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MEMORANDUM

Farm Credit System Insurance Corporation

April 2, 2003

To:
Chairman, Board of Directors


Chief Executive Officer


Each Farm Credit System Institution

Subject:
Mid-Year Premium Rate Review

The Farm Credit System Insurance Corporation (Corporation) has completed its mid-year review of insurance premium rates.  The Board considered the following factors: 


1.  The current level of the Insurance Fund and the amount of money and time needed to reach the secure base amount in light of potential growth;


2.  The likelihood and probable amount of any losses to the Insurance Fund;


3.  The overall condition of the Farm Credit System, including the level and quality of capital, earnings, asset growth, asset quality, loss allowance levels, asset liability management, as well as the collateral ratios of the banks;


4.  The health and prospects for the agricultural economy, including the potential     impact of governmental farm policy and the effect of the globalization of agriculture on opportunities and competition for U.S. producers; and

5. The risks in the financial environment that may cause a problem, even when there is no imminent threat, such as volatility in the level of interest rates, the use of sophisticated investment securities and derivative instruments, and increasing competition from non-System financial institutions.

After reviewing information on each of these factors and all of the comments received on the September premium adjustment, the Board decided to maintain premium rates at 12 basis points on all accrual loans, 25 basis points for nonaccrual loans, and zero basis points for government-guaranteed loans.  

Substantial growth in insured debt outstanding was the most significant factor underlying our September 2002 decision to raise insurance premiums on accrual loans and it remains so today.  Insured debt grew more than 10 percent in 2002.  The last time the Insurance Fund was at the 2 percent secure base amount (SBA) was March 2001.  (See Attachment 1.)  Two years is the longest time that the Fund has been below the SBA since attaining it in March 1998.  With the increase in premium rates beginning January 1, the Insurance Fund made progress towards the 2 percent SBA.  In addition to accruing the increased premiums, the first quarter growth is historically the seasonal low point and the first quarter’s growth rate, at 1.5 percent annualized, reflects this seasonal cycle.  Nevertheless, we expect the System to grow at above historical average rates for the remainder of 2003 due to the low interest rate environment.  Even if System growth for 2003 is below the 7.5 percent historical average and the Insurance Fund attains the SBA by the end of 2003, it would have taken almost three years to do so.

We note that the insured debt growth rate has been accelerating for the past five years, even though the Federal Reserve only began aggressively reducing interest rates in January of 2001. (See Attachment 2.)  We believe the System insured debt has shown steady growth for a variety of reasons, including the fact that System loan volume grew by 9 percent and that some banks are improving liquidity by lengthening debt maturity.  We remain concerned that bank capital as a percentage of insured debt has continued to decline.  As of December 31, 2002, this ratio was at 7.4 percent, down from 9.4 percent in December 1997.

We have projected alternative growth scenarios for System insured debt that include the Insurance Fund and the SBA under different insurance rate options and a longer time frame. (See Attachment 3.)  These projections indicate that maintaining insurance premiums at 12 basis points ensures the Insurance Fund will continue to make progress towards attaining the SBA, except at the 11 percent growth rate.  In fact, if the System insured debt grows at 9 percent in 2003 and the first half of 2004 - compared to 10.4 percent in 2002 - the Insurance Fund will remain below the SBA through June of 2004.  As always, the Board will continue to monitor the situation, including any softening in insured debt.  We will review the premium rates again in September and will make adjustments, if warranted, at that time.

In closing, we invited your input regarding our new authority to reduce premiums on accrual loans that are guaranteed by a Government Sponsored Enterprise.  The Board decided not to exercise its authority at this time.  We are including a summary of the comments we received as Attachment 4.  You will not be surprised to learn that there are divergent views on this issue.  We also received a number of comments on the overall premium assessment process.  The Board will evaluate the suggestions we received that were not specifically related to this mid-year premium rate review.

Douglas L. Flory

Douglas L. “Doug” Flory

Chairman
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