Credit In
Rural America

ity of credit in rural areas for agriculture, hous- risk and maturity;

ing, and rural development, as mandated by
Section 650 of the Federal Agriculture Improvement
and Reform Act of 1996. Its purpose is to provide the
most recent and comprehensive information available
on the performance of rural financial markets as
Congress deliberates on legislation addressing agricul-
tural and rural credit issues, including the availability
of credit and changes in Federal credit policy. « any added risk to the safety and soundness of
the Farm Credit System that may result from
approval of a proposal; and

This report assesses the demand for and availabil- banks of the United States for credit of comparable

(7) the advantages and disadvantages of the mod-
ernization and expansion proposals of the Farm
Credit System on the Farm Credit System, the
United States banking system, rural users of credit,
local rural communities, and the Federal
Government, including:

The 1996 Act specifically requested that the study be

based on the most recently available data to analyze:

 any positive or adverse impacts on competition
between the Farm Credit System and the banks
of the United States in providing credit to rural
users;

(1) rural demand for credit from the Farm Credit
System, the ability of the Farm Credit System to
meet the demand, and the extent to which the Farm
Credit System provides loans to satisfy the demand;
(8) the nature and extent of the unsatisfied rural

credit need that the Farm Credit System proposals
are supposed to address and what aspects of the pre-
sent Farm Credit System prevent the Farm Credit
System from meeting the need;

(2) rural demand for credit from the United States
banking system, the ability of banks to meet the
demand, and the extent to which banks provide
loans to satisfy the demand;

(3) rural demand for credit from the Secretary, the
ability of the Secretary to meet the demand, and the
extent to which the Secretary provides loans to sat-
isfy the demand;

(9) the advantages and disadvantages of the propos-
al by commercial bankers to allow banks access to
the Farm Credit System as a funding source on the
Farm Credit System, the United States banking sys-
(4) rural demand for credit from other Federal agen- tem, rural users of credit, local rural communities,
cies, the ability of the agencies to meet the demand, and the Federal Government, including:

and the extent to which the agencies provide loans

to satisfy the demand;  any added risk to the safety and soundness of

the Farm Credit System that may result from
(5) what measure or measures exist to gauge the approval of the proposal; and

overall demand for rural credit, the extent to which
rural demand for credit is satisfied, and what the
measures have demonstrated;

 any positive or adverse impacts on competition
between the Farm Credit System and the banks
of the United States in providing credit to rural

(6) a comparison of the interest rates and terms users; and

charged by the Farm Credit System Farm Credit

Banks, production credit associations, and banks for

cooperatives with the rates and terms charged by the

(10) problems that commercial banks have in
obtaining capital for lending in rural areas, how
access to Farm Credit System funds would improve
the availability of capital in rural areas in ways that
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cannot be achieved in the system in existence on t
date of enactment of this Act, and the possible
effects on the viability of the Farm Credit System o
granting banks access to Farm Credit System fund

For a number of reasons, this study is unable to
respond fully to several of these issues, at least as th
have been posed. Time restrictions and data availabil
ty are both limiting factors. In addition, the nature of
credit markets, where each participant’s behavior is -
affected to some degree by that of its competitors,
makes evaluation of individual participant performanc
difficult. Nonetheless, every attempt has been made t
address each of the issues raised, to the extent possi

While the thrust of many of the mandate’s questions i
on demand for credit, this study includes information i
about the supply of credit and credit substitutes (out-
side equity capital and Federal grants) that Congress
did not specifically request in an attempt to provide a
more comprehensive view of the financial landscape
faced by rural borrowers. Nonetheless, this analysis
focuses on the aggregate performance of rural financi
markets for each of the broad classes of borrowers

mentioned in the Congressional mandate rather than
the performance of individual markets. That is, avail-
able data and financial market research have been

reviewed to ascertain if rural residents face widesprea
problems in accessing competitively priced credit. No
attempt has been made to evaluate financial market
conditions in specific rural communities or to highlight
any sporadic or localized financial market failures that
may exist in rural America.

This aggregate approach is consistent with the types
policy changes the Congress requested USDA to

assess. Expanding the lending authority of the Farm approaches based on additional study. Examples of
Credit System (FCS) and the commercial banking sys-sych policies might include lowering barriers to entry,
tem’s access to FCS funds are both “broad-brush” polireducing the costs of serving poorly functioning mar-
cy changes aimed at increasing rural credit availabilityxets, or providing subsidies that are directly related to
Neither approach targets documented financial marketmarket performance.

problems affecting specific communities or specific

groups of borrowers. Furthermore, since the public  rral Credit Demand, Its Satisfaction, and

benefits of both proposed policy changes accrue only g ral Credit Supply

in markets where competitive performance is

improved, neither policy change will be cost effective The legislative language requesting this report focuses
unless rural financial market problems are widespread©n rural credit demand and the satisfaction of that

In contrast, cost-effective solutions to credit problems demand. “Rural” is left undefined, and different pro-
that are localized, sporadic, or limited to particular bor-grams, studies, and data sources use different defini-
rower groups would entail tightly targeted policy tions (see box). In this study, “rural” means nonmetro-
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politan counties whenever data are presented. » whether rural lenders can respond in a timely fash-
However, the literature referred to often relies on alter- ion to changes in the level of legitimate loan

native definitions. The phraseedit demands also requests by creditworthy borrowers; and

open to interpretation. In this report, we use the eco-
nomic definition: demand is the amount of credit (of a
certain type, maturity, etc.) that borrowers will choose
to incur and pay for at a given price. Such decisions A higher effective interest rate in rural areas is not
depend on both economic considerations and consumeroof that a rural credit market problem exists, nor are
preferences. Economic considerations include such equivalent interest rates in rural and urban areas proof
factors as the borrower’s income and the prices and that credit market problems do not exist. Interest rates
qualities of other goods and services. Noneconomic should vary with the riskiness of the loans being made
considerations include such factors as the borrower’s and other lending costs. But since transactions costs,
willingness to defer consumption or investment until  barriers to entry, and imperfect information reduce the
sufficient savings can be accumulated and his or her geographic mobility of financial capital, differences in
community’s view of debt. Although credit markets interest rates can also result from local financial market
are complicated because they involve transactions thatmperfections. These imperfections, if they exist, are
occur over extended periods of time and involve sellergoncerned more with the supply of credit and the struc-
who cannot verify that they will receive payment for  ture of financial markets than they are with demand for
their services, the basic economic principles apply.  credit.

» whether rural financial markets are sufficiently
competitive to allocate credit efficiently.

The desires of potential consumers who are unwilling Thus, a key concern is whether rural financial markets
or unable to pay are not included in economic demandcan quickly adjust to changes in legitimate requests by
In this way credit is no different from other goods and creditworthy borrowers. Such changes may occur, for
services. Requests from those who are unable or  example, because profitable investment opportunities
unwilling to repay loans and their associated costs canarise as prices, technology, or consumer preferences
not be considered to create economic credit demand. d¢hange. The final issue is whether or not the equilibri-
they were, demand would quickly outpace supply, andum level of credit in a given market is consistent with
we would have to use a nonmarket mechanism to alloefficient economic performance. An equilibrium level
cate the limited amount of loanable funds available. may be inefficient if supply conditions are not competi-
Attempts by other societies to rely heavily on nonmar-tive because of such factors as naturally monopolistic
ket mechanisms for allocating credit have met with  markets, legal constraints to competition, unwillingness
only temporary and limited success. to provide credit to certain types of borrowers or for
certain purposes, inability of lenders to efficiently
diversify or hedge risks, and the inability of lenders to
tt;orrectly verify the willingness and ability of borrow-
ers to repay loans and interest. In assessing the perfor-
mance of rural financial markets, each of these issues

must pay for that credit, holding other things constant, .
including income and other prices. Not all demands YV'” be zfld(_jre'sseci to the extent that data allow (see box,
Data Limitations”).

are satisfied in any market at any time because a price
exists below which a given good or service will not be
voluntarily traded by providers.

Theability to satisfy credit demanid linked closely to
the definition of credit demand. As discussed, “credit
demand” refers to the relationship between the amoun
of credit borrowers choose to use and the price they

Measuring and Evaluating Market Performance

From a rural development policy perspective, the key FOF the most part, this study adopts an economic

questions concerning the satisfaction of credit demandeficiency framework to discuss the qualitative
are: performance of rural markets. In an efficient capital

market, all borrowers having the same creditworthiness
* whether the equilibrium price for credit (i.e., the have similar access to credit, with the cost of borrow-
effective interest rate at which supply equals ing being a function of the riskiness, term to maturity,
demand) is significantly different in rural and and other cost-related characteristics of the loan. The
urban financial markets;
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major components of the cost of credit are the cost of
capital and the cost of risk-bearing, neither of which
should vary geographically in an efficient capital mar-

ketl Variations in personnel and other costs remain,

As a result of market segmentation, borrowers in dif-
ferent markets often face different supply curves.
Market segmentation refers to the division of markets
(here the market for borrowed funds) into insulated

but these have a relatively minor impact on the cost ofparts or submarkets. Such segmentation can occur, for

credit. Thus, in efficient markets, otherwise identical

example, because of geographic isolation, transaction

borrowers face similar supply curves for credit, no matcosts, or legal barriers to competition. Segmentation

ter where they reside. Differences in the use of credit
in such markets are a function of demand.

Competitive financial markets allocate capital efficient-
ly, but not all markets are equally competitive. When
few competitors dominate a market, they have the
power to affect equilibrium prices and quantities. At
the extreme, profit-maximizing monopolists restrict
supply, thereby increasing the price above that which
would prevail in a competitive market. Market power
can be used in this way to earn extra profits, or it can

may limit the number of competitors in a submarket
and allow them to earn greater profits or operate less
efficiently than they would in a more competitive envi-
ronment. The insulation of the segments need not be
total for these effects to occur. Thus, similar loan
requests from borrowers having the same characteris-
tics may be treated very differently from one communi-
ty to the next, and borrowers with similar loan purpos-
es or collateral may be treated differently depending on
the type of lender they approach.

support inefficient operations that spend more than ned? considering credit demand from commercial sources,

essary on salaries, buildings, or other inputs that bene
fit managers and owners but not customers. While
insufficient data are available to precisely measure

such as the Farm Credit System or commercial banks,
an economic efficiency perspective is appropriate.
However, the Federal Government has intervened in

rural financial market performance, measures of markgtiral credit markets for two reasons: to enhance eco-

structure are more readily available; and a large body

nomic efficiency and to address concerns about social

of research exists linking structure to performance (se€quity or fairness. While these two concerns often

Gilbert, 1984; and Rhoades, 1995).

Market power can persist and local financial market
conditions vary significantly because the following fac-
tors all reduce competition between lenders in differen
geographic regions and specializing in different loan
products:

« high information and transactions costs;
« low profit potential from new entry;

* regulated, legislated, and institutionalized market
segmentation;

« informational asymmetries; and

« cultural or personal biases (discrimination).

11n an efficient market, capital is free to flow to its best use, and only risk
that cannot be eliminated in an efficiently diversified investment portfolio is
priced—and that price should not vary with where the loan is originated or
held. Nor should the cost of credit vary appreciably by the size of the

arise in tandem, they have very different aims and
implications for demand. Moves toward market effi-
ciency add to the resources available to society, and,
therefore, are potentially self-financing. Appropriately
briced “market efficiency” program funds can be allo-
cated the same as private-sector loans are to meet
demand. But programs to attain social fairness through
credit markets tend to create economic inefficiencies,
requiring public subsidies to attain program goals.

Government programs that provide subsidized credit
attempt to bolster the economic activity or well-being
of those served (who may or may not qualify for com-
mercial credit). Demand for subsidized credit is large-
ly insatiable because of the economic benefits
bestowed on recipients through preferential loan terms.
Thus, the ability of subsidized government programs to
satisfy borrower demand is irrelevant. Rather, their
effectiveness depends solely on their ability to cost-
effectively satisfy their public purpose. Judging how
“fair” the results are requires a set of value judgments
about who does and does not deserve credit and how

lender. Economies of size and scope are relatively minor in the commercighych subsidy (bOth directly, in terms of borrowing

banking industry, with fairly small banks (with assets of $75 million to
$300 million) exhibiting minimum average costs (Berger and Humphrey,
1992).
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costs, and indirectly, in terms of forgone economic
growth) society is willing to provide. These judgments
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are best addressed through the political decisionmakingraphic, and borrower characteristic lines reduces com-

process and are not evaluated in this study. petition among lenders.

In addressing the 10 issues raised by Congress, this In part, government-supported secondary markets and
report first addresses the ability of the major rural credit enhancement programs were initiated to help
lender categories to meet changes in the level of foster greater competition for eligible loans. They

demand in a timely fashion and the extent to which  encourage the creation of new competitors, or increase
they have provided rural loans for various purposes inthe size of the market served by existing lenders and
the recent past (addressing parts of questions 1 throughcrease the lending capacity of lenders within a given
4 on page 1). The study then assesses the demand fanarket. Borrowers do not typically interact directly
credit by agriculture, and the rural housing, business, with the institutions and entities listed on the lower half
and community development sectors, and evaluates of table 1. These organizations typically deal with

how well rural financial markets appear to be satisfyingetail lenders, buying eligible loans, serving as conduits
that demand (addressing parts of questions 1 through or guarantors for the sale of mortgage-backed securi-
6). Based on this research, the need for an expandedties, providing cash advances, and guaranteeing or
FCS role in rural financial markets is examined insuring eligible loans originated by lenders.
(addressing questions 7 through 10). This reportis Nonetheless, their existence has had a marked impact
supplemented by several lengthy appendices which on retail lender behavior and, to varying degrees, on
provide more detailed evidence on each of these issudmancial market performance.

The Congressional request for this study specifically
Rural Lenders asked for information on the commercial banking sys-

tem, the Farm Credit System, credit programs operated
Rural borrowers are served by a wide variety of finan- hy USDA, and credit programs administered by other
cial service providers. The most visible sources are  Federal agencies. The remainder of this section focus-
regulated financial institutions—particularly commer- es on these lender groups, describing the markets they
cial banks, savings and loans (for housing), and the  serve, their current financial strengths and weaknesses,
FCS (fOf agriculture). However, other institutions and and factors aﬁecting their abilities to respond to

individuals play important roles by supplying credit or changes in economic demand for credit.
by enhancing the competitiveness of rural financial

markets. Table 1 lists the potential sources of credit commercial Banks

and financial market support for agriculture and rural

housing, business, and development. (Appendix A prdYy any measure, commercial banks dominate most
vides a more detailed overview of these financial ser- rural financial markets and are well positioned to pro-
vice providers and their importance in rural America, Vide financial support to rural sectors of the economy.
and discusses some of the trends and policy develop- Since 1991, loan loss provisions and problem loans
ments af'fecting their performance_) Retail lenders are have declined for commercial banks nationwide. Bank
responsible for originating loans; the degree of compe-rofitability is high, as are interest rate margins and
tition among them can determine how efﬁcienﬂy bor- Capital levels. The financial condition of banks head-
rowers are served. The type of financing supplied by quartered in rural America was particularly healthy
retail lenders is a function of their charter (which going into 1996 (fig. 1).

defines the scope of their lending authority), safety angg,rg| panks provide credit for a wide range of uses,
soundness considerations, comparative cost and mar-jnding home mortgages, consumer loans, agricultural
keting advantages, source of funds, and alternative  |5ans and commercial/industrial loans. In addition to
investment opportunities. As a result, most retail lending, rural banks hold tax-exempt securities used to
lenders are not major sources of credit for all borrowerfinance State and local government activities. Loans
categories, and they often specialize in providing par- heiq by rural banks reflect the local economies they
ticular types of loans or serving particular risk classes geryve, Agricultural loans are a higher share of total

of borrowers within the markets they serve. The resulfpans than commercial and industrial loans, and both are
ing segmentation of credit markets along product, geo+ar |ess prevalent than home mortgages (fig. 2).
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Table 1—Sources of credit for agriculture and rural housing, business, and development
Credit sources vary depending on the nature of the loan.

Type of loan
Small Community
Type of lender Agriculture Housing business development
Retail lenders: Relative importance of lender
Regulated financial institutions
Commercial banks major major major major
Farm Credit System major minor minor minor
Thrift institutions minor major minor minor
Insurance and pension funds moderate — moderatel minor
Unregulated lenders
Finance companies moderate minor moderate —
Mortgage brokers minor major — —
Trade credit suppliers moderate — moderate —
Nonprofits (revolving loan funds, etc.) — minor minor minor
Individuals moderate moderate moderate moderate
Government direct loan programs
U.S. Department of Agriculture moderate minor — minor
Other Federal agencies — minor minor —
State and local agencies minor minor minor major
Secondary markets and credit enhancements:
Government-sponsored enterprises
Federal National Mortgage Assn. — major — —
Federal Home Loan Mortgage Corp. — major — —
Federal Home Loan Bank System — major — minor
Federal Agricultural Mortgage Corp. minor minor minor2 minor2
Farm Credit System (OFI lending) minor — — —
Government agencies
U.S. Department of Agriculture moderate moderate minor moderate
Other Federal agencies minor moderate moderate minor
State and local agencies minor minor minor minor
Private sector
Loan poolers minor2 minor minor2 minor2
Loan guarantors/insurers minor moderate minor minor

Note: Precise estimates of the relative importance of specific lenders within rural credit markets are generally unavailable. Categorizations
are based on survey data, administrative records, and anecdotal evidence. See appendices A and B for details. A major participant provides or
supports more than 20 percent of the market; moderate participants handle 5 to 20 percent of the market; minor participants handle less than 5
percent of the market.

1 The insurance industry’s assets include substantial commercial real estate holdings as well as corporate stocks and bonds and tax-exempt
securities. While not considered major lenders to small independent rural business, insurance company investments may directly and indirectly
finance the rural branch plants of large and medium-sized businesses.

2 Support is provided primarily for federally guaranteed loans.
— Indicates no lending or an insignficant amount of lending.

Commercial banks have historically provided short- Loan-to-deposit ratios are a widely cited measure of a
and medium-term credit for agriculture and the non- bank’s liquidity and its ability to provide an adequate
farm rural business sector. Banks have preferred shorsupply of loanable funds. In response to an expanding
term loans and relatively liquid investments since they economy, average loan-to-deposit ratios at rural banks
rely on short-term deposits for most of their loanable have grown since 1991. In the past, a high loan-to-
funds. Nonetheless, in recent years, agricultural real deposit ratio might have caused many banks to reduce
estate and home mortgages have been growing withintheir lending efforts as they put more emphasis on
rural bank loan portfolios. retaining liquidity through holdings of cash and securi-
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Figure 1
Commercial bank finances, 1990-95

Bank loan/deposit ratios
Rural bank loan ratios moderated a bit
in 1995.
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Net interest margins declined but remain
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A healthy economy allowed banks to keep
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Bank profits climbed slightly relative to
assets in 1995.
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Capital/asset ratios
Capital grew rapidly as a proportion of assets at
rural banks in 1995.
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Problem loans as a share of bank capital
Bad loans continued to decline relative to
rural bank capital.
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Source: Calculated by ERS from the Report of Condition and Report of Income, December 31, 1990-95.
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Figure 2
Distribution of commercial bank assets and loans, 1995

Asset holdings Loan portfolios
Rural banks hold a relatively large percentage Rural banks hold relatively fewer commercial loans
of total assets in securities, but loans predominate. but more agricultural loans.
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Source: Calculated by ERS using data from the Report of Condition and Report of Income, Dec. 31, 1995.

ties. Also of concern is the slow growth in the bankinglocal deposits to fund new loans (see “Commercial
industry’s deposit base over the last several years.  Bank Liquidity,” in appendix C). They can sell loans
Between 1990 and 1995, total deposits at rural-head- or securities from their portfolios or use them as collat-
quartered commercial banks increased only 6 percent,eral for short-term loans from a variety of sourtes.
compared with 14 percent industrywitleBoth growth ~ Many rural banks are now members of the Federal
figures are less than robust, particularly given the trandgdome Loan Bank System, which allows them access to
fer of deposits from thrifts to commercial banks in
recent years. Slow deposit growth is consistent with 3 Agricultural banker responses to quarterly surveys conducted by the
the growth of mutual funds and money market funds, Federal Reserve Banks of Chicago, Kansas City, Dallas, Minneapolis, and
. . . . ' Richmond indicate an increasing percentage have more funds available for
which bankers claim are Slphonmg funds away from lending than they did the previous quarter. For the first two quarters of

local credit markets nationwide. 1996, a lower percentage of respondents stated that fund availability was
falling than did in the previous year. (The Kansas City district had the high-

Despite these trends, surveys indicate that rural bankeest percentage of agricultural banks with falling availability of funds—16

are not reluctant to make additional loans to Creditwor_percent in June 1996 compared with 18 percent in June 1995.) Most
respondents stated that their loan-to-deposit ratios were lower than desired

thy borrower§ In recent years, rural banks have (Walraven and Carson, 1996). Based on preliminary results from a recent

: : . nationwide survey of agricultural banks, 72 percent of respondents reported
gamed access to a growing number of alternatives to that deposits were growing fast enough to keep up with loan demand

(American Bankers Association, 1996).

2 Total deposits at rural-headquartered banks reflect changes in bank struc? The outright sale of government securities is less likely these days due to
ture as well as changes in depositor behavior. In particular, bank mergers accounting regulations governing the valuation of security holdings. Banks

and the conversion of multibank holding company affiliates into bank must designate securities in their portfolios that might be sold prior to their
branches artificially inflate urban bank deposits and deflate rural bank maturity dates. Those securities must then be valued at their current market
deposits. More troubling is the sluggish growth in the industry’s total values on quarterly financial reports, which makes bank balance sheets sub-
deposits. ject to greater interest rate risk.
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national money markets. As a result, the rural bankingnore concentrated markets, suggest that market imper-
system appears well positioned to respond to changesfections exist. As summarized by Rhoades, other evi-
in economic demand for a wide range of borrowers. dence of market imperfections include:

While reassuring, the generally healthy financial condi- < high levels of cost inefficiencies among groups of
tion of the rural banking industry may not translate into banks of all sizes;

readily accessible, affordable financing for all credit-
worthy rural borrowers. Rural bank performance is
often a function of the degree of competition within the

* an observed positive relationship between market
profit rates and market growth;

local financial markets in which loan decisions are « the tendency of new market entry to reduce market
made. One simple indicator of bank market competi- profits especially in rural markets, suggesting that
tion is the number of bank organizations operating potential competition is insufficient to maintain
within rural markets. Because of the presence of competitive profit levels and that adjustment to
branch bank offices and multibank holding company longrun profit levels is slow; and

(MBHC) affiliates, measuring bank market competition
requires information on the number of independent
banking organizations operating within a market rather

than the number of legally distinct banks headquarteregh addition to the competitiveness of local banking
there® Despite rapid consolidation within the banking markets, a longstanding issue in many rural areas is the
industry nationwide, the average number of competingrole bank ownership may play in lending decisions.
banks within rural counties has remained remarkably Some rural advocates oppose relaxing restrictions on
stable over the past 15 years, perhaps because of potentside ownership of rural bank offices because they
tial antitrust enforcement by the Department of Justicefear that large, nonlocal banks may transfer funds from
and bank regulator concerns over the local impacts of rural offices for lending elsewhere and that nonlocal
mergers Still, in 1994, 27 percent of rural counties  managers may lack information needed to evaluate
were served by 2 or fewer banks (including the branchloan applications fairly. Others argue in favor of out-

es of banks headquartered elsewhere). In contrast, 4ide ownership because large banks provide more kinds
percent of urban counties were served by 10 or more of financial services, can handle larger loan requests,
banks. The poorest counties tend to have the least and are less affected by downturns in the local econo-
competitive banking markets (see appendix A, my. Nationwide banking industry consolidation trends
table A-2). have made a difference in the ownership of rural banks.

Th ion b banki K ¢ About 9 percent of rural counties are served solely by
e connection between banking market performance, .., banking organizations (banks with no offices out-

(measured as profit or interest rates) and structure (cogl—Ole that county), which is down significantly from

centration) is we I docu_mented. A_Iarge b_ody of 1980. Nearly three-fifths of rural counties contain
research, both in *?a”"'”g and the mdustrla! sector, SUlsfices from both local and nonlocal banking organiza-
po_rts_ this connectlon (Rhoades, 199.5)' This relation- tions. To date, available evidence on bank mergers and
ship is %enerally ao][t|r_||buted toltgsegemsc';elns;:geélof n};arket Ci‘ﬂterstate branching indicates that the availability of
power ( erger and Hannan, an ) €S€ArGadit does not suffer as banks change owners (Rose,
results, that higher prices and profits tend to exist in 1993 Calem. 1994 Nakamura. 1994: Strahan and
Weston, 1996) or that negative effects are limited
S Since MBHC affiliates located within the same market can operate like (Keetom 1995)-

branching networks, they should not be viewed as independent competitors. . .
Almost 31 percent of insured commercial banks belonged to MBHC's at thdN SUM, the rural banking sector appears well posi-

end of 1995. tioned to remain the dominant source of credit for cred-

6 Proposed bank mergers are rarely rejected outright, but it is not unusual itworthy borrowers. The financial health of the bank-
for a merged banking firm to spin off certain bank affiliates or bank branch- )

es to gain approval for the merger. Also, banks are aware of Justice ing sector as a whole, including rural-headquartered
Department guidelines concerning acceptable changes in local banking mapanks, is more than adequate to support expanded lend-

ket concentration measures. Mergers between two local banks in the sam s P .
rural county would rarely meet these guidelines. ng activity. In addition, although banks rely heavily

* the general failure of bank mergers to result in
gains in profitability or efficiency.
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on local deposits for loanable funds, nonlocal sources Figure 3

of liquidity are increasingly available. However, the  Distribution of FCS loans, 1995

lack of bank competition in many rural communities Nearly half of FCS lending is for long-term real estate;
could foster uneven performance by the banking sys- housing and rural utility lending is relatively low.

tem, with remote rural areas at a potential disadvantac

in acquiring equal access to competitively priced credit Short & intermediate term

23.6% Long-
The Farm Credit System tefrln

real

The FCS is a network of federally chartered, borrower- Rural housing estate
owned cooperatives specializing in agricultural and 2.7% 45.8%
certain other rural loans. Created in 1916 to provide
long-term fixed-rate mortgage loans to farmers
(because rural banks were unable or unwilling to risk
doing so), the FCS has grown into a major source of Loans to cooperatives
agricultural credit and a major competitor in agricultur- 17.2%
al credit markets. At the end of 1995, the FCS includ- Rural utility International trade

o . . 6% 4.7%
ed 8 banks and 228 associations serving every region

Of the country and prOViding_ Iong- and short—term Fred'Source: Calculated by ERS from Federal Farm Credit Banks Funding

it for farmers, farm cooperatlves, farm-related busi- Corporation's Annual Information Statement December 31, 1995.

nesses, fisheries, rural housing, rural utilities, and agri-

cultural exports. While its lending authorities have

been broadened over the years, most FCS loans are f@iym |oans, but few financial institutions use the FCS
agriculture. At the end of 1995, the FCS loan portfoliofor this purpose.

amounted to $59 billion, with roughly half being long-

term real estate loans (fig. 3). Eligible borrowers must purchase FCS stock to obtain
_ _ loans from FCS lenders. FCS associations in turn pur-
Unlike other government-sponsored enterprises chase stock in the FCS bank with which they are affili-

(GSE's), which support the housing, college, and farmated. The banks act as conduits for the lending associ-
loan markets through secondary markets, most FCS  atjons, providing them with funds raised from the sale
Iending is at the retail level. FCS lenders Originate anq)f notes and bonds on the national money markets.
service the vast majority of the loans they hold. Most These securities are backed by “oint and several” lia-
loans are made directly to individual farmers for farm pjlity of each FCS bank. Thus, if any one FCS bank is
production and real estate purchases or to farmer coopmable to meet its obligation to bondholders, the other

eratives providing inputs, marketing, and processing  panks are liable to make the required payments. The
services to farmers. Each FCS bank and association securities are also Common|y viewed by investors as

has specific lending authorities and chartered territo- peing implicitly guaranteed by the Federal

ries. As a rESUIt, FCS institutions Compete directly Government, despite the absence of any exp”cit guar-
with commercial banks and other farm lenders within gntee. As a result, the FCS enjoys a ready supply of
their service areas (and within the scope of their char- re|atively inexpensive funds, borrowed at rates

ters), but they generally do not compete with other FC3pnroaching those paid on U.S. Treasury secufities.
institutions! Most FCS banks also have authority to

loan funds to qualifying commercial banks and other

financial institutions for short- and intermediate-term

8 Even when the FCS was facing financial difficulties in 1985, the spread

= - " . between FCS agency securities and comparable U.S. Treasuries was only 50
The FCS was structured, in part, to offer farmers a competitive alternative;q g0 pasis points (0.5 to 0.6 percentage points), indicating widespread con-

to rural banks. Reducing market power of middlemen was a longstanding figence that the FCS was basically sound and that the Federal Government

concern of the populist farmer-cooperative movement when the FCS was \yquld not let a GSE fail to make timely payments on its debt (Duncan and

created. As cooperatives, with each bank responsible for the obligations °1Singer, 1992). Currently, the spread between FCS and Treasury securities is
the entire System through its “joint and several” liability, competition within 7_15 pasis points for 1- to 5-year maturities.

the System generally has been avoided.
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The FCS is a specialized lender with a Federal mandatempetitively priced credit should be available to qual-
to serve as a reliable source of competitively priced ifying borrowers.

funds for agricultural and other rural borrowers. This

mandate, in conjunction with the FCS cooperative Government Programs

nature and some questionable lending practices, result- ) . ) ) )

ed in rapid growth in the 1970's. But when the farm /A largely private, competitive financial system is
sector experienced severe financial stress in the early §§S€ntial to attaining sustained economic growth (King
mid-1980's, the FCS contracted rapidly as creditworthyfd Levine, 1993; Jayaratne and Strahan, 1996). If

borrowers found cheaper sources of credit and stressdf"ds are allocated for projects that are not among the
borrowers defaulted on their loahs most profitable, capital has been poorly allocated and

economic growth rates suffer. Public sector involve-
The System’s finances have since recovered, but as ament can improve the economic performance of finan-
result of its earlier difficulties, the FCS has become farcial markets to the extent that market segmentation is

more selective in its lending. Individual banks and ~ reduced. Federal policies and programs that heighten

associations retain a great deal of discretion with lender competition, lower transaction costs, or improve
regard to pricing, loan approval, stock purchase information have enhanced financial market efficiency.
requirements, dividend policies, and the like. To But direct lending programs operated by the public sec-
ensure the safety and soundness of FCS institutions, ti rarely succeed in allocating capital efficiently and
Farm Credit Administration and the Farm Credit are often not intended to do ¥b.Rather, as discussed

System Insurance Corporation act as regulator and  previously, subsidized government credit programs
insurer of FCS obligations, respectively. In addition, generally address “fairness” concerns.

FCS banks have voluntarily entered into several agree; - L .
: . : , An efficient, competitive financial market offers buyers
ments with each other that provide further incentive for

each bank to maintain a strong financial position. In of credit services equal opportunities, but even this

1995, the System’s total loan volume grew by 4.5 per- equality of opportunity may not yield a "socially equi-

o - . table” allocation of resources. For example, the
cent, its income exceeded $1 billion for the third year o ) e
. : . . . - uneven distribution of education and wealth within the
in a row, and it experienced declines in provisions for

loan losses and noninterest expenses (fig. 4). Its net U.S. population creates an uneven distribution of cred-

: ) . . itworthiness that may be politically unacceptable.
interest margin, at approximately 3 percent, remains Thus. manv Government proarams exist because of
high enough to sustain earnings (USDA, 1996a). ' Y brog

dissatisfaction with the way private, competitive mar-
The FCS is well positioned to respond to increases in

economic demand for credit from eligible borrowers.  IIingeed, one source of financial market failure can arise when too many
Its status as a GSE continues to provide (oﬁ-budget) or too risky loans are made because of Federal subsidies. As Calomiris and

. . Himmelberg (1993) observe:
Federal subsidies and access to an ample and flexible “Although governments have different (collective) objectives and deeper

supply of loanable funds. Most FCS institutions hold pockets than private suppliers of credit, they typically do not have better
levels of capital well above regulatory minimums. For info or better means of detecting and punishing undesirable behavior by

Lo h he S , . | | borrowers. If private sector credit is scarce because of the high fixed cost
activities that the System’s various—Ilargely (in a physical sense) of establishing intermediaries, government intervention

autonomous—institutions are authorized to finance, to defray these costs may be beneficial if it improves the allocation of capi-
tal. If the shortage of credit is attributable to asymmetric information, and if
the government'’s information is no better than that of private credit suppli-
ers, government loans, guarantees, or loan subsidies may not provide assis-
&ance where it is needed most and may crowd out better uses of funds.

A . “Social costs of government credit programs need to be taken into account
noncallable bonds S?ld at high interest rates, meant that as interest rates 55 ye||. |n particular, the distribution of funds has been motivated by politi-
declined in the 1980's, the FCS ceased being a low-cost source of farm ) ‘rather than economic, goals (see Aleem, 1985; Braverman and Guasch,
credit. The System has since adopted marginal cost pricing and has prepaithgg)  Higher rates of default and the misallocation of credit are not the

its high-cost debt, making it a strong competitor for agricultural loans. only disadvantages of throwing money at the problem of rural credit scarci-
10Based on USDA research, farm operators borrowing from the FCS tend ty. Such policies may also destabilize markets and thus make farm owner-
to be more financially secure, and FCS debt is concentrated among more ship even more difficult for worthy borrowers who are denied access to gov-
established and larger operators. Those operators whose primary lender issrnment programs. Carey (1990) argues that the government-subsidized
the FCS own more land, are more likely to be in higher income brackets, credit boom of the 1970s in the U.S. caused a speculative bubble in the
and are older than farmers who borrow from commercial banks or from prices of farmland that set the stage for the collapse of land values in the
USDA (Koenig and Dodson, 1995). early 80s...."

9 The System’s practice of charging interest rates for its loans based on th
average cost of its operations, combined with a large stock of fixed-rate,
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Figure 4
Farm Credit System finances, 1990-95
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Net interest margins support sustained growth
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FCS earnings remain strong despite a dip
in 1994.
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Bad loans continue to decline relative to FCS
capital.
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Source: Calculated by ERS using Federal Farm Credit Banks Funding Corporation Annual Information Statements, 1990-95.

kets allocate capital resources. Concerns over fair  rowers, requiring targeted program eligibility rules to
treatment of underserved populations underpin many allocate credit.
Federal credit assistance programs. Some social fair-
ness concerns, such as nondiscrimination, are consis-
tent with market efficiency. Most, however, are not
related to efficiency and require budgetary outlays and
slower economic growth to meet program goals. Suclﬁ i . ) .
interventions involve subsidies (from the government, ets, a_nd fmanmal assistance programs all _affect_ credit
allocation. This section is concerned with financial

lenders, or other borrowers) for favored lenders or bor-" . . .
assistance programs, which include direct loan and loan

The Federal Government uses a number of different

approaches to influence the allocation of credit in the
U.S. economy—regulation of financial institutions, tax
olicies, bankruptcy laws, support for secondary mar-
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Table 2—Federal grants for economic development, 1994
Rural areas receive slightly less grant money per capita than urban areas; Federal agencies other than USDA provide most of
the rural economic development grant funds.

Share allocated Type of county
Purpose and sourcel to counties? Urban Rural Poverty
Percent - Dollars per capita------
Agriculture 66 1.41 2.30 0.88
USDA agencies 89 1.33 1.99 0.88
Other Federal agencies 38 0.08 0.31 0.00
Housing 84 19.29 16.42 32.04
USDA agencies 100 0.13 0.86 1.52
Other Federal agencies 83 19.16 15.56 30.52
Business 96 1.72 1.10 1.37
USDA agencies 100 0.08 0.63 0.70
Other Federal agencies 95 1.64 0.47 0.67
Community development 78 117.85 100.41 99.09
USDA agencies 62 0.65 6.65 8.64
Other Federal agencies 81 117.20 93.76 90.45
All of the above 80 140.27 120.23 133.38
USDA agencies 74 2.19 10.13 11.74
Other Federal agencies 81 138.08 110.10 121.64

1 The purpose of each Federal program is based on the primary activities funded. For a complete listing of the programs included in each cat-
egory, see Appendix A, table A-8.

2 The percentage of all Federal program spending within the category that is allocated to the county level (and therefore reflected in the per
capita figures).
Source: Calculated by ERS from the Census Bureau's Consolidated Federal Funds Report, 1994.

guarantee/insurance programs, but also involve some alleviate credit market inefficiencies related to high
grant and technical assistance programs. The bud- transaction costs and provide seed funds for new com-
getary costs, Contingent liabilities, administrative over- peti‘[orsz_l-3 Since grants are not repaid (un|ess the terms
sight, and economic impacts of these approaches varyof the grant agreement have been violated), they have
widely, both among approaches, and among programsan immediate impact on the Federal budget.

using the same general approach. Given their number

and diversity, this section is concerned mostly with ~ Grant programs are most prevalent for public infra-
how each program approach can address fairness andtructure and community development projects, but
efficiency concerns and how funds were allocated in 2/S0 Support the provision of low-income housing and

1994 among geographic areas and borrower groups. technical assistance. In fiscal 1994, rural areas
received roughly $100 per capita for infrastructure and

Grant programs While not credit per se, grants are an community development—far more than for any other
obvious substitute for credit in delivering financial purpose (table 2). Of all grant funds that were allocat-
resources to spur rural development. Indeed, from an

economic efficiency perspective, grants are often supe;—— : _ - _ o
10 0 credit for dealing wih faifess issues. They cary.idzed So0t PO e e g v i b
provide the subsidies needed to arrive at a “falr” alloceprovided with any hope of repayment is often inversely related to its need
tion of resources without burdening the recipient with (Dodson, 1996).

: : 13 Fgr example, Federal support for revolving loan funds and community
debt repayment obllgat|0r3r§. Grants can also help development financial institutions is often in the form of grants.
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Table 3—Federal direct loans for economic development, 1994
Rural areas receive far more in direct loans per capita than urban areas, largely from USDA agencies.

Share allocated Type of county
Purpose and sourcel to counties? Urban Rural Poverty
Percent - Dollars per capita------
Agriculture 929 15.08 76.49 129.06
USDA agencies 99 15.08 76.49 129.06
Other Federal agencies - - - -
Housing 100 6.44 28.50 30.91
USDA agencies3 100 6.44 28.50 30.91
Other Federal agencies - - - -
Business 99 19.60 6.50 8.93
USDA agencies 100 0.15 0.82 1.05
Other Federal agencies 99 19.45 5.68 7.88
Community development 100 3.23 29.14 26.55
USDA agencies 100 3.23 29.14 26.55
Other Federal agencies - - - -
All of the above 99 44.35 140.63 195.45
USDA agencies 99 24.90 134.95 187.57
Other Federal agencies 99 19.45 5.68 7.88

1The purpose of each Federal program is based on the primary activities funded. For a complete listing of the programs included in each cat-
egory, see Appendix A, table A-9.

2 The percentage of all Federal program spending within the category that is allocated to the county level (and therefore reflected in the per
capita figures).

3 The Consolidated Federal Funds Report combines USDA's direct and guaranteed rural housing loans and reports the total as direct loans.

-- Indicates that no direct loan programs for this purpose were administered by other Federal agencies.

Source: Calculated by ERS from the Census Bureau’s Consolidated Federal Funds Report, 1994.

ed to the county level, rural areas received approxi- Budgetary impacts depend upon the size of explicit
mately $120 per capita—about 85 percent of the urbarsubsidies (mainly administrative costs and below-mar-
level. ket interest rates) and implicit subsidies (loan losses),

. . - but are generally a sizeable fraction of the dollars
Direct loan programs Direct loans are those originat- Io?ned

ed and often serviced by a Federal agency. For the pas
2 decades, the Government has been reducing its direlet fiscal 1994, of the $141 per capita received by rural
lending activities in favor of programs, such as loan  borrowers through direct loan programs, over 95 per-
guarantees, that encourage greater private sector lendeent came from USDA (table 3). Roughly half of

ing. However, a number of Federal agencies continueUSDA's direct loan program funds were disbursed

to operate direct loan programs for specific borrowers through Commodity Credit Corporation nonrecourse
qualifying for subsidized credit, such as victims of nat-loans to farmers that year, but the Department also

ural disasters and limited-resource borrowers. While operated substantial direct loan programs for infrastruc-
direct loan programs can require large administrative ture and housing. Direct loan programs are far less
staffs to ensure that funds are properly targeted, they prevalent in other Federal agencies.

are appropriate for delivering highly subsidized credit
since, like grant programs, they maximize the
Government’s control over allocation decisions.

Guaranteed/insured loan program&oan guarantees
and insurance now dominate Federal agency lending
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activities. With a loan guarantee or insurance prograntiousing accounted for two-thirds of the rural alloca-
the Government leaves the origination and servicing tion, with the remainder going mostly to farms and
aspects to private lenders, which many believe have other rural businesses. Only about 15 percent of the
comparative advantages over Government agencies irguaranteed/insured loan funds going to rural borrowers
these activities. The guarantee/insurance lowers or was from USDA programs.

completely removes the risk of default losses on loans
to qualified borrowers, increasing lenders’ willingness
to supply them with credit. The fact that the loans are
backed by the Federal Government also reduces the
amount of capital that lenders are required to hold on

outstanding loans and increases their liquidity. The , . . :
increased liquidity resulting from Federal loan guaran-e.xample’. the USDAs Extension Service prowdes tech-
nical assistance to farmers and rural businesses and

tees/insurance may allow participating lenders to make o . ) .
more loans—of all types—than they would otherwise. commgnltles throughout the Natlo'n, through university
extension staff and county extension agents. The U.S.

Loan guarantee/insurance programs that do not involv®epartment of Commerce’s Economic Development
explicit interest rate subsidies need not require large Administration (EDA) provides technical and business
administrative staffs, or even annual appropriations, if assistance to small- and medium-size manufacturers
they are designed to be self-financing. If the basis of (those whose plants have fewer than 500 employees)
the program is that the private sector is not properly through its Manufacturing Extension Partnership pro-
evaluating creditworthy loans, then subsidized interestgram, which operates in over 300 locations nationwide.
rates should not be necessary; fees and coinsurance cHme Small Business Administration (SBA) helps small
be used to reduce or eliminate taxpayer support. If, businesses put together business plans and provides
however, the basis of the program is that a class of boother such assistance to small businesses through its

rowers cannot afford commercial rates of interest, thenSmall Business Development CentEtsTechnical
subsidized interest rates are required, as is an adminisassistance is also provided by supervised credit pro-

trative staff to ensure that program beneficiaries meet grams administered by Federal agencies or with
eligibility criteria. Both self-financing loan programs Federal funds.

and guaranteed/insured loans with explicit interest rate ) ) ) ) ]
subsidies are relatively rare; most guaranteed and Technical assistance is unique as a credit-enhancement

insured loan programs fall in the middle, providing techniq_ue since it fundamentglly improves the_ quality
implicit subsidies to program participants by shoulder- of credit demand rather than its supply. Credit (unless

ing a portion of the program's operating costs. The it is merely a disguised income transfer) requires

budgetary impact of guaranteed/insured loan programg&Payment. In order to qualify for commercial credit,
depends on how costs are shared between the govemhouseholds, businesses, and governments must demon-

ment, lenders, and borrowers, and upon program e”gi_strate the potential to satisfactorily make loan payments

bility criteria. Typically, initial program outlays are a  ©n & timely basis. Through its technical assistance pro-
small fraction of loan volume, but loan losses occasiondrams, the Federal Government improves the ability of
ally increase government costs significastly. recipients to parefully manage th(_alr hou_sehold,_ bu3|—_
ness, or public budgets, thereby improving their quali-
With few exceptions, agencies that offer direct loan  fications for commercial loans. The supply of credit is

programs also offer guaranteed loan programs. In  not alteredper se but its availability to underserved
1994, rural areas received over $197 per capita in fedpopulations may be.

erally guaranteed/insured loans—far less than the $581
per capita received by urban communities (table 4).

Technical assistanceln addition to financial support,
various Federal agencies also provide technical assis-
tance directly to farmers, businesses, and communities.
Technical assistance helps borrowers plan and imple-
ment economically viable development projects. For

151 addition to technical assistance provided directly by Federal agencies,
Federal grant programs support private technical assistance providers.
12 ) ) USDA, EDA, the Environmental Protection Agency, and SBA all operate

For example, aVall Street Journadrticle claims that the default rate on  echnical assistance grant programs to improve the technical and managerial
the Small Business Administration’s 7(a) guaranteed loans is expected t0  gyills of a wide range of borrowers. While many of these programs are

EEaChlé;GF))ercem this year, increasing program losses and budgeting outlaysational in scope, rural areas tend to benefit disproportionately from their
o, : use.
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Table 4—Federal guaranteed/insured loans for economic development, 1994
Rural areas receive far fewer guaranteed/insured loans per capita than urban areas; housing assistance predominates.

Share allocated Type of county
Purpose and sourcel to counties? Urban Rural Poverty
Percent - Dollars per capita------
Agriculture 100 1.68 28.17 34.28
USDA agencies 100 1.68 28.17 34.28
Other Federal agencies -- -- -- --
Housing 99 547.03 132.99 72.68
USDA agencies3 -- -- -- --
Other Federal agencies 99 547.03 132.99 72.68
Business 83 32.55 35.78 28.46
USDA agencies 100 0.48 2.89 2.45
Other Federal agencies 83 32.07 32.89 26.01
Community development 100 0.08 0.28 0.10
USDA agencies 100 0.08 0.28 0.10
Other Federal agencies -- -- -- --
All of the above 99 581.34 197.22 135.52
USDA agencies 100 2.24 31.34 36.83
Other Federal agencies 99 579.10 165.88 98.69

1 The purpose of each Federal program is based on the primary activities funded. For a complete listing of the programs included in each cat-
egory, see Appendix A, table A-10.

2 The percentage of all Federal program spending within the category that is allocated to the county level (and therefore reflected in the per
capita figures).

3 The Consolidated Federal Funds Report combines USDA's direct and guaranteed rural housing loans and reports the total as direct loans.

-- Indicates that no guaranteed or insured loan programs for this purpose were active in fiscal 1994.

Source: Calculated by ERS from the Census Bureau's Consolidated Federal Funds Report, 1994.

The diversity of clientele, the importance of individual decisions, see USDARural Conditions and Trends:
program rules and administrative procedures, and the Federal Programs1996b.) On the other hand, Federal
changing budget authorities of Federal credit assistangaograms aimed at improving the efficiency of rural
programs make blanket statements about their ability thnancial markets, such as loan guarantee, insurance,
satisfy the rural demand for program funds meaning- and technical assistance programs, face and satisfy eco-
less. But then, satisfaction of demand is not the goal ohomic demand if they are market-based. Whether
most subsidized programs. As has already been statetthese programs are efficiently administered and

if unrestricted, demand for subsidized assistance will allowed to respond to market changes is beyond the
always exceed supply; only by restricting program eli- scope of this study.

gibility can subsidized credit programs avoid being

hopelessly oversubscribed. Attempts to balance the Conclusion

Federal budget have reduced the size of grant and sub- .

sidized credit programs and may raise questions aboufcON9ress requested that this study analyze rural

the “fairness” of credit allocations, but as a general ~démand for credit from the Farm Credit System, the
rule, rural credit market efficiency is not likely to be ~ Y-S- banking system, the U.S. Department of

adversely affected. (For a discussion of the potential Adriculture, and other Federal agencies, the ability of
rural impacts of recent Federal spending and policy each of these credit providers to meet the demand, and
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the extent to which they provide loans to satisfy the exists that many rural credit markets remain imperfect-
demand. This report has examined the markets thesely competitive (fig. 5). These imperfections may result
lender groups serve, their current financial strengths in operating inefficiencies among some rural lenders,
and weaknesses, and factors affecting their abilities towith higher credit costs or tighter loan approval stan-
respond to changes in economic demand for credit. dards possible for some rural borrrowers. However, no
The level of demand for credit is not addressed here fattempt has been made to evaluate the financial status,
three primary reasons. First, as competitors, the operating efficiency, or competitive performance of
demand facing FCS lenders and commercial banks is specific lenders or specific rural credit markets, so the
not independent where both types of institutions are  number and geographic location of affected borrowers
chartered to make particular types of loans. Second, is unknown.

government-subsidized credit programs are not gener- : - :
ally intended to meet economic demand. And finally, The effectiveness of most federally subsidized credit

reliable data on economic demand independent of supg;ﬁ;irgidfz:;t _geallo?nr?cggntr(‘;'Lgb”::t())/stfesﬁaggfyel
ply are not available. u I uncti W - ively

they satisfy their public purpose. Judging how “fair”
Commercial banks in rural areas and FCS lenders arethe results are requires a set of value judgments about
both generally financially strong and able to respond tavho does and does not deserve credit and how much
increases in economic demand. Both groups of lendesubsidy society is willing to provide. These judgments
have increased their lending in recent years and claimare best addressed through the political decisionmaking
to be prepared to meet future demand for commercial process and have not been evaluated here.

credit. Despite this observation, substantial evidence

Figure 5

Rural counties served by fewer than 3 banking firms
Sparsely populated and poor counties have few competing firms.

3 or more banks

. 0 - 2 banks

Metro county
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