans, continue to alocate assets and —
more importantly, perhaps — personnel who can understand and
identify the needs of agricultural banks. It was appropriate that banks
intherural areas weredivided intorural banksand agricultural banks.
But | do take exception to the suggestion, implicit in many of their
remarks, that agriculture bankers are a bunch of yo-yos. Thefact is
that agriculture banks are very well managed.

It appears to me that agricultural banks need to do a better job of
loan documentation, loan preparation, and loan explanation, and a
much better job of communicating with regional banks. Certainly,
the decade ahead calls for the establishement and development of
profitable relationships with our regional correspondent banks. These
relationships depend on willingness on the part of the regional corre-
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spondent banks to devote assets and personnel to financing agricul-
ture, and also depend to a large extent upon the agriculture banks
taking the initiative to make changes, to be innovative, and to exploit
the opportunities that exist by establishing these needed relation-
ships.

Thefirst banking conferencel attended was adiscussion on Alter-
native Sources of Funds for Funding Agriculture. It has been the
subject of about every other banking conference that | have attended,
disguised in other ways and called other things. A great deal has been
said in the past twenty-odd years but very very little, frankly, has
been done. And to me, the most fascinating possibility of a new
source of fundsis that so ably presented by Raymond Doll. | think it
altogether appropriate that the American Bankers Association, the
regional correspondent banks, and agricultural banks join together
with the Federal Reserve and other agencies of the government in
early formation and early implementation of Ray Doll's mechanism
for the discounting of agricultural loans.

Savings and loans enjoy a nationwide market outlet for long-term
real estate loans. Naturally, such loans must meet accepted docu-
mentation and rate structure criteria. Likewise, national corporations
enjoy a similar market in commercial paper. The Federa credit
unions enjoy a nationwide pool of capital.

The greatest competitor for good loans and assets of agricultural
banks, the Farm Credit System, is fast approaching a monopolistic
condition because of its ability to market, on a nationwide basis,
bonds backed by agricultural 1oans. ,Becauseof this, thereisastrong
sense of urgency in the early implementation of Ray Doll's special
mechanism for marketing bonds backed by agricultural paper, bonds
that bear the guarantee of the Federal Deposit Insurance Corporation
or some other appropriate agency.

In this symposium, a great deal of attention has been directed
toward the Farm Credit System. You have heard the suggestions of
officialsof the system that the misunderstandings of facts, misunder-
standing of intent, and misunderstanding of mission. A careful read-
ing of the paper indicates that it isfilled with factual errors. These
errors indicate a gross misunderstanding and knowledge of commer-
cia banks, at best, and perhaps of the Farm Credit System at worst.

For instance, the Farm Credit System is in no way like national
banks. National banks pay taxes. Dividends paid on national bank
stock issubject to an additional taxation. The ownersof national bank
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stock pay taxes. The structure isdifferent. While there iscommonal -
ity of mission among national banks serving predominantly agricul-
tural regions, the missions of banks are much broader than those of
the Farm Credit System.

The contention that the system is not a deposit-gathering entity
ignores the fact that any citizen whois not an employee of the system
may purchase bonds in denominations as small as $1,000. Further,
these bonds are not subject to Regulation Q and frequently bear
interest far in excess of those that can legally —or profitably — bepaid
by agricultural banks.

Officials of the system discuss at length their concern over mone-
tary constraint in the coordination of the system. However, thefact is
that the system is not subject to those responsible for monetary policy
in this country. The Farm Credit System marketed in excess of $93
billion in bonds last year, second only to those marketed by the
United States government itself.

The Farm Credit System has consistently engaged in arbitrarily
administering the laws under which it operates. A classic example of
these abuses is the manner in which discount privileges have been
extended to national banks, farm loan subsidiaries, and other entities
eligiblefor discount. Thisfact isillustrated in that approximately 155
banks or bank-owned farm loan subsidiaries presently utilize the
discount in times of extremely tight money supply. There is little
doubt in my mind that the system has a perhaps nonrecognized drive
and desire to become the dominant supplier of general credit on the
farm scene.

Notwithstanding these problems with the Farm Credit System,
there is substantial potential for agricultural banks to develop mean-
ingful relationships under the provisions of the 1980 amendments.

The streamlining of participations offers unique,opportunitiesfor
banks-to join in concert with Federal Land Banks and Production
Credit Associations to provide urgently needed capital to finance
agriculture and agricultural business. The discounting privilege
under the OFI carries with it a strong congressional mandate and a
strong commitment from the officials of the Farm Credit System to
fairly and equitably administer the discounting privileges of the
Federal Intermediate Credit Banks.

In conclusion: Whilethe challenges faced by agricultural banksare
formidable, the opportunities have never been greater.

A variety of future sources of loanable funds will be available if



Using New Fund Sources: A Banker's Perspective 233

agricultural banks have the courage and possess the initiative to
access these funds. Among these is the broadening of the relation-
ships between agricultural banks and money center banks. Another
important ongoing source of loanable funds is the continued im-
provement of relationships between agricultural banks and regional
correspondent banks. These have been the mainstay in financing
agriculture in past decades and appear to be our best hope in the
immediate future.

The creation of a mechanism of nationa marketing of bonds
backed by agricultural loans is a matter of extreme urgency. | urge
those who are interested in financing agriculture, and who are inter-
ested in commercial banking, to work unceasingly towards the im-
plementation of Ray Doll's suggestion that an entity be created so that
agricultural loans may be marketed vis-a-vis the bond market, thus
enabling usto competitively serve agriculture and agribusiness in the
decades ahead.
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