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Farm Credit System Insurance Corporation

September 16, 2004

To:

Chairman, Board of Directors



Chief Executive Officer



Each Farm Credit System Institution


From:

Douglas L. “Doug” Flory


Chairman

Subject:
Premium Rate Review and Adjustment

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

· Current level of the Insurance Fund and projections for growth in insured obligations;

· Likelihood and probable amount of any losses to the Insurance Fund;

· Financial condition of the Farm Credit System banks and associations;

· Health and prospects for the agricultural economy; and, 

· Risks in the financial environment that could cause problems, including volatility of interest rates, increased competition, use of sophisticated investment securities and derivatives.
The Board has decided to lower the insurance premium assessment rate for accrual loans to zero basis points for the second half of 2004.  This reduction will result in a blended rate of 5 basis points for the 2004 calendar year on accrual loans.  The Board has decided not to change the other rates.  Premiums will be assessed at 25 basis points for nonaccrual loans, zero basis points on Federal and state guaranteed loans, and there will be no additional discretionary adjustment for accrual loans that are GSE guaranteed.

Growth in insured obligations has moderated.  For the first eight months of 2004 growth in insured debt was 2.7 percent; on an annualized basis the rate would be 4.1 percent.  This is significantly lower than the 6 to 9 percent we used last September based on our survey of System institutions and historical data (the five year average growth rate was just below 7 percent).

As a result of the moderate growth in insured obligations and the assessment of 10 basis points on accrual loans for the first half of the year, the Insurance Fund is slightly over the 2 percent secure base amount.  As of June 30, 2004, adjusted insured obligations totaled $93.2 billion with $ 1.865 billion in the unallocated Insurance Fund.  If growth in insured obligations continues at a moderate pace, we should end the year at or near the 2 percent secure base amount.

The Farm Credit Administration’s Office of Examination reports that overall System financial condition and performance remains fundamentally sound.  Based on the June 30, 2004 allowance for loss review of all banks and associations, the Corporation concluded that no losses to the Insurance Fund were known and the probability of any unknown losses was remote.  At this time, the Board believes that the most important factor in setting premiums is the current level of the Insurance Fund which, due to moderating growth, is trending above the 2 percent secure base amount.

This has been an unusual year for the Farm Credit System.  The chart below shows the growth in insured obligations for each month so far.
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High commodity prices, increased loan pay-offs and investment restructuring have been among the causes of the volatility demonstrated in the chart.  Our August survey of System institutions resulted in a weighted average projection of 5.3 percent growth in insured obligations for both 2004 and 2005.  At this point, it appears that System growth for 2004 will be below 5.3 percent.
Due to the volatility in the insured obligations and more moderate growth in insured obligations, projecting too far into the future becomes difficult.  As a result, the Board has decided to delay setting premiums for 2005 until the December Board of Directors meeting when more accurate 2004 growth results should be available.  We recognize that the System needs to budget for next year.  Based on our August System survey and the currently favorable agricultural conditions, the 2005 premium assessment rate for accrual loans will likely be in the 3 to 6 basis points range.

As you know, the premiums for 2005 will not be collected until January of 2006.  In addition to the December 2004 meeting when the Board will determine the premium assessment for 2005, the Board will meet again later in 2005 to make any mid-course corrections that may be necessary.
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