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Ithough still heavily reliant on core

deposits, agricultural banks have
increasingly used wholesale funding
alternatives, especially advances from
the Federal Home L.oan Bank system
(FHLB), as a way of sustaining their
asset growth.! Indeed, the growth in
borrowing from the FHLB by agricul-
tural banks exceeds that of their nona-
gricultural counterparts over recent
years. This trend could accelerate
with the passage of financial modern-
ization legislation, the Gramm-Leach-
Bliley (GLB) Act of 1999. GLB took
steps to increase bank membership in
the FHLB, and we estimate that an
additional 500 agricultural banks, about
one-quarter of the total, will be eligible
for membership because of the bill.
The bill also made provisions to in-
crease the amount that banks can
borrow from the FHLB, although it is
less clear how heavily these new
borrowing opportunities will be ex-
ploited.

Trends in Use of Core Deposits
Core deposits are the primary source
of funds for agricultural banks, al-
though their share of total liabilities
has fallen steadily from 90 percent to
81 percent over the last 10 years (see
graph 1).

This decline at agricultural banks
reflects shifts in asset growth relative
to deposit growth. Throughout the
1980s and the beginning of the 1990s,
core deposits grew at roughly the
same rate as assets. Since 1993, de-
posit growth at agricultural banks has

'We define agricultural banks to be those com-
mercial banks whose agricultural operating and
real estate loans equal 25 percent or more of
their total loan porfolios. We define core
deposits as the difference between total deposits
and the sum of brokered deposits and time
deposits greater than $100,000.
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Graph 1 - Liabilities at Agricultural Banks
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consistently lagged asset growth. The
median annual increase in core de-
posits at agricultural banks was an
average of 2.7 percent between 1993
and 1999, compared to an average
median increase in assets of 3.9 per-
cent (see graph 2).

Agricultural banks have
assumedly turned to new sources of
funding because core deposits have
higher costs on the margin than the
alternatives. Moreover, some of the

6_0 & e

trends that could lead to higher costs
for deposits show no sign of revers-
ing. For example, household prefer-
ences seem to have shifted from core
deposits toward capital market in-
vestments. Demographic trends in
parts of rural America, leading to out
migration and older populations,have  y
also negatively affected the supply of
deposits to agricultural banks. Banks
in rural counties that have lost popula-
tion, or where death rates have ex-

Graph 2 - Median Growth Rates of Assets &
Deposits (Agricultural Banks)
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ceeded birth rates, have had a greater
reduction in deposits than banks else-
Where.

Increased Use of Alternative
Funding Sources

Some of the decline in core deposits
has been offset by an increase in the
use of large time deposits (those in
€xcess of $100,000), which have risen
to 12 percent from 8 percent of total
liabilities as of the third quarter of
1_999. Agricultural banks have also
Significantly increased their reliance
On other wholesale funds or borrow-
Ings such as federal funds purchased
or FHLB advances. Borrowings as a
Percent of total liabilities have risen
Steadily since 1989 from 2 percent to
Justunder 6 percent during 1999. The
heightened use of borrowings by ag-
Ticultural banks can be linked directly
to the relaxation of membership re-
Quirements for the FHLB.

FHLB Membership
Requirements Before
Financial Modernization
The FHLB is a government-spon-
Sored enterprise (GSE) which makes
Oans, called advances, to its member
financial institutions. GSEs are pri-
Vately owned, federally chartered
COrporations that operate nationally
Withspecialized lending powers. Their
COnnections to the federal govern-
Ment allow them to borrow at rates
Shghtly above those available to the
USS. Treasury. Thus a GSE like the
LB can provide funds to its bor-
TOwers at relatively low cost.

FHLB membership was originally
'®stricted to savings and loans. Com-
Mercial banks were first allowed to
Jom the FHLB with passage of the
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Financial Institutions Reform, Recov-
ery, and Enforcement Act (FIRREA)
in 1989. This change reflected, in part,
the need for new FHLB members
following the demise of the thrift in-
dustry. To join the FHLB, banks had
to be in sound financial condition (usu-
ally a regulatory safety and sound-
ness rating of “1” or “2”’) and have at
least 10 percent of their assets in
“residential mortgage loans” (RML).
Permanent housing and construction
loans, home equity and improvement
loans, and mortgage-backed securi-
ties (MBSs) counted toward the RML
requirement. To receive an advance,
a member has to purchase FHLB
stock and pledge high-quality assets
as collateral. Acceptable collateral
includes first mortgages and other
real estate related assets, Treasury
and GSE securities, and deposits held
at the FHLB.

The FHLB increasingly sought to
increase advances to commercial
banks and has viewed agricultural
banks as important potential custom-
ers. For example, a regulatory rein-
terpretation by the FHLB in the sum-
mer of 1998 made it easier for agricul-
tural banks to join the FHLB. It per-
mitted banks with less than $500 mil-
lion in total assets to count farm real
estate loans toward the membership
requirement as long as the residential
portion of the parcel was an “integral”
part of the property. Previously, the
residential portion had to equal 50
percent of the value of the parcel.

Agricultural Bank Use of the
FHLB Before Financial
Modernization

Agricultural bank membership in the
FHLB has grown steadily since 1989.
As of the third quarter 1999, 50 per-
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Graph 3 - Agricultural Bank
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cent of the nation’s 2,219 agricultural
banks belonged to the FHLB com-
pared with only 6 percent during the
early 1990s (see graph 3). Further-
more, the number of agricultural banks
that are actively borrowing from the
FHLB is also increasing. While only
45 percent of member agricultural
banks received advances in 1992, 75
percent are currently borrowing from
the FHLB.

The rising membership, along with
greater participation rates, has re-

sulted in sharply higher levels of ad-
vances to agricultural banks in recent
years. Advances reached $4.1 billion
during the third quarter, constituting
almost 7 percent of total liabilities of
borrowing members (see graph 4).
This represents an increase of over
140 percent since 1997. In contrast,
the rate of increase for small, nonag-
ricultural “community banks™ has been
about a third slower during this period.
This reflects a relative slowdown in
the pace at which community banks

Graph 4 - Total Advances to Agricultural Banks
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these banks can offer as collateral.

join the system and the fact that,
relative to community banks, a greater
percent of the agricultural banks that
Join the FHLB actually borrow funds.

(GLB made other changes to the

FHLB and the financial system which

we do not explore in this article.)

»

Eligibility is increased under GLB by
allowing a bank that has assets under

Gramm-Leach-Bliley Could
Boost Membership
GLB took ste

b
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Table 1 provides our rough calcu-
lations on the number of agricultural
banks, the number of FHLB mem-
bers, the number of non-members
currently eligible to join, and the total
number of “newly eligible” banks for
each state. (Details on the calcula-
tions and the limitations of these esti-
mates can be found in the Appendix.)

We estimate that under the new
system, virtually all of the nation’s
2,248 agricultural banks will be eli-
gible to join the FHLB. Only 62 banks
will be ineligible based on the new
criteria. (Their exclusionreflects their
financial condition.) Nebraska, Kan-
sas, Minnesota and Texas account
for more than half of the newly eli-
gible agricultural banks.

Gramm-Leach-Bliley Increases
Potential to Borrow

GLB also allowed commercial banks
with assets under $500 million to offer
small business and farm loans as col-
lateral for FHLLB advances. We esti-
mate that the total amount of collat-
eral that agricultural banks can pledge
for FHLB advances could increase
by roughly 50 percent under the GLB
rules, (the Appendix details theserough
estimates as well.) We find that
under existing rules, eligible collateral
for agricultural banks equaled $36.4
billion. Using the new GLB collateral
and eligibility rules, we find that agri-

cultural banks will have eligible collat-
eral equaling $55.2 billion. However,
the total amount of advances made
against the new collateral could very
well be smaller. The FHLB of Des
Moines has suggested that advances
made against newly pledged farm
loans will likely be much less than the
typical 80 cents on the dollar for mort-
gages.

Additionally, the need to pledge
the new collateral and increase FHLB
borrowings is unlikely to be the same
for all current and potential FHLB
members that are agricultural banks.
This propensity to borrow can sim-
plistically be measured by the ratio of
deposits to loans at individual banks.
Higher ratios could indicate that a
bank has not fully deployed its depos-
its to fund loan growth. As might be
expected, agricultural banks that are
actively borrowing from the FHLB
have the lowest deposit-to-loan ra-
tios, indicating more full deployment
of deposits and the potential need to
find other sources. The “newly eli-
gible” agricultural banks have signifi-
cantly higher median ratios, implying
a lower need to borrow from the
FHLB. This could limit the growth in
advances, because roughly 38 per-
cent of the $18 billion projected in-
crease in eligible collateral results
from the “newly eligible” agricultural
banks.

Agricultural Bank Group
Newly eligible
Eligible nonmember
Nonborrowing member
Borrowing member

Deposit-Loan Ratio
1.58
155
141
128

Table 2 provides additional detail on collateral levels and median deposit-to-

loanratios.
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Table 2: Available Collateral Under Old & New Standards Median Deposit-te-Loan Ratios

Alabama 128.42 162.86 1.94 1.64 NA
Arkansas 1,191.23 1,747 .43 1.42 1568 1.68
California 612.95 740.37 157 1.28 152
Colorado 594.59 1,029.18 123 1.65 1.59
Florida 151.42 188.77 1.26 159 3.50
Georgia 440.61 725.69 1.31 1.50 2.00
Idaho 216.37 329.82 1.31 NA 1.33
llinois 4,650.78 6,237.62 1.45 1.58 1.92
Indiana 1,023.51 1,364.04 1l k] 1.56 155
lowa 6,270.05 8,846.12 1.29 1:63 NA
Kansas 3,027.79 4,655.41 132 1.49 A=i7
Kentucky 489.62 713.44 191 EEH 133
Louisiana 366.67 496.44 1533 1.90 i [0)
Michigan 226.36 329.04 1416 2.59 1.49
Minnesota 2,436.18 4,085.95 125 1.41 NA
Mississippi 388.20 587.53 1,34 1.69 1.53
Missouri 2,080.96 3,14567 1.29 1.48 219
Montana 53955 1,011.19 1.32 1.59 1.46
Nebraska Srs 12 5,113.79 1.28 152 1.45
New Mexico 46.34 159.22 083 NA 177
North Dakota 1,103.98 1,848.94 1.31 1.63 1.44
Ohio 198.99 265.92 12 1.61 NA
Oklahoma 1,662.43 2,551.52 1.41 171 1.84
Oregon 60.92 82.96 145 4:35 NA
Pennsylvania 29.87 38.67 1.28 NA NA
South Dakota 1,033.90 1,699.00 1.32 NA 1.50
Tennessee 127.64 171.41 1:58 1265 NA
Texas 2,826.34 4,541.99 1.84 2.08 2.34
Utah 10.38 1222 NA 1:.22 NA
Vermont 31.96 55.96 1.00 0.93 NA
Virginia 7.29 11.04 1.08 NA NA
Washington 143.60 252.30 1.11 NA 1.27
West Virginia 47.86 64.78 NA 1.47 NA
Wisconsin 1,042.46 1,603.98 22 1.34 5517
Wyoming 171.17 293.06 1.46 1.68 1.55
All Agricultural Banks 36.4 (bill $) 55.2 (bill $) 1.32 JRbD 1.58
All Banks 1,376.3 (bill $) 1,439.6 (bill $) 1.30 .58 1.66

Appendix on Methodology

The FHLB has established specific
Quantitative and qualitative rules to
determine eligibility for membership.
We attempted to proxy the applica-

financial reports that commercial
banks file with regulators (i.e., the
“call report”).

0

tion of these rules, but reliance on
S€condary sources means that our
Calculations will surely not produce
the same results as would a review of
Membership criteria performed by the
FHLB.

We used the following rules in
qeterminin g eligibility under the pre-
Mancial modernization system. We
also used June 1999 data from the

Jourpg; of Agricultural Lending - Winter 2000

e A bank must be in sound finan-
cial condition to join the FHLB. We
required that a bank have regulatory
safety and soundness rating of “1” or
“2” on their most recent exam to be
eligible.

* A bank must have “Residential
Mortgage Loans” (RML) equaling 10
percent or more of their assets to join
the FHLB. Permanent housing and

51




construction loans, home equity and
improvement loans, and mortgage-
backed securities (MBS) count to-
ward the RML requirement. We used
the following call report items to de-
termine a bank’s holdings of RML.:

- Revolving, open-end loans se-
cured by 1-4 family residential prop-
erties,

- All other loans secured by 1-4
family properties, secured construc-
tion and land development loans,

- Loans secured by multifamily
properties, and

- MBS (including those guaran-
teed by GSEs, GNMA and otherissu-
ersy:

Commercial banks with assets
under $500 million can join the FHLB
regardless of their RML holdings un-
der GBL.

Under prior federal statutes, com-
mercial banks could only pledge first
mortgages and other real estate re-
lated assets, Treasury and agency
securities, and deposits held at a
FHLB. The “other real estate” collat-
eral must have areadily ascertainable

value and be subject to a priority claim
of the FHLB. Advances secured by
such collateral cannot exceed 30 per-
cent of the borrower’s capital. We
used the following items from the call
reportto determine eligible collateral:

e Loans secured by 1-4 family
properties with first liens,

* Treasury securities; and

* Securities issued or guaranteed
by GSEs as well as federal agencies
such as the Small Business Adminis-
tration.

* Revolving, open-end loans se-
cured by 1-4 family residential prop-
erties, junior loans secured by 1-4
family properties, secured construc-
tion and land development loans, and
loans secured by multifamily proper-
ties were counted as “other real es-
tate.” These assets were then sub-
jected to the 30 percent of capital cap.

Under GLB, banks with assets
under $500 million are eligible to pledge
loans made to small businesses and
small farms. We used the June 1999
call report data on business and farm
loans under $250,000 to determine the
amountof newly eligible collateral. jal

Now you can visit
the Journal on-line at
www.agricultural-lending.com
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