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ESTIMATES OF FEDERAL LAND BANK EXCESS DEBT* 

Charles Dodson and J. Bruce Bu 11 ock** 

The recent request by the Farm Credit System for a six billion dollar 

federal assistance package reflects the financial woes that have plagued· the 

System for the past several years. The question of how much money is required 

to return the System to an economically viable position has been widely 

discussed.· How much capital is required? It depends. It depends on what 

happens to the agricultural economy over the next few years and on the current 

status of the System's loan portfolio. A further decline in farm income will 

result in greater problems for the System while stability or increases in farm 

income will likely result i.n an improvement in the System's financial position. 

The nature of the Farm Credit Systems financial problem is simple. The 

amount of income generated from the FLB loan portfolio has declined and further 

declines are projected. System debt servicing obligations have declined Jess 

than debt has declined resulting in the .System owing more debt than can be 

repaid. 

The maximum amount of debt that can be serviced from System loan income is 

defined by income .available for debt service divided by the average cost of 

debt. A comparison of the maximum amount of serviceable debt with actua1 

li abilities provides a measure of each bank 1 s fi nanci a 1 problems. If debt 

service capacity exceeds liabilities, the bank can probably earn its way out of 

short run financial strain. However, if liabilities exceed the amount of 

*Working Paper 1987-16; Department of Agricultural Economics, .University of 
Missouri, Columbia, September 25, 1987. 

**Graduate Research Assistant and Professor respectively, Department of 
Agricultural Economics, University of Missouri-Columbia. 
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serviceable debt the bank has excess debt and the only solution is to reduce 

liabilities to a level· that can be serviced by available income. 

Sale of assets is obviously one way of obtaining income to reduce debt. 

However, because of under collateralized loan position resulting from the sharp 

declines in land values since 1981, Land Banks in particular have. had to take 

heavy write offs against their capital position. This has had two effects: (1) 

Assets have declined faster than debt and hence debt service income has declined 

more rapidly than debt service obligations. In fact,. sev~ral banks have more 

debt than can be repaid from projected income streams. (2) A reduction in the 

book value ·of the banks capital stock below par value resulting in stock 

impai rntent problems. There has been much discussion concerntng the second 

problem. However, the first problem ts far more important and will be the focus 

of this paper. 

Federal Land Bank income over the next few yea rs wi 1l be determined by the 

competitive conditions in the farm mortgage market. Recent experience has shown 

that Federal Land Banks wi 11 have to charge competitive interest rates, if they 

are··to survive in this market. Moreover, the total amount of farm real estate 

debt is expected to decline over the next few years as total U.S. farm debt 

adjusts to the farmers• current debt repayment capacity. 

The report prepared by the Farm Credit System as part of the financial 

request to Congress cont"ai ns income projections for each of the banks. These · 

. projections are based on what to us seem to be reasonable assumptions about the 

future size of the Land Bank portfolio in each district~ The implied interest 

rates to borrowers are in line with other projections of interest rates and the 

volume projections are consistent with the projected reduction in overall farm 

debt.. We conclude that the income projections provided by the System provide 
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. . . 

·the· best available estimate of the System's 1 i.kely income: pictUre over the next 

. few years. The keY question ts how much debt can be supported with thfs intome? 
. . . 

Not all income is available for debt servicing ... Debt ·serVic~ income {OSI) · · 

· is defined .as follows: 
' . . 
, .··. 

:(l) OSI. ::i Interest Income + Other Income ... ·Loss Provisions - Operating 

Ex pens.es 
: . : . . . ' ~- . . . . .. ·. 

· The arnoti.rit of .debt servfce- income and the bank 1 s cost 'of debt determine .a 

bank 1 s ··debt serv·ice capacity.. Debt service: capacity is determined by dividing 
' - ' ,· ·. . . : 

debt service .inco111e by the bank's average cost of d~bt. · 

(2) ·. Debt Serv·ice .Capac.ity .= ·OSI 
Kd 

Kd· ~.···Banks avetage.· ~ost of capital 

'.:·· 

A bank. has "exce:ss debt•• if· its debt se.rvice capacity is tess than its' 

total debt~ • .. : · ... · ... ·· ··• ·.· . . 

.· .. (3) ·Excess Debt = To~al Lfabilities .- Debt S~f~ic~i .capacity .. 

A bankis opticms for .dealing with .an excess debt ~roblem are limited since 
. . .. - . . . . 

in the short· run, a .bank .. has li:mit~d abiTity to change etthe·r its income or its 

cost of capital {system bo~ds · a;e non callable) •. · .. One option' rs··· to al low the 
. . . . . ·. . .: . ·.". . •·. . . •.. . ' : ' ·. . ' "· . 

. bank continued access to the bond market to borro~ an .amount necessary to meet 
' ' 

the annual·. income. sho·rtfall. This· approach· results: in contintred financial 

deterioration·,. as·····we. •have observed. over the. past few years. The· only way to 
. ' ' . . . ' ~ ' . . 

solve an ·excess debt.problem is. to .remove the excess debt ,from the balance sheet 
. . . '_,· . . . . . 

through some form of capital jnjectioi1.· · 
. ··:· .. · ..... : __ ·. - .. '··;. ,. ·,,' .· . ' 

Estimation of Excess Debt . . · · .. · · .· . · · .. · .· ... · .••.. ··. ·· · .. · . : 

··The financial problems of··the. Farm. Credit· System are centered. in ·the. 

Federal Lahd. Banks.·· This· paper.'. presents est:imat~s of excess debt only for. the 

Land Banks. - The estimates of excess Federal Land Bank debt·were developed using 
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a simple. balance·. sheet. and income statement simulation model .. ··. The. simulation 

. model provides a project~d financial pictur~· of ·.each< Federal . Land Bank on 

.Oecember·3l, 1987, December 31, 1988, and.qecember 31,,1989. A financial 

simulation was run for ·each of the 12 district Federal Land Banks. Bank 

projections o.f loa:rr volume· and other variables contained in the Farm Credit 

· .. System Financial Assistance Request prepared by the Farm Credit Corporation. of 
' . . . . ' . 

' ' 

America (FCCA} provided the starting point for the sifuulatiOns. It. :should. be 

· noted. that sevetal components of the p·rojecti<1ns in the FCCA report were "post 

legislationu and reflect an injection. of governmental ~apital as. proposed in the 

System request. · The· FCCA report incorporated the. ~apital injections into :the . 
. . ' 

·. projected System balance s,heet · by inc:reasing other income· and by reducing 

interest expense to refl~ct the deails of the System request .for financial 
.. . ' .. , .· 

. . . . . 

assistance. However, the .data used in the aoal,ysis reported·· here are. variables 
. . ·. . . .. 

whose values were:·not directly altered.· by assumptions of fi.nancial assistance 

··provided: by p·rPpo'sed ·Jeglslatton~ Table .·1 , li··sts the variables· used for the 

calculations in .this pap~r and the sources of t:hosEt data. 

As noted. '.a;bove ~· . projections. were ·developed. for ·tbe 1987~1989 . ped od. A key 

question is what.•year should be used to estimate ex·cess ·debt. Jf the analyses. 

is based upon a year• Ht which huge provisions (or. huge recoveries due to being . . . ' . . '.' . "'• . ",· 
.• . ... . . 

over reserved} are anticipated the estimate of excess<debt. will be biased upward 
. .. . . . .. 

··. (downward). Table. Z ~h()~s··.·projected charge-offs as a percent of' loan volume· for 

. :l.987, 19881 and 19S9 for each .bank. ~l~o sbo~n are .the anticipated p~oportions .. 
of non-accrual. loans over.this peri:od~ ·· .. T~ese ·projec~ions 'indicate that by 1989 

the banks· (w.ith· the exceptJon .. ··.of.Colu~bia)· expect their loan .. portfolios to·· have 

· ..• adjl.(sted to current· economic conditio,ns resulting in stable assets and· income. 

Estimates o'f excess Federal Land Bank debt pr~·sented here ~re .based on the 
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TABLE 1 

Variabl.es anQ Source Of Data Used .. to Develop Excess Debt· Estimates 

Loan Volume: 

Charge Ofh: 

Investments: 

Rate Received on Loans: 

Return.on Investments: 

Average Cost of capita 1 : · 

·. · FCGA Repi:!rt 

l:laseH ne taken from FC:cA Report 

FCCA.Report 

FCCAReport (Calcu.lated as' interest income+ accruing loan volume) 

.Assumed to .be 6% . 

· .1986 take!1 from Annual Financial Report froni each bank •. Estimates 
. ·. ,. . ' 

,of 8.7~ 88., and 89 were adjusted. downward on a trend. 

1987. = 5% dee 1i ne 

1988 = 5.4%. dee.line 

1'989 ;s 3 .• 4\ declfoe 

Rate of .Return on Acq1Jired Property '!II'·· 2.0% .. (assumed) 

Acquired Property: 

Allowance for. Losses: 

Accruing Loans: ·. 

()ther Property (Buildings. & 
. . . 
· Equipment) : 

Operating Expenses: . · 

Other Liabilities: 

Bonds: 

Notes:· 

Capital Stock;= 

Surplus: 

.FCCAReport 

· BaseHne taken frorit. FCCA· Report 
. .. . . 

. FCCA Report 

. · FCCA Report 

fCCA Report 

·FOCAReport 

1986 taken from FCCA Repor.t. 01;her yearSc were estimated by the 

·. fol10wing formula on· the assumption that all receipts from sale of 

. ~s$ets would be used to reduce debt. 

Lt "' '-t ... 1 + [NLt,. ... NLt-l + cot] + [AP t. - APt;,.11 

Where L = Li·abilities · 

.NL = Ne.t Loans 
... · .. co Charge Offs = 

AP· = Acquired·. Property. 

t =. Yea.r 

Ba lancing· fl gure·: . >·: :' '.> .... : . 
' · ... · .. : .... ;_ :· 

<Xear t Loan Volume) 

. . ·; 

.. 1986 Capita 1 Stock 

· 1986 Loan. Volume 

.. ~··. 
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Land Bank 

.. ·;, 

·· Springfield ·· · 

B.altimore 

Columbia: 

Louisville· 

Jackson.· 

St .. Louis · · 

st. Paul .· 

Omaha 
. . . : 

Wichita · 

··Texas 

Sacramento 

Spokane 

·, I, • I~.~,". :.. :~·: ... : ••·, .. •._ .·-.· __ .,··.· ~- . . . 
.. ·:-· · ... · ;·.· . d · .... 
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TABLE 2 

..•.• ·· Reported ProJecti ons. of Loa.n Charge O.ffs .and .·. 
Loan Portfo 1Jo ·QuaH ty Federal Land J3anks 1987-1989 ·· 

· Projected. Charge Offs 
· . . as .% of Lpan Vo 1 ume 

1987 • . . • 1988 ·. . . 1989 .. 

.• 04.. . .•..• 04' .04 

.·.na .. ·· ... · .14 .. · · .16' 
.. 

'.3.15 ·2.34 . l.10 

9.96. ·.'. .2~32 ... ··. L.23 

. . '13.63 . .··• 3.05 3 •. 20 '.• 

)0.40 .· .. ·· .. . .. 2.51 
1.31 

2.90 
... 

11.72 >· 6.38' 

. 16.53 . . 3.'60 1.20 

16.52. ·. 4.10· .. 1.80 

1.44 , . 1.80 2.70 

· -2.so 2.40 . · .9r. 
13:76 6.50 '3.80 

Projected No~ Accruing .. 
Loan Volume as. %:.of 

Loan Volume. 
·198~ .. ·.. . · .. 1988 . . 1989 

· .. ·l.90 i.80 1.70 

:z.so ·" .2.2s· L90 

9.35· 9.60 .. 9.80 

9~88 . ··2.53 .. 1.32 

7A4 ·. 3~30 .. 3.47 

6 • .70 2~·70 1.67 

., .. 7~52 6.94 3.~13 

.. 6.07 ··.3 .• 90 1.25 

.9~.30 3.36 1.93 

8~30 6.90 • 2.50 
.. 
····, 4.?0 • . 2~34 · 1.00 

13.80 ·]'.03 4.11 

· Source: .··. FCCA. R~port · 
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. . . .. 

balance· sheet projections for 1989 after banks have worked thro.ugh the· loan · 

portfolio qua 1 ity problems .of recent years. 
':,: .·· 

. Estimated debt .service c~pacity and hence .the: estimates of· .excess debt are 

quite sen·sitive to· assumptions abQut. th~ amount of loan loss proyisions tak:en · 

out of income each year. Some observers ·suggest that the Systernprojections of 

loan. quality .· and. provisions are . too . pessimisti.c .· and ·.hence · the .. · System• s 
: .·. ' . .: '. .. · . 

. · projections of required loss provisions are too .high. •Three set~" of: assumptions 
. . . 

. . . . . ' 

regarding loss pr'()ViSions are examined here to examine the importance Of t~~Se 

as.sumptions .on ~he resul_tfng estimate of the· amount of financial·, assistance 

··.required by each Land· Bank. 
. . 

Scenario.· 1 reflects ·.the ass:umptions -and· projecttons :about .annu~ 1 · loan los·s 

provisions· and charge offs contained· fn the ,.f'CCA .report.· . : . ·., . ' ,: 

Scen~rio 2 sets loan l0;ss• provisions tn ye_ar. t at a"le.vel required to. make 

·Joan loss ~llowances exactly·eqtial· __ ._projecte:d Toan.charge· offs :fo•r.:riext :year . 
. ,. " . ,. 

. Scenario 3 reflects .. a:. ·so p~rcent reduction Jn 'the_ projected charge offs 

.. reported. in : t~e F.CCA<.rep~rt. Melichar has . n~ted : that. th~ farm fi.nancicll 
: . . 

situation is ii'.i tul"ntng, the ci>rner and thus it is posstble that the. Land Banks 
. . . . ." .· . . .. . . . 

have over: estimated·· cha·rge .offs> for the· next three yea, rs. ·.· The. implications.·. of .. 
. . 

this possibility are exa1J1ined. in Scenario 3. Charge offs are reduced SQ, percent . 

· frum those used in scenarip l. and 2. As fo scenario 2, loss·. provi si ans are 

. calcul,ated "as the;amount. reql.dred· t~ have los~. allo~ia,nces equal. to: nex~ year's.· 

.. charge offs. . • .· .. \. .·. . . .· .···. · ... · .· .· .. ' ' 

The estimates ··of : excess . debt for ea-~h .diStrict in. 1989 · a~e shown in 

Table 3... The ;numbers iii parenthesi,s are 11egative e.xcess ·debt.· indicating· that 

·.tttese, banks nave · projected .. debt ·Servicing· ... ·· C~pacity.·· in eX:CeSS·,· of total 

·. •l tabilities.: ; ln ·.detennlnjng. ~and -Bank ·syste~ totals.,. only.. the.positive. values 

were added •. · .Adding in the negative valu~s ass.umes. that .banks. with. negative · 

·;··-.:.:.:· ·· .... · .. 
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. Springfi:eld 

Baltimore 

Columbia 

Loui svi 11 e 

Jackson· 

. St •. Louis 

·st. Paul· 

Omaha· 

Wichita 

· Texas · 

Sacramen'to 

Spokane 
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) .. TABLE 3 

Estimates of. E~cess Debt by Federa r Land. Bank District . 
.. .· .· .•. · ··· .Pr:ojected for Dec.ember 19891 

».:·:· 

scenario l. · . . Scenario 2 ·· · · .. scenario J-

·. -~-.. -~---~ .. -~--------( 1000 •dollars·}~---"."-------- ... --;;. ____ . 

•.. ·. (74~0) .. · .• 

czri.l) 
(400.2) 

273.7 .. 

... 723.4 .. . . 

> {326.0) ..•... 

·······.1~s!)L2·· 

232~?. 

·. 523.0 

.• (223.6). 

· .. · r11t .. 1l·· 

.. •. 1 ;068~5 

·4,382.5 

·.·· .((8'~7)···· 

(204~8}. . 

. (295.0} . 
.. - . . . 

.•41a..o 

717.85 
. . 

..... (298.4y·· . 

]~595.6 . 

. 101.9 •..... 

545.4 

····. U3.3'. .·. 

.... (l49~6J .· 

·· r,01~~9 · 
' . . . 

4,··73i)F 

. (81.1) 

(225.8) 

.. (468. 6) . 

280.0 

554.2 
. . . 

(544.2) . 

. '663.9 

(247~5) .. 

175~0 

(245.5) 

(462.2) 

424.8 ... 

..• 2,097. 9 

• 1Negative-excessdebtis.denotedby·parentheses and .means that these•banks have 
projected debt.····service -income .•. ··;n< excess. of debt service obliga:tjcms ... · These 
banks could . take on addl.tio.na 1 debt at projected cost . of· capita L :, Banks with 
negative ex<:ess debt requ·i re· no ~financial· .. assistance to; -stabilize or improve 

·· · .. · their financial .positior_l •. 
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excess debt would service some of the financially weak banks positive excess 

debt. Table 3 sh9ws that if by 1989 the Federal Land Bank's asset picture has 

stabilized and cha~ge offs. are as·. projected under Scen~rios land 2, a capital 

injection of $4.5 billion i.s requi.red. If charge-offs are as indicated under 

Scenario 3, then a capital. injection· of only two. bi) lion dollars is required. 

In all cases, ·a majority of the excess debt (approximately 75%) is in three 

banks, Spo.kane, st·. ·Paul, and Jackson. 

House Bill HR3030 suggests that restructuring of the System is in order and . 
. ·. . . . 

that district mergers should be considered •. The Farm Credit Bank presidents 

recently agreed that mergers should be considered· and plan to reduce the number . 
. . . 

. . . . . .· .. 

of districts from twelve. to sJx. The estimates of· excess debt in Table 3 
. . 

provide information that can . be used to examine< some of the · financial 
. . . 

implications of district, mer~ers of f:ederal Land Banks •. Table 4 shows .. the 
. . 

impact of some. possibfe combi~ations of Federal Land Banks.· These combinations 

are bdsed, where possible, on· merger o·f' one bank with ~xcess debt and one with 

. additional debt service capacity provided the two districts currently have a 

common boundary.· · 

The mergers reflected in Table 4 reduce the amount of. Federal· Land .Bank 

excess debt under Scenario 1 to $3 .3 billion from $4.4 bill ion if no mergers 
·. .. .·. • ·. ·. =.· ': . 

. . '' . . . 

occur (Tab 1 e 3l. The ·excess debt for the new merged di strict assumes that the 

surplus d.ebt service ·income of one bank would be 1.1sed tcr service the excess. debt . 

of the o'ther bank at. the interest rate Of the bank with the excess debt .•. The 
' . . . .· . ' . .. - . 

· mergers woµld result Ht a set of banks with 4-6 billion dollars in loan· volume. 

<This set of mergers would both reduce excess Land _Bankdebt-{hence reduce the 

·amount of financial assistance needed),. and res.ult in a ;set. of larger banks more 

homogeneous in si:ie;. 
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TABLE 4 

Estimated Excess Debt and Loan Volume. by Merged Federal Land Banks 
Projected for December 31, 1989 

Excess Debt 

10 

. District· Loan Volume ·scenario 1 Scenario 2 Scenario 3 

Columbia-. 
Jackson 

St. Louis
Louisville 

Omaha
St. Paul 

Wfchi ta
Texas 

Spokane .. 
Sacramento 

Baltimore
Spri ngfi.e ld 

TOTAL 

. --------...------------.... (looo dollars }.-.. ~--------HHH_ .... ___ _ 
4,576 330.0 427.9 93.4 

4,753 (5.1) 217~7 (284.5) 

6,164 .1,793.9 1,697.5 314.8 

4,069 315.7 658 •. 6 ·52 .6 

5,142. 900.0 904.6 (26~3) 

2 ,662 . (283.6) (291~3) (306. 9 )' 

.27,336 3,285.6 3,906.2 408.2 
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Conclusions and Observations 

The Farm Credit System is both a borrower and lender of capital. The 

financial problems of the System stem from its borrower status. ·The System owes 

more money than it can repay from the income generated by its 1 oan portfolio. 

The Federal Land Banks have about $4.5 billion of excess debt given their 

current configuration. Even with complete capital mobility, the Land Banks as a 

grouphaveabout$3.0 billion in excess debt. 

The only solutions to an excess debt problem are (1) for the lender (in 

this cas~, System bond holders) to forgive the excess portion of the debt, (2) 

an outsid.e injection of equity capital used to reduce debt, or {3) a third party 

.. assume obligation for repayment of the excess debt. The first alternative 

probably is not feasible. The Federal Government is the most likely source of 

funds for either option 2 or option 3. 

Removal of the excess debt problem will require $3 billion to $5 billion of 

financial. assistance to the Federal Land Banks. This amount of financial 

assistance is required to prevent further deterioration in the capital position 

of the banks. 

Loans are not a so 1 uti on to an excess debt problem of any borrower 

including the Farm Credit System. A borrower with an excess debt problem 

already has more debt than can be repaid from expected income sources. Thus 

equity capital injection or assumption of the excess. debt obligations by the 

government are the only meaningful solutions to the excess debt problem. 

Much .of the debate and discussion about the amount and nature of financial 

assistance to the Farm Credit System has confused the issue by trying to bui 1 d 

in financial assistance to farmers with financial assistance to the Farm Credit 

System. Both the Farm Credit System and a number of farmers have excess debt. 1 

However, these problems should be dealt with independently. Tying strings on 
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how the Sys tern can dea 1 with its non performing 1 oans as a condition on 

receiving financi a 1 assistance wi 11 be more costly than direct assistance to 

financially troubled farmers. It will also make it more difficult for the 

System to be an economically viable commercial lending institution in the 

future. 

We already have a lender of last resort for agriculture. The Farmers• Home 

Administration functions effectively as a welfare agency to financially troubled 

farmers. The high rate of long term delinquencies on FmHA loans is ample 

evidence of this. There is no need for another lender of last resort. 

The Farm Credit System must be recapitalized in a way that enables it to be 

a competitive commercial lending institution. This means that legislation 

providing financial assistance to the System should focus on solving only the 

excess debt p.rob lem of the Sys tern. Excess debt problems of. farmers shou 1 d be 

handled with other legislation dealing specifically with that issue. 

1Melichar points out that the financial problem of farmers may be in the final 
stages of development. He estimates that perhaps $15 billion of problem farm 
debt was dealt with during 1986. 
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