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MEMORANDUM

Farm Credit System Insurance Corporation

September 24, 2003

To:

Chairman, Board of Directors



Chief Executive Officer



Each Farm Credit System Institution 

From:

Douglas L. “Doug” Flory  [image: image2.jpg]G ey






Chairman

Subject:
Premium Rate Review and Adjustment

The Farm Credit System Insurance Corporation (Corporation) has completed its review of insurance premium rates.  We know that our decision on premium rates affects your costs and that ultimately those costs are born by System borrowers.  Also, we recognize that interest rates have reached historic lows and many borrowers have benefited from these low rates.  As a group, the System has achieved record growth and record earnings.  Last year, the System earned $1.7 billion after paying $26 million in FCSIC insurance premiums and insured debt grew 10.4% to $90 billion.

At yearend 2002, the Insurance Fund (Fund) was at 1.92% of insured debt (after adjusting for Government-guaranteed loans).  The last time the Fund was at the 2% secure base amount was March 2001.  (See Attachment 1.)   Substantial growth in insured debt was the most significant factor underlying our decision to increase premiums to12 basis points on accruing loans for 2003.

During the first eight months of 2003, insured debt grew at an annualized rate of 6.3%.  This is below the five-year annual average growth rate of 7.4%.  The moderated growth in insured debt and the increase in insurance premiums ($68 million accrued as of 8/31/03) reversed the Fund decline.  At September 1, the Fund was at 1.97%. (See Attachment 1.)

In completing the mid-year review, the Board considered the following factors: the current level of the Fund and growth projections; the likelihood of any losses to the Fund; the condition of the System; the health and prospects of the agricultural economy and risks in the financial environment.  The first factor remains the most salient. 

Our recent survey of System banks projected growth in insured debt of 8.3% for 2003 and lower growth in 2004.  We believe insured debt will continue to expand, growing between 6 to 9%.  If growth for 2003 is below 6%, the Fund could reach the secure base by yearend. However, faster growth would leave the Fund below the 2% secure base amount for a third year in a row.

We are mindful of how negative headlines on Government Sponsored Enterprises (GSE) governance issues exacerbated the increase in GSE borrowing rates.  Every basis point increase costs the System and its borrowers between $9 and $10 million annually.  We are committed to maintaining the Fund at the secure base amount because it is one of the best defenses the System has in turbulent times and the best time to capitalize it is during stable economic times.  Nevertheless, due to the substantial progress the Fund made this year and the moderation in System growth, we have decided to lower premiums on accruing loans from 12 basis points to 10 basis points for 2004.  The premium rate for nonaccrual loans will remain at 25 basis points and there will be no premiums charged on Government-guaranteed loans.

In making our decision, we considered investment earnings plus different insurance rate options and their effect on the Fund balance under numerous growth scenarios for the remainder of 2003, all of 2004 and through mid 2005.  Due to the current low interest rate environment, our investment earnings have declined.  Currently, Fund earnings can capitalize roughly 4.0% growth in insured debt.

We have received comments from a number of System institutions and the Farm Credit Council requesting that we reconsider our decision not to implement the discretionary authority provided in the 2002 Farm Bill to reduce premiums on GSE guaranteed loans.  At this time, we have decided not to exercise this authority.  We recognize that guarantees are an effective tool to help mitigate various forms of portfolio concentration; however, we remain concerned about some institutions whose reliance on any one guarantor creates excessive counterparty risk. 

Additionally, we have become aware of a new swap product with Farmer Mac that has the potential to erode the insurance premium assessment base.  We are reviewing an agreement that Farmer Mac has used to engage in a swap transaction where it issues Farmer Mac guaranteed securities in exchange for 100 percent participation interests in Farm Credit System loans.  We have several concerns with this new product’s implications for the Fund.

As you know, FCSIC insures Systemwide debt.  In general, the Farmer Mac 100 percent participation swap will not reduce the amount of insured System debt outstanding because the System institution exchanges participation interests for an equal amount of investment securities.  As a result the amount of debt needed to finance the assets is unchanged.  However, premiums are assessed on the institution’s loan volume.  We are reviewing the transaction to determine whether premiums should be collected on the loans in these 100 percent participation swaps.  If premiums are not collected, the Corporation’s premium assessment base erodes with each new swap, but its potential insurance liability remains the same.

Additionally, we have concerns about the liquidity and market value of this security (notably, there are transfer limits in the agreement; sales are limited to Farm Credit System institutions).  There is no additional commodity or geographic diversification afforded by the swap transaction because the security the institution gets back from Farmer Mac is based on the very loans it owns.  Finally, it appears that one aim of the program is to convert loans that are in the Long Term Standby Purchase Commitment program to avoid premiums.

We have received many thoughtful comments on premium related issues, including the recent premium fluctuations.  We are committed to evaluating our approach to determine the feasibility of establishing a range for Fund adequacy while seeking to avoid large swings in premium rates.  As you know, we will review the premium rates again in March and make adjustments, if warranted, at that time.
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� We believe some minimize this risk in the case of guarantees issued by Farmer Mac because of the $1.5 billion Treasury line.  However, Treasury’s obligation to advance money to Farmer Mac is not a blanket guarantee that protects all agricultural mortgage-backed securities (AMBS) from loss.  First, Farmer Mac must exhaust its reserves before it can make a request to the Treasury. 12 U.S.C. 2279aa-10(c)(2).  Second, FCSIC staff believes that Treasury would assure itself that Farmer Mac has sufficient collateral and could repurchase the obligations in a reasonable amount of time. See the requirements in12 U.S.C. 2279aa-13.
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