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'ESTIMATES OF FEDERAL LAND BANK EXCESS DEBT*

| Char]esVDodson and J. Bruce Bu]lock*?'

The recent request by the Farm Cred1t System for a six b1111on doI]ar
federal ass1stance package ref]ects the f1nanc1a1 woes that have plagued the
System for the pastvseveral-years. The questlon of how much money is required
vto return the Systemroto hah etonomica]]y- viable position has’ been widely
vdiscuSsedg> ‘How much capital is requ1red? It depends‘ it depends'don» what
happens to the agr1cu1tura1 economy over the next few years and on the current
~status of the. System S 1oan portfo]1o A further dec11ne in farm 1ncome will
"resuTt in greater problems for the: System wh11e stab111ty or. 1ncreases in farmi
_income w11]_11ke1y result in an 1mprovement,1n.the System's financial pos1twon,e
The nature of»the Farm Credit Systems;finahcial‘prob]emois Simp1e.“The
v'amountrof.inoome generated,from‘the FLB Toan portfo]iolhas:deeiined’and.furtherV =
- deolines.are projected.~‘System.debt‘SerVicingaob1igatiohsvhayefdeclined-]essf
than‘debtmhas deciihedfre501t1ng in the.system owing.moresdebt‘thanbcan}bee-
repa1d | ’ v' 7~ |

The max1mum amount of debt that can be serv1ced from System 1oan income is
defined by income ava11ab1e for debt service divided by the average cost of
debt. A compar1son of the maximum amount of serv1ceab1e debt w1th actua’,
liabilities provides a. measure of each bank's f1nanc1a1 prob]ems If debt
service capac1ty exceeds 11ab111t1es, the bank can probab]y earn its way out of

- short run- f1nanc1a1 stra1n.- However, if 11ab111t1es exceed the amount of

e *Nork1ng Paper 1987 16, Department of Agr1cu1tura] Econom1cs, Un1vers1ty of
- Missouri, Columbla, September 25, 1987. ,

**Graduate Research Ass1stant and Professor respect1ve1y, vDepartment of
Agr1cu1tura] Econom1cs, Un1vers1ty of Missouri- Co]umb1a : B



serviceable debt the bank has excess debt and the only solution is to reduce
liabilities to a level that can be serviced byvavailabje incomé.

Sale of assets is obviously one way of obtaining iﬁcome to reduce debt.
However, because ofvunder 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 effecis: (1)
Assets have declined faster than debt and hence debt service income has declined
more rapidly than debt service obligations. In fact, several banks have more
~ debt than can be repaid from projected income streams. (2) A reduction in the
book wvalue ~of the banks capital stock below par value resufting in stock
impairment problems. Thére has been much discussion concerning the second
problem. HOwever,'fhe first problem is far more impbrtant and will be the foéus
of this paper. - |

~Federal Land Bank ihcomé ovér the next few yeaESIWi1T_be detérmined by the
competitive conditions in the'farm moktgage market. Recent experience has shown
that Federa1'LandrBank§ will 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'totaI,U.S. farm debt
“adjusts to the farmers' curfent debt repayment capacity. ‘ ‘

The repdrt prepared by the Férm Credit‘System as part.of the financial
- request to Congress contains 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»ﬁortfolio'in each district. The implied interest
rates to borrowers are iﬁ Tine 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



Nthe'best,avaf1ab1e estimateVOf’the'System‘s 1ike1y incomeebtcturerover‘the~next
'few years The key quest1on is how much debt can be’ supported with th1s 1ncome?
Not all income is ava11ab]e for debt serv1c1ng Debt serv1ce income (DSI);‘V
s def1ned as follows: o v | o | | |
(1) vDSI . Interest Income + Other Income - Loss Provisions'fDOperating'
-_ Expenses | "‘v R y ’ o |
The amount of debt serv1ce income and the bank s cost of debt determ1ne a

'bank s debt servace capac1ty Debt serv1ce capac1ty is determ1ned by d1v1d1ng_ ‘

- debt service 1ncome by the bank s average cost of debt

st

(2) Debtvservice‘Capacity %‘

>; kdf- Banks average cost of cap1ta1 » | »

A bank has ”excess debt" 1f 1ts debt servwce capac1ty 1s 1ess than 1ts"

total debt.' SR B o ‘ f y | i

(3) Excess Debt Tota] L1ab111t1es - Debt Serv1ces Capac1ty | |

A bank s opt1ons for dea11ng w1th an ‘excess debt prob]em are 11m1ted since

in. the short run a bank has 11m1ted ab111ty to change e1ther 1ts 1ncome or its

) :cost of cap1ta1 (System bonds are non ca]]ab1e) One opt1on is to a]]ow the

, 4bank cont1nued access to the bond market to borrow an amount necessary to meet'"

the annua] 1ncome shortfa11 , Th1s approach resu]ts 1n cont1nued f1nanc1a1“

o deter1orat1on, as we have observed over the past few years The on]y way to

~solve an excess debt prob1em 1s to remove the excess debt from the ba]ance sheet

through some form of cap1ta] 1nJect1on. :

Q»Est1matlon of Excess Debt

~ The f1nanc1a1 prob]ems of the Farm Cred1t System are centered in the .
vFedera] Land Banks., Th1s paper presents est1mates of excess debt on]y for the .

o Land Banks. The est1mates of excess Federa] Land Bank debt were deve]oped using



a SimbTe=baidnce sheet and income statementdsimuiatton modeTrt The>sjmufation'
model ‘providesn’a: projected ,finanCia] p1cture of each Federal Land Bank on
December 31, 1987, ‘December 31, 1988, and December 31, 1989. A financial

simulation was run for each of the 12 d1str1ct Federa1 Land Banks. p.Bank‘
:proaectlons of 1oan volume “and other var1ab1es conta1ned in the Farm Cred1t

System Financial Ass1stance Request prepared by the Farm Cred1t Corporat1on of

'?Amer1ca (FCCA) prov1ded the start1ng p01ntrfor~the 51mulat1ons.g It should be
“ noted that several components of the. projectiOns in the’FCCA report‘were “post
1eg1s]at1on" and ref]ect an 1nJect10n of governmenta1 cap1ta1 as proposed in the
System request. The FCCA report 1ncorporated the cap1ta1 1n3ect1ons 1nto ‘the
: projected‘ System *ba1ance. sheet by increasing other .1ncome~'and» by» reduc1ng’
~ interest expense - to ref]ect the deails of - the ‘System request for f1nanc1a1

'ass1stance.. However, the data used in the ana]ys1s reported here are var1ab1es

e whose values were. not. d1rect1y a]tered by assumptlons of f1nanc1a] ass1stance

v'prov1ded by proposed 1eg1siat1on, Table 1. 11sts the var1ab1es used for the
calcuuat1ons in th1s paper and the sources of those data ‘ |

As noted above, proaect1ons were developed for the 1987- 1989 per1od A key
questlon is what year. shou1d be used to est1mate excess debt.‘ If the ana]yses
is based upon a year in wh1ch huge prov1s1ons (or huge recover1es due to be1ng

over reserved) are ant1c1pated the est1mate of excess debt w111 be b1ased upward .

: (downward) Tab]e 2 shows proaected charge-offs as a percent of ]oan vo]ume for _»h

',1987 1988 and 1989 for each bank Also shown are the ant1c1pated proport1onsu
of non-accrual 1oans over th1s per1od.~ These prOJect1ons 1nd1cate that by 1989

'the banks (w1th the except1on of Co]umbla) expect the1r loan portfo]1os to ‘have

: ,adJusted to current econom1c cond1t1ons resu1t1ng in stab]e assets and 1ncome

Est1mates of excess Federa] Land Bank debt presented here are based on the ‘



TABLE 1

FVariables andlSource Of Data Used tofDeye]op Exoese'Debt’Eetihates -

Loan Volume:
Charge Offs:
lnvestments-
" Rate Rece1ved on Loans,‘
Return. on [nvestments:

Average Cost of Capital:

: FCCA Report

'viFCCA Report

Assumed to be 6%

’ 1987 sx dec11ne
-_1988 = 5 4% decl1ne

1989 = 3.4% deciine

 Rate of Return on Acquired Property = 2. 0% (assumed)

- Acqutred Property.

Allowance for Lossess .

,Aocruing Loans: :

: Other Property (Bu11d1ngs &
Equlpment)

IOperating Expenses:

Other Liabilities:

Bonds: -

" Notes: '
- Capital Stock:'=

Surpios; v

‘;FCCA Report
Z'FCCA Report

'FCCA“Report
" FCCA Report
FFCCAYReportv’ _
1986'taken from PCCA’Report.

”FCCA-Report (Calcuiated as“intereSt income &

- Baseline taken from FCCA Report -

1986 taken from Annual Financial Report from each bank.

‘of 87;'88, and 89 were adjusted‘dowowerq on a trend.

‘Basellne taken from FCCA Report {’i

assets would be used to reduce debt.:

= NLgg o

Ski

S

e Lt_ + [N
-Where L. = Liabilitie
NL = Net Loans -

" €0 = Charge Off:

AP é“Acquired Property

“t = .Year

Balanc1ng F:gurea

1986 Cap1ta] Stock

1986‘Loan,Volume;

asorpiust_i‘f:Net Income

t

(Year t Loan Volume)

+ cot] + [AP - AP 41

accruing loan volume)

_Estimates

'Other7yeérs*were estimoted»by the

:”'f0110w1ng formu]a on- the assumpt1on that all rece1pts from sale of




 TABLE 2

;f"iRepOrtevarojeétionsﬂof Loah'Charge,Offs.ahd N v: =
- Loan Portfo1io'Quaiity‘Federa]~Lanijanks.1987f1989 D

Land Bank

5 .P¥ojected.Charge 0ffs
as % of Loan Volume -

TeET

T 1988

‘198§f;wf 

,.::* ProjéctédVNoﬁ:Acc%uing

Loan Volume as % of

Loan Volume

T987 T 1988

1989

springfield

Béltimore

- Coiumb{dfff;

o L0ui$vilié:

.Jackson ;

Cst. Louis

St. Paul

Omaha‘

~ Wichita

- Texas

Sacramento =

v<'SPokane~  ‘~- - 13.76

04
.08
L3

e
‘v ;.'13‘53-;f:f ;
1040
e
1653

16.52
RN

280

: '.;04:“

3.05

s
‘?-63385 b
360

© 180
240
: : ‘. 6#50

2.32

410

04
v*f;16 7
o
1?23v"‘5
3.20
1.31
2.90
120
‘1Q89~
| 2.70
91
'vﬁ’3.89j 1

'iijil;éo}'»

-  25501 &v
9
a0
E R
“ ;7;52 .
607
- 9.30

5 8;303~v,” 
490
13.80

1.80
2,25
©9.60
2.53
‘2;70‘;'
6.94
390
._3 3;35 '
6.90
2.3
~ 7;b3'v'

L7
1.9
L 9.80

1.32

- 3.47

. 1.67
o313
L2
‘V1.93 N
20
- 1.00

4,11

vfsoﬁrcei'vFCCAQRéportj‘-,ﬁ T



balance ShGEt PPOJect1ons for 1989 after banks have worked through the Toan
_ portfol1o qua11ty problems of recent years,b~v R - ,

Estlmated debt serv1ce capac1t/ and hence the estlmates of excess debt aref,

' qu1te sensitive to assumpt1ons about the amount of Ioan Toss prov1s1ons taken'

: out ‘of income each yeare Some observers suggest that the System prOJect1ons of

Toan qua11ty and prov1s1ons are too pess1m1st1c and hence the System s o

. proaect1ons of requ1red.1osseprov1s1ons are toovh1gh, -Three-setSaof;assumpt1ons 1’

regarding 10551provisions:are examined here'to examine thevimportance*of’these’.&

_assumpt1ons on the resu1t1ng est1mate of" the amount of f1nanc1al ass1stance
urequ1red by each Land Bank | ‘ ‘ o |

: Scenario 1 ref]ects the assumpt1ons and prOJect1ons about annual 1oan loss_:s
‘prov151ons and charge offs conta1ned 1n the. FCCA report
| Scenar1o 2 sets Toan- 1oss prov1s1ons in year t at a 1eve1 requlred to make-
;:ﬂ10an 1oss al1owances exact]y equal prOJected loan charge offs for next year -
Scenar1o 3 reflects a 50 percent reductlon 1n the proaected charge offs..
, reported in the ‘FCCA- report. Me]1char has noted »that the farm f1nanc1a1
‘ﬂ 51tuat1on is in turn1ng the . corner and thus 1t is poss1b1e that the Land Banks -
v’have over est1mated charge offs for the next three years The 1mp11cat1ons of,

this poss1b111ty are exam1ned 1n Scenar1o 3. Charge offs are reduced 50. percent

,'from those used in scenar1o 1 and 2 _As 1n Scenar1o 2 1oss prov1s1on5»are E

 calculated as the’ amount requ1red to have Toss a11owances equa1 to next year s
vcharge offs. » ‘ v » S | | _ o
The est1mates of excess debt for each d1str1ct 1n 1989 are shown in

Tab]e-3 The numbers 1n parenthesws are. negat1ve excess debt 1nd1cat1ng that :

_.,tfthese banks have proaected debt serv1c1ng capac1ty 1n excess of 'totaT

‘411ab111t1es.3 In determ1n1ng Land Bank System totals, only the pos1t1ve values

were added Addlng in. the negat1ve values assumes that banks w1th negat1ve



CTABLE 3

Est1mates of Excess Debt by Federal Land. Bank D1str1ct‘
Proaected for December 19891

-'Scenario r f» f Scenario 2~ Scenario 3

© springfield - (.0) '],v.(78,7) (sl
B ”Baltimoféf S {ffi‘v_"(217,3) SO o (204,3) f .:;"v  f' _(225,3)
Columbia S w2 @m0 (468.6)
Louisville f_ 273, 7?f>: a0 w00
“Jackson : 723 4 B 71785 .‘554’-2 |
st. Louis ';Jj'7 3 (320 0 (ss4) o (s4.2)
' st. Paul f‘jﬁ}f; S »1,551,2'v, e ;ﬁfvv11;595;6", =;j° s? 1x;  6639
Omaha S "'232.'7 R - 10'1_,.9‘-, o IR ’_‘_:.‘."(1247’.5)_. |
. Wichita ;‘}' '”‘*1523;0 LR 545;4",1=“7f?',"  ;,'175;0 
Texas o (223.8) 133 (45.5)

’_Sgcraménto  ’,i‘ 3  v':v(i73}i)’Q  '17 o {f’(149 6)_  3 : fj' t  :(462.2)'

~ Spokane 085 L0799 4248
ST 43825 4-,7»31.9;, 20079

’°v,,1Négat1Ve}éXCess'debt”1$°deﬁotéd by parentheses and means that these banks_have
. _projected debt service income in excess of debt service ob11gat1ons These

~ banks could -take on additional debt at projected cost of capital. Banks w1th“v
negative excess debt require no- f1nanc1a1 ass1stance to- stab111ze or. 1mprove
thelr f1nanc1a1 pos1t1on ; : . A



excess debt would service some of the f1nanc1a1]y weak banks . pos1t1ve excess
debt. Table 3 ‘shows that 1f by 1989 the Federa1 ‘Land Bank' s asset p1cture has
stabf11zed and_charge offs are as projected under Scenarios. 1 and 2, a capital
- injection of $4.5 billion i$ required. If charge-offs are as indicated under
Scenario 3, then a capital injection of only two billion dollars fs‘required.
- In all cases, a majority of the excess debt (apprdximate1y 75%) is in three
’banks,‘Spbkane, St. Paul, and Jack50n¢b | | | | |

" House Bi]1 HR3d30 suggests that‘restruéturing of the System is in order and
that d1str1ct mergers -should be cons1dered The Farm Credit Bank. presidents
_ recent]y agreed that mergers shou]d be cons1dered and plan to reduce the number
of districts from twelve to six. The estlmates of excess debt in Table 3
provide informétion‘»that can be used to examine ~some - of - the financial
implications of district mergers of Federal Land Banks. Table 4 shows the
impact of some possible combinations of—Fédera] Landeanksf  Thesé CombinationS"
are‘baséd,‘where;pquib]e, on merger of one bank with ex@ess_débt and 6ne with
additional debt sebvicé capacity provided the two districts currently have a
common boundary. | N |

The mergers reflected in Tab]e 4 reduce'the‘amodntvof_?edera]'Land Bank

excess debt under Scenérioﬂl to $3.3 billion from‘$4.4 billion if no mergers
occur (Table 3). The_ekcesS'debt for the neW merged'district assumes that the
“surplus debt service income of one bank would be used to service the exéeSs debt
~of the‘other'bénk at.the interest réte‘of the bank with the exceSs debt. ‘The
mergers would result 1n a set of - banks. w1th 4-6 b1111on dollars 1n 1oan volume |
This set of mergers would both reduce excess Land Bank debt (hence reduce the
amount of_f1nanc1a1 aSSIStance_needed),vand_result in a set of larger banks more

homogeneous in size.
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| TABLE 4 S

Est1mated Excess Debt and Loan Vo]ume by Merged Federa] Land Banks
‘ ProJected for December 31 1989 S

vi*DiStrict”"‘

i LOﬁﬂgVﬁlumé i'

Excess Debt

Scenar1o 1

Scenar1o 2

' chenario 3 '

‘CO]Umeae._;

| - Jackson

St. Louis-
Louisville -

Omaha-

St. Paul .

wichitd~ .
~ Texas -

Spokane-

-Sacramento-

* Baltimore=-
Spr1ngf1e1d

' TOTAL

- o o . - - - o

:6*164“ “ S
4,069
| Z,f_;5;142 <r“

'-gz 662
27, 336’ =

330 o_Jf~t*
¥1;7§3;§;; };
”’° §15;?,jf[;-f” 
5-§0b(0v:f N

t>ﬁf:(283;6)?*i?*
. 3,285.6

'”f11;6§7.5ff;5fffAf "}314,3ﬁfT ,y
686 526
;5904;551 g ,}fJ;'(26;3)5 ¥

511‘(291 3 (306 9}' L
-H[}}3 906 2 ,:’g-i | 403 2
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Conclusions and Observations 7
The Ferm Credit System’ is both a borrower4 and lender of capfté].v The
finaneial‘problems of the System stem from its borrower status. The System owes
.'mbre money than it can repay from the income generated by its loan portfo1io
'vThe Federal Land Banks have about $4 5 billion of excess debt g1ven the1r
- current conf1guratjon, Even with compIete capital mobility, the Land Banks as a
grodpﬁhave about $3.0 billion in excess debt. 7
The only solutions to an excess debt problem are (1) for the lender (in
this,case; Systemvbond«ho1ders) to forgive the excess‘portion of the debt, (2)
an‘dutsjde.injection of equity capita1 used  to reduce debt, dk‘(B) a third party-
f~assume ’ob1igation “for kepayment of the excesss debt. The first >e1ternative
probab]yjis;not feasibie. -~ The Federal Government is the most 1ike1y'source of
funds for either option 2 or option 3. | | »
Remova] of the excess debt prob]em will requ1re 33 b1111on to $5 billion of
financial assistance to the Federal Land Banks This amount of financial -
assistance 1s.requ1red to prevent further deterioration in the cebital pdsition
‘of the banks. | | |
- Loans. are not a solution to an excess vdebt ~preblem of any borrower
vincluding the Farm Credit System. A borrdWer withatan‘ exeess debt proelem
'~a1ready_has more debt than can be repaid from expected income sourCes.vThus
'equfty capitalsinjection or assumption of the excess debt ob]igetions'by'the -
'government are the only meaningful solutions to the excess debt prob]em |
Much of the debate and discussion about the amount and nature of f1nanc1a1
””asststance to the Farm Credit System has confused the 1ssue by try1ng to bu11d
~in f1nanc1a1 assistance to farmers with financial ass1stance to the Farm Credit
-,:System.. Both the Ferm Credit System and a number of farmers-have excess debt.,»1

" However, these'prob]ems should be dealt’withvindependently.' Tying strings on
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how the System can dea1 ‘with its non perfofmingv loans‘_as‘ a condition on
receiving fihancial aésisfance will be more costly than direct assistance to
financially troubled farmers, It will also make. it more difficult for the
System to be an ecdnomica11y viable commercial 1ending"institution in‘ the
future. : | |
We a]réady have a lender of last resort for agriCuTture. The-Farmérs' Home
Administration'fuﬁctions effectively as a welfare agency to financially trOub]ed‘
- farmers. = The high rate ofv long term delinquencies on‘iFmHA loans is ample
evidence of this. ~ There is no need for anotherllénder of last resort.
The Farm Credit System must be recapitalized in a way that enables it'td be
a cohpetitive comherc1a1‘ lending institﬁtion. This means  that 1égislation
providing Financia] assistance to the System should focus on solving only the
excess debt problem of‘thebsystem. Excess débt prbb]ems Qf‘farmers;should be

hand]ed‘with other,legislation dealing sbecifita]]y with that issue.

1

o ~ *Melichar 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. T SR o
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