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The trend toward large-scale farming and the
need for new business and employment oppor-
tunities have strained the financial resources of
many communities in the predominantly rural
Ninth District. Since rural banks supply most of
the credit used by farmers and small business
owners, changes in banking structure or prac-
tice which strengthen rural banks may also im-
prove the financing of rural enterprise.
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First Half '74

Coasting on its first-quarter
momentum, the Ninth Dis-
trict's economy continued to
run stronger than the U.S.
economy through the half.
Most district sectors seemed
glightly weaker in the second
quarter than in the first, but
all averaged better first halves
than their national counter-
parts.

In the farm sector, contin-
ued high crop receipts pro-
duced personal income gains
far greater than the national
average. As crop receipts de-
ferred from 1973 continued to
roll in during the first half,
both consumer spending and
savings at ag banks rose
faster here than in the rest of
the country. Wage and salary
employment in ag-related
areas increased nearly 7 per-
cent January-May from a year
ago.

District manufacturers al-
s0 enjoyed a strong first half.
Sales expectations for the
second quarter were in the 16
percent range, considerably
higher than the 9 percent
sales gains expected nation-
ally.

Consumer-type time and
savings deposit growth at

Review & Outlook

district member banks better-
ed comparable national in-
creases during the half, and
loans grew about as fast at
district and national banks.

But S&Ls had a rougher
time of it. Savings inflows at
district S&Ls slowed so dras-
tically in the second quarter
that mortgage money virtually
dried up in states with interest
rate ceilings.

And the lack of mortgage
tunds, combined with cost
overruns and material short-
ages, crippled the district's
housing industry. Housing
unit authorizations were down
10.3 percent from a year ago
through June. Residential
construction nationally was
noticeably worse.

Second Half ’74

The surprisingly strong first
half will undoubtedly lead into
a somewhat weaker second
half.

There are no signs that
savings inflows will pick up at
S&Ls, so any upturn in home-
building will be further de-
layed.

Some employment gains
are expected in manufactur-
ing, but the more rapid labor
force expansion will probably

push the district's unemploy-
ment rate above May's 5.2
percent.

Even if farm prices stay
high, net farm incomes may
well be down from 1973 levels
since input prices have risen
constantly throughout 1974.
This would affect deposits and
loans at ag banks, rural em-
ployment and consumer
spending.

Agriculture

Bad weather and falling live-
stock prices characterized the
farm sector’'s second quarter.

At the beginning of the
quarter the farm outlook was
promising. Ninth District cash
receipts through April were
running 46 percent above a
year ago, and farmers were
looking forward to another
bin-bursting harvest of feed
grains, soybeans and spring
wheat. But too much rain in
May and June put planting far
behind schedule and prevent-
ed some acreage from being
planted at all.

All crops were damaged
by the damp spring. Esti-
mates for the 1974 corn crop
were cut back from 6.7 billion
bushels on March 1 to 6.4 bil-
lion bushels in late June.
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After a second revision in
early July, the corn crop was
expected to range between
5.95 and 6.35 billion bushels.

The 1974 wheat crop will
also fall short of earlier
expectations. Winter wheat
production will apparently be
about 12 percent greater than
last year. But the projected
harvest has dropped quite a
bit, from 1.62 to 1.40 billion
bushels. Expected production
of spring wheat has also been
revised downward, to 522
million bushels.

Even with lower yields,
demand may be insufficient to
keep wheat prices up: 1974-75
exports are a major concern,
Export bookings reached
915.7 million bushels by July
6 last year. This year buyers
are holding off, anticipating
further declines in wheat
prices. As of June 30, export
sales from the 1974-75 crop
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amounted to less than 300 mil-
{ion bushels.

in the coming months,
domestic demand for grains
and oilseeds will depend on

livestock sector. Develop-
ments through mid-June were
not encouraging: Beef prices
fell $4 per hundredweight be-
tween April 1 and early June,
and an oversupply of beef was
evident at all points in the
marketing  system. Beef
stocks in cold storage on May
31 were 39 percent above
those of a year ago. Despite
the reduction in feeder place-
ments, there was still an
abundance of heavy cattle
ready to come on the market
on June 1. And qualitative
reports indicated a buildup of
cattie on the range. At mid-
year, however, cattle prices
recovered to the low $40s.

In early July, Congress
passed and sent to the Presi-
dent emergency loan legisla-
tion to help shore up the
sagging livestock industry.
The legislation provides for
guarantees on loans to bona

feeding rates in the troubled fide livestock producers.
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These guarantees would cover
80 percent of the iosses sus-
tained by private lenders or
other credit agencies, and
authority to guarantee loans
would extend for one vyear.
The new legislation makes no
provision for interest subsi-
dies.

For much of the quarter,
hog producers were having
similar problems with lagging
demand and falling prices.
Prices in early June were
down nearly 50 percent from
the first of the year. But in
mid-June the market reversed
itself, prices rose sharply and
losses incurred in Aprit and
May were recouped within a
few days. A decline in market-
ings contributed to the turn-
about.

A seasonal rise in milk
production and an increase in
imports depressed dairy
prices below last winter’'s
highs. Milk prices fell
throughout  the  quarter.
Cheese and butter prices
declined to support levels,
prompting a resumption of
Commodity Credit Corpora-
tion purchases of these prod-
ucts.

Consumers had expected
falling farm prices to ease
inflationary pressures in the
second half. While this may
still happen, the outlook for
consumer prices is less opti-
mistic than it was three
months ago. Much depends
on the size of the 1974 har-
vest, which can't be accurate-
ly gauged untii weather
damage is known.

Even if an anticipated de-
cline in feeding rates mate-
rializes, feed grain stocks will
be tight through the summer,
so feed grain prices should
stay high. A decline in soy-
bean acreage from 1973 and a
strong export demand will
hold soybean prices up
through the second haif. The
wheat harvest promises to be
of record proportions with
light export demand. Never-
theless, wheat price declines
may be slow in coming if
farmers store much of the
crop.

The large number of cattle
on grass is likely to put down-
ward pressure on beef prices
for many months, but there
may still be price gyrations if
cattie cannot be moved to
market in a more orderly
fashion. Consumers may gain
some near-term price relief as
retail prices catch up with
earlier declines in farm and

wholesaie prices. But farm-to-
retail margins are unlikely to
narrow substantially since
much of the increase over last
year's margins is probably
due to the increased real cost
of refrigerating and transport-
ing meat products.

Although gross farm in-
comes in the district will hold
strong until late in the year,
net farm income should be
down from last year because
of higher costs.

Labor Market

The tremendous increase in
agricultural incomes in 1973
and early 1974 has meant new
employment opportunities for
the predominantly rural Ninth
District. In the district’s agri-
culturally related areas (the
four full states excluding
Minneapolis-St. Paul and
Duluth), wage and salary em-
ployment increased about 6.8
percent from a year ago in the
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tirst half and the unempioy-
ment rate inched up just 0.1
percent. Comparable figures
for Minneapolis-St. Paul, the
district’s largest urban area,
showed only a 3.8 percent
gain in wage and salary em-
ployment and a 0.6 percent
jump in the unemployment
rate.

Seasonally adjusted, the
unemployment rate for the
entire district matched the
U.S. unemployment rate of
5.2 percent in the second haif.
But district unemployment
has been rising more sfowly,
thanks to the booming farm
sector. The district’s unem-
ployment rate was 5.1 percent
in the second half of 1973, the
U.S. rate was 4.7 percent.

Some softening in district
labor market conditions has
appeared in nonagricultural
areas. District initial claims
for unemployment insurance
increased 16.0 percent during
the half, primarily reflecting
layofts of manufacturing and
construction workers. And
average weekly hours worked
in manufacturing declined,
falling in the second quarter
to 1970 and 1971 levels.

But the district's help
wanted advertising index has
expanded recently, and job
openings in Minnesota were
up 26.5 percent from a year
ago in the first five months of
1974. Approximately three-
fourths of these vacancies
were for clerical and sales
people, professionals, man-
agers and various service
personnel.
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Because the prospects for
tarm incomes are SO uncer-
tain, district employment
growth may fall off in the sec-
ond half. The decline of hours
worked in manufacturing and
slump in the construction
industry contribute to this
outlook. Few new jobs are
expected in the large trade
and service sectors either, so
it seems likely that the unem-
ployment rate will move high-
er as the year ends.

Industrial Activity

District industrial sales and
employment have been grow-
ing rapidly since early 1972.
According to our May Indus-
trial Expectations Survey,
manufacturers in this area
realized a 12.7 percent sales
gain in the first quarter and
expect a 15.9 percent increase
in the second. A comparable

survey of national manufac-
turers showed a 12 percent
first-quarter sales gain and an
expected 9 percent second-
quarter advance.

The strength in district
manufacturing activity came
from the durable goods sec-
tor. Sales of durables were up
14.4 percent in the first
quarter and are expected to
rise 21.2 percent in the sec-
ond. Nondurabie goods sales
should surpass last year’s
levels by about 10.5 percent
during the first half.

Total district manufactur-
ing employment was up 6.2
percent from a year ago
during the first half of 1974,
as 7.8 percent more jobs were
created in durable goods
industries and 4.1 percent
more in nondurables. National
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manufacturing employment
was essentially unchanged
due to energy crisis layoffs.

District manufacturers
have been facing material
constraints over the last year.
But the number of respon-
dents who felt their present
inventories were too low has
dropped from the 1973 high of
28 percent in November to 23
percent in May 1974. In May
of 1971 and 1972, for compar-
ison, only 10 and 15 percent of
the respondents were dissat-
isfied with their inventories.

Manufacturers did not
report much improvement in
their plant and equipment
situation. For two years a
third of our respondents have
felt their capacity was inade-
quate to meet expected sales
demands. In May 1972, only
20 percent shared this view.

Since first-half sales fig-
ures are much higher than
could be expected given
material and capacity con-
straints, some of these in-
creases must be due to
inflation. Nevertheless, the
substantial growth in manu-
facturing employment over
the past 12 months indicates
that some real growth has
occurred.

Future manufacturing
sales expectations of 14.2 and
11.5 percent in the third and
fourth quarters, respectively,
must aiso be deflated by price
increases. There will certainly
be some expansion, but the
number of new jobs that can
be created in the second half
will stil be restricted by
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material shortages and capac-
ity constraints.

Consumer Spending

Consumers seemed to be
better off in the Ninth District
than in other parts of the
country during the first half.
High farm incomes and con-
tinued employment expansion
supported large consumer
spending increases.

Minnesota retail sales in
the first four months were up
11 percent from a year ago,
while U.S. sales advanced
only 6 percent. And according
to a survey of major district
retailers, consumer spending
growth continued in May and
June, although cool weather
hurt early sales of clothing
and other summer merchan-
dise.

District consumers were
also buying more automobiles
in the first half. Seven Upper
Midwest regional sales man-
agers reported that their

share of the national market
has been increasing, thanks to
a combination of personal
income growth in rural areas
and adequate fuel supplies.
They are having no problems
with excessive inventories and
may even be unabie to satisfy
customer demands this sum-
mer.

Personal income data
largely explain the continuing
rise in district consumer
spending. U.S. personal in-
come, according to BUSINESS
WEEK, increased 9.7 percent
from a year ago in the first
four months of 1974. District
gains were all larger—12.2
percent in Minnesota, 21.5
percent in North Dakota, 13.8
percent in South Dakota and
13.5 percent in Montana.

Price increases have, of
course, eroded much of these
gains.

Prospects for district con-
sumers later this year rest
primarily on personal income
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growth and inflationary devei-
opments. A drop in farm
incomes or rise in unemploy-
ment could weaken both per-
sonal incomes and consumer
spending. A loss of real
income from a combination of
large price increases and
small personal income gains
could also force spending
cutbacks. Since one or more of
these conditions will probably
occur, some reduction in con-
sumer spending can be ex-
pected during the second half.

Finance

Bank Loans

Loan demand ran high during
the first half and district
member banks responded,
issuing loans at a 16 percent
seasonally adjusted annual
rate.

Business loan demand,
much of it originating outside
the district, was particularly
keen in the second quarter.
Real estate investment trusts
and other national borrowers
apparently used lines of credit
at district banks when unable
to obtain funds in the com-
mercial paper market.

Regional business loan
demand was also strong, in-
creasing 6 percent (not sea-
sonally adjusted) at small
weekly reporting banks in
Minneapolis-St. Paul and at
the six smaller regional cen-
ters in the district. Construc-
tion companies, plagued with
cost overruns, material short-
ages and cancellations of take-
out loan commitments by
permanent lenders, were
major loan customers at Twin

6
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in the months ahead, if
firms try to increase inven-
tories and expand plant and
equipment, regional business
loan demand is likely to
remain strong.

Loan demand at agricul-
tural banks has been heavy
despite the potential for in-
creased equity financing by
farmers. Loans outstanding
increased 6.3 percent over the
first five months of 1974,
slightly faster than in previous
years. Merchant credit has
been hard to get and interest
rates on Production Credit
Association (PCA) loans have
been high, resulting in a shift
toward bank borrowing. PCA
loans outstanding in the Ninth
District grew only 0.6 percent
over the first four months of
1974; bank loans outstanding
increased 4.7 percent. Nation-

in the second

wide, PCA loans outstanding
were up 8.3 percent.

Bank Deposits
Consumer-type time and
savings deposits at district
banks increased at a 13 per-
cent annual rate in the first
half. Deposit growth slowed in
the second quarter but was
still stronger than at banks
outside the district or at
district S&Ls, probably be-
cause district banks draw a
greater proportion of their
savings from rural areas
where incomes are high and
interest rate sensitivity seems
to be lower.

Large regional center
banks stepped up their acqui-
sition of negotiable CDs dur-
ing the half to meet loan
expansion and offset demand
deposit losses. Large CDs
increased 45 percent from
January to June, much faster
than the national average.




The aggregate loan-1o-
deposit ratio of district rural
and small urban member
banks remained at a seasonai-
ly adjusted 64 percent from
November 1973 to May 1974,
reflecting strong but equal
growth rates for loans and
deposits. In the preceding six
months, the ratio had risen
from 61 to 64 percent.

Country banks have re-
duced net federal funds lend-
ing and have been borrowing
more heavily from the Fed in
recent months. Reasons for
these borrowings ranged from
offsetting losses due to the
low interest rate ceiling on
time deposits in  North
Dakota, to accommodating
higher farm loan require-
ments because of increased
production costs, to financing
increased cattle inventories
caused by depressed prices.

S&L Loans and Deposits

A slowdown in the growth of
deposits at district S&Ls
during the second quarter,
coupled with statutory limita-
tions on mortgage loan inter-
est rates, has sharply cur-
tailed the supply of mortgage
funds in the district. in mid-
July conventional mortgage
loans in the Twin Cities were
either not available or made
only with a very high down
payment. FHA and VA mort-
gage loans were still being
supplied, but the $33,000
maximum on FHA mortgages
was insufficient for many
‘homes on the market.

The scarcity of convention-
al loans partly reflects the

impact of state usury iaws.
Rising interest rates have
carried the national market
rates for mortgage loans far
above the 8 percent usury
ceiling in Minnesota, above
the 9 percent limit in North
Dakota and close to the 10
percent limit in South Dakota
and Montana.

Not all mortgage loans,
however, are subject to state
usury laws. National banks
are permitted to make conven-
tional mortgage loans one
percentage point above the
Federal Reserve discount rate
which was at 8 percent in
mid-July. FHA and VA loans
are also exempt from usury
laws, and in mid-July the rate
on these loans was 9 percent
plus 5 to 6 points.

Savings deposits at district
S&Ls increased at a seasonal-

iy adjusted annuai rate of 11
percent in the first half. Most
of the 1974 growth occurred in
the first quarter; the second
quarter showed only a 5
percent growth rate, due to
rising market interest rates.

National deposit growth
followed a similar pattern,
although savings inflows were
generally lower. District S&Ls
have been obliged to increase
borrowings from their Federal
Home Loan Bank (FHLB) in
recent months in order to
honor loan commitments
made earlier in the year when
savings inflows were higher.
To protect themselves from
further borrowing, S&Ls have
reduced new loan commit-
ments.

As long as market interest
rates stay well above Regula-
tion Q ceilings, savings in-
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flows at financial intermedi-
aries willi not improve. District
net savings inflows could be
depressed even further if farm
incomes decline.

Federal Aid

Because the financial situa-
tion has been so tough on both
prospective homebuyers and
the construction industry, the
Administration sponsored a
plan to provide up to $10.3
billion to lenders making
home mortgage loans at
below-market interest rates.
The plan, which could poten-
tially finance more than
300,000 new and used housing
units, consisted of the follow-
ing:

e $4.0 billion in 5-year ad-
vances by FHLBs to S&Ls
at one-half of a percentage
point below the FHLBs'
cost of obtaining the funds
in the market. The ad-
vances were to be made at
a monthly rate of $500
million starting in May. In
June the interest rate on
such advances was 8.15
percent. There is no guar-
antee that the advances
will be translated into
loans; S&Ls can use them
to repay higher-cost ad-
vances or to purchase
market securities. in May
and June the FHLB of Des
Moines, which covers
Minnesota and the Dako-
tas, advanced its full allot-
ment of $60 million.

e $3.0 billion in commit-
ments by the Federal
Home Loan Mortgage

Corporation to buy con-

e $3.3 biltion

ventional ioans on 100,000
newly built housing units.
Initially, the interest rate
was set at 8.75 percent and
the maximum amount of
each mortgage at $35,000.
The entire amount was
committed by mid-July.

in commit-
ments by the Government
National Mortgage Associ-
ation (GNMA) to buy 8
percent FHA-VA loans on
100,000 newly built units.
At the time of the an-
nouncement, GNMA still
had unused funds under a
previous plan to purchase
7.75 percent FHA-VA
mortgages.

It is not likely that this pro-
gram will materially increase
the supply of mortgage loans
in the Ninth District—particu-
larly in Minnesota since the

subsidized rate on borrowings
and conventional foan com-
mitments is still above Minne-
sota’s usury limit. The sub-
sidy on FHA-VA loans, how-
ever, may result in some loan
expansion, especially of VA
loans which are not limited by
size.

Construction

The construction Industry
showed few signs of a second
half recovery. Through April,
the value of Ninth District
contracts was about 8.1 per-
cent below last year’'s level
and U.S. contracts were down
5.3 percent. But since higher
costs inflated valuation totals,
the real declines were even
greater.

District building permits
data illustrate the impact of
rising costs: the total number
of nonresidential permits
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through June was essentially
unchanged from a year ago,
yet valuation was up nearly 12
percent.

While construction gener-
ally fared poorly, the situation
was bleakest in the home-
building industry. Residential
contracts in the district
through April were valued 16
percent below a year ago.
(Nationally they were 21.9
percent lower.) District hous-
ing units authorized by build-
ing permits in the first six
months fell 10.3 percent,
although valuation declined
less than 1 percent. Only in
the Minneapolis-St. Paul area
were units running slightly
ahead of 1973.

The difficulties in housing
stemmed mainly from supply
and credit factors. On the
supply side, both building
materials and labor were more
expensive. Although lumber
prices have stabilized, brick,
steel and cement prices were
still climbing with the higher
costs of energy used in their
manufacture. Reinforcing
steel, for example, cost about
55 percent more than last
year. The energy crisis also
created a demand for better
housing insulation, driving up
the price of insulating mate-
rials. In addition, labor con-
tracts settled in May and June
contained wage increases of 8
to 10 percent.

On the credit side, tight
credit terms made it more
costly for builders to obtain
financing. And although the
number of potential home-
buyers was apparently large,

their ability to purchase was
restricted by lack of credit.

Environmental considera-
tions also influenced housing
activity. One large Minne-
apolis private housing project
has been halted pending court
action on an environmental
impact suit.

There's not much hope for
housing in the second half.
Even if rising construction
costs moderate, high money
market interest rates would
still restrict the availability of
mortgages. The major Hous-
ing and Community Develop-
ment bill expected from Con-
gress later this year will have
little if any second-halif impact
on the district.



Financing Rural Enterprise

The postwar shift toward large-scale, capital-
intensive farms, together with the need to
finance new rural enterprises, has strained the
existing financial structure in rural communi-
ties. The search for additional funding for rural
areas has focused primarily on rural banks,
which are often the principal suppliers of credit
used by farmers and small business owners.

Rural credit demand is expected to in-
crease as the trends toward larger farms and
rural industrialization continue. The decision to
use private financial institutions rather than
federal credit programs to meet this demand
seems to rest on the proposition that ‘‘the pri-
vate sector can usually deal more effectively
with novel credit demands or those that are
unique to certain regions, or those that may
require some departure from traditional terms
or financing methods.’’!

To determine how private financial institu-
tions might be strengthened to better meet the
credit needs of rural enterprise, it’s useful to
look at the role commercial banks now play in
rural areas. One rough measure of rural
banking activity is the loan-to-deposit ratio.
Rural banks throughout the United States gen-
erally have a smaller percentage of their
deposits loaned out than urban banks and a
larger percentage invested. In the Ninth Dis-
trict, for example, the mid-1973 loan-to-deposit
ratio was 58.6 percent for rural banks and 73.3
percent for urban banks, while the investment-

This paper was distilled from David Dahl's thesis,
FINANCING RURAL ECONOMIC DEVELOPMENT:
IMPLICATIONS FOR THE NINTH FEDERAL
RESERVE DISTRICT, through the efforts of David
Dahl, Charles Gray, John Rosine and Jeananne
Struthers.
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to-deposit ratioc was 15.1 and 10.4 percent.
Since bank loans are often made locally and
investments are typically made outside the area
in U.S. government securities or federal funds,
a higher loan-to-deposit ratio may mean a bank
is taking a more active part in financing rural
enterprise. In drawing this conclusion, how-
ever, it must be realized that the difference in
rural and urban loan-to-deposit ratios may in
large part be associated with differences in
bank size.

The lower loan-to-deposit ratio at rural
banks does not necessarily mean that rural
areas are inadequately supplied with credit or
that rural banks are operating inefficiently.
Quite the contrary, it seems that

...the present setup has defects that im-
pose significant disadvantages on institu-
tions and their customers. Banks, for
example, are often popularly blamed for
lack of lenders’ initiative or avoidance of
the effort needed ta make rural loans when
they may, in fact, be partly or largely im-
mobilized by internal constraints within the
system. If we can find the fauits and
improve the system—if, for instance, we
can change things so that rural financial
institutions can make more efficient [effec-
tive] use of their present resources, or so
that they can improve their access to the
nation’s main market flow of funds—then
the rural economy will be the winner, at
least to the extent its needs are competitive
with other demands on the economy’s
credit resources.?

It has been argued that structural changes
in the banking system are essential if rural
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banks are to take a more active part in financing
rural enterprise. Certainly changing banking
structure is the most dramatic approach to
affecting rural finance, but revising the existing
system might be equally effective. Some of
these revisions might include reforming corre-
spondent banking practices, increasing access
to national money markets and participating in
the Federal Reserve's seasonal borrowing
privilege.

Banking Structure

Rural areas, particularly in the Midwest, have
traditionally been served by small unit banks.
With the demand for larger rural loans, how-
ever, the resources of these banks have become
increasingly strained. As a result, the entire
unit banking system has come under fire. Some
critics maintain that more credit could be
extended to rural enterprises and the existing

financial structure improved by consolidating
unit banks into a larger branch banking net-
work. Their argument covers five main points:

e Rural banks typically serve a small market
area with relatively undiversified economic
activity where most borrowers engage In
the same enterprise or in related activities.
Because the economics of these local rural
businesses are interrelated, the risk con-
fronting a rural bank is greater than if its
loan portfolio were more diversified. A
statewide branching structure would allow
banks to diversify their loans across the
state so that relatively more bank assets
could be devoted to loans and hence more
credit to local enterprise.

« Larger banks with branches are asserted to
be more efficient than small rural banks.

11

]



Parcant
— 00 United States
Investmeanis
— B0 In U.8, Govt:
Sacurities
- Loans &
o Discounts
=0
Rural* Urban
EEEE.E"' Minnesota Montana
— B0
=30
— 0
Rural  Urban Aural Urban
*Areas outside Standard Metropolitan Statistical Areas
Source: FRB Minnsapolis

Banks Loans & Investments
As Percentages of Total Deposits, June 30, 1973

g Percent
Ninth District* 80—
m—
30 —
0 =
Rural Urban
*Four full states only
Morth Dakota South Dakota P";;'i
B0 —
m—
'
Rural Urban Rural - Urban

Unit costs of very small banks—those with
under $5 miltion or so in deposits—are sig-
nificantly higher than unit costs of larger
banks, and these costs must in some way
be borne by their customers in the form of
less service, higher loan rates or iower time
deposit earnings. Consequently, it is
argued, branch banking should lower the
costs of banking services in rural areas.

s Many small rural unit banks cannot legally
or prudently meet loan demands of larger

12

businesses or farms in their areas. Rural
branch banks would have access to re-
sources enabling them to more easily
accommodate such needs of the larger
credit-using enterprises in the community.

Larger banks with branches in rural areas
have better access to loanable funds in the
nation's capital and money markets.3

Branch banking may tend to impose more
competitive conditions where small local




banking monopolies now exist and provide
lower commercial loan rates to small
businesses.*

But the charges against unit banking are
not universally convincing. Advocates of unit
banking contend that branching and similar
structural changes disrupt the close identifica-
tion of rural bankers with their local market.
They see little evidence that branch banking
will provide better or more concerned service
than unit banking. They counter the branching
argument as follows:

e It may be true that rural banks serve a
small market area, but they can diversify
their portfolios through participations with
correspondent banks.

o Studies do suggest that a large bank with
one location may have lower per unit oper-
ating costs than a smaller rural bank with
one location. But once branching occurs,
the costs of operating smaller branches in
several locations may be no different from
the operating costs of several unit banks
accounting for the same total assets.

e There is no guarantee that small branch
banks in rural areas would be able to puil
funds from larger urban banks in the sys-
tem to make loans to rural enterprise.
Studies have found instead that changes in
banking structure ‘‘have not materially
affected the amount or type of bank credit
available in rural areas.’’$

» Evidence that rural branch banks have
more access to national money markets
than small unit banks is so far inconclusive.
Advocates of unit banking argue just the
opposite: branching does not transfer more
money into rural areas, but instead enables
deposits collected from rural areas to more
easily be shifted to urban areas where
credit demand and interest rates are
higher.

e Claims that small unit banks tend to
monopolize their communities are consid-
ered unjustified. Rural business people are
quite mobile and can generally seek out the

services of banks in neighboring areas if
unsatisfied with their hometown banks.

Formal research by the Federal Reserve
Bank of Philadelphia and the Agricultural Task
Force of the American Bankers Association,
among others, has not been able to resolve the
controversial branching versus unit banking
issue. The Philadelphia Fed found that:

Examination of the most common indica-
tors of economic performance does not
reveal any systematic or readily discernible
relationship between a state's style of
banking structure and its tempo of econom-
ic growth. Some measures of economic
growth and banking performance tend to
favor states with statewide branching while
other measures lean toward unit and
limited branching states.®

Similarly, the Ag Task Force concluded that ‘‘in
some states a branching system provides
especially good service for agricuiture, while in
others it does not.”"?

States comprising the Ninth District have
in some ways sidestepped the branching/unit
banking controversy by permitting multibank
holding companies. Two large companies whose
subsidiary banks hold approximately 42 percent
of the district's commercial bank deposits
dominate district banking activity.?

Mulitibank holding companies, in general,
may provide some of the advantages of branch
banking such as economies of scale through
centralized administration of affiliate banks.
They may also direct affiliates’ investment
policies. But perhaps the most important contri-
bution holding companies make to financing
rural enterprise is the ease with which affiliates
can arrange loan participations. By splitting a
large loan among several banks, affiliates can
handle the credit needs of large-scale farms and
growing businesses locally instead of turning
these demands over to large financial centers.®

Correspondent Banking

Since the 1950s when rural banks had more
loanable funds than loan demand, rural banks
have had the option of keeping funds on deposit

13
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with larger city banks in exchange for city bank
services and in fulfillment of reserve require-
ments. Currently in the Ninth District, corre-
spondent balances as a percentage of deposits
range from a statewide average of 5.3 percent in
South Dakota to 3.1 percent in Montana.®

Like the unit banking system, the practice
of correspondent banking has been criticized for
being unsuitably structured to meet rural credit
needs. Money on deposit with city correspon-
dents is, critics argue, money not being used to
finance rural enterprise: ‘‘The rural banks’ loan
customers are clearly losers if the city banks’
customers get access to the credit that they
might have otherwise had access to.’’!'Current-
ly, city correspondent banks’ participation in
rural lending accounts for less than 3 percent of
the agricultural credit extended by banks.

The Ag Credit Task Force -finds that the
primary impediment to involving the correspon-
dent banking system effectively in agricultural
lending is an ‘‘uneven understanding and

14

appreciation of agriculture among senlor
management of city and rural banks alike...if
this hurdle could be surmounted, other me-
chanical difficulties could be readily over-
come.’’ 12

To improve the practice of correspondent
banking, it has been suggested that rural banks
purchase city bank services, retaining their own
funds for loans to rural borrowers:

Now that rural bankers in many sections of
the country are serving credit-short areas
they should be seeking city correspondents
who are prepared to sell their services on a
fee basis, thus allowing the rural bank to
keep more of its funds at work In its own
community.”?

Access to Capital Markets

The nation’s larger banks in recent years have
been meeting a growing portion of their loan
demand by raising funds in national and inter-
national money markets. Most rural banks are



too small to participate in these markets, 80
their lending abilities depend primarily on local
deposit growth. Slow population and employ-
ment growth in rural areas resuits in relatively
slow deposit expansion and severely limits the
lending ability of these banks. Consequently, as
the demand for larger rural loans increases,
rural banks may need to rely on funds raised in
national money markets to facilitate credit
flows.

The Agricultural Credit Task Force sug-
gests two possible approaches rural banks
might use to increase their lending abilities:

¢ Individual major banks or holding com-
panies with the capacity to go directly into
money markets for funds could establish
such a corporation as a subsidiary.

« Smaller banks without direct access to
money markets could jointly establish (by
capitalizing on an expected individual
basis) a regional or national agricultural
finance corporation. Such an organization
may or may not be backed by an existing
banking regulatory agency.'

The first approach has been used by
Central National Chicago Corporation, holding
company for the Central National Bank in
Chicago, which formed a Central Ag Finance
Corporation to raise money for farm loans by
selling commercial paper.1®

Congress moved to allow the second
approach in 1973 by enacting legislation
enabling national banks to join together and
form an agricultural credit corporation. Prior to
this legislation, a national bank was required to
own 80 percent or more of the stock of any cor-
poration it organized or acquired solely to make
agricultural loans. The new legislation permits
national banks to own less than 80 percent of
the stock in an agricultural credit corporation,
providing not more than 20 percent of the
bank’s unimpaired capital and surplus are
invested in the corporation.'®

By virtue of Section 9 of the Federal Re-
serve Act, state member banks received the
same new authority, provided that such invest-

ments are not prohibited by the applicable state
law. The Agricultural Credit Task Force reports
that many state laws already permit state banks
to invest in agricultural credit corporations. In
states where such investments are prohibited, it
recommends enacting legislation similar to the
federal legisiation to strengthen the financial
structure in rural areas.

Seasonal Borrowing Privilege

Rural banks generally serve communities where
the economic base is dominated by a seasonal
industry such as agriculture or tourism. ‘‘They
most generally accommodate seasonal deposit
and loan fluctuations by acquiring short-term
assets during periods when seasonal pressures
are low (deposits are high and loan demand low)
and disposing of them as seasonal needs
expand.’’"

This arrangement has two adverse effects
on a bank’s ability to lend. First, because the
bank had to set aside funds to meet seasonal
needs, the supply of funds available to satisfy
intermediate- and long-term loans is limited:
‘‘the larger the allocation for seasonal needs,
the smaller the atlocation for longer-term loans
such as business, mortgage, and consumer
instaliment loans.’’''® Second, rural banks only
have a limited amount of funds to meet seasonal
borrowing needs.

In order to modify this situation, the Board
of Governors of the Federal Reserve System last
year amended Regulation A—the rules relating
to Federal Reserve lending operations—by pro-
viding eligible member banks a ‘‘seasonal bor-
rowing privilege.”” Member banks can arrange
to obtain funds from their Federal Reserve
Banks on a temporary basis to meet seasonal
credit requirements. Eligibility for these funds
rests on four considerations:?

e The bank must lack reasonably reliable
access to national money markets.

e It must demonstrate a seasonal need for
funds arising from a combination of expect-
ed patterns of movement in deposits and
loans.

15



* This pattern must persist for at least eight
consecutive weeks.

e Fed credit under this arrangement will
ordinarily: be limited to the amount by
which the bank’s seasonal need exceeds 5
percent of its average deposits in the pre-
ceding calendar year.

Within the Ninth Federal Reserve District,
Federal Reserve analysts have estimated that a
high percentage of the 506 member banks may
qualify for the seasonal borrowing privilege.
Since the seasonal privilege is quite new, banks
have only recently begun to take advantage of it
in substantial numbers. The effect this pro-
vision can have on rural financing is somewhat
limited because only Federal Reserve System
members can use it; 64 percent of ail banks in
the district are not system members. Legisla-
tion proposed by the Board of Governors earlier
this year would extend reserve requirements to
all nonmember banks and would also give non-
members access to the Fed's discount window
and the seasonal borrowing privilege.

Conclusion

Many bankers, economists and government
officials feel that numerous obstacies impede
financial flows to rural America. But they have

yet to agree on the best way to strengthen rural
financial institutions.

Some observers, noting that the current
rural banking system is ill-equipped to deal with
the credit needs of modern large-scale farm and
business enterprises, advocate structurally
changing the present system. They view a
branch banking system or a muitibank holding
company system as possible improvements.

But other observers feel that modifying the
existing banking system is the best way to
increase banks’ lending ability. These observ-
ers advocate improvements in the correspon-
dent banking system, greater access to national
money markets and more widespread use of the
seasonal borrowing privilege. The first and sec-
ond alternatives can be implemented in large
part by the banking industry. The third would
depend upon changes in the Federal Reserve
Act and federal or state legislation.

To date, empirical studies have not pro-
vided a clear basis for establishing which
changes might best improve the existing
system. it may be that there is no one best alter-
native, and if so, the future banking system
might include both evolutions in bank structure
and institutions and some of the options for
legal reforms summarized here.
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Authors Preston Miller and Ronald Kaatz
explain the fine art of economic forecasting in
their newly published INTRODUCTION TO
THE USE OF ECONOMETRIC MODELS IN
ECONOMIC POLICY MAKING. Copies of this
publication are available from the Office of
Public Information, Federai Reserve Bank of
Minneapolis, Minnesota 55480.
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