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Agricultural Banks under Stress’

This article was prepared by Emanuel Melichar
of the Board's Division of Research and Statis-
tes.,

Financial problems in the farm sector have ad-
versely atfected many rural banks, both directly
and through their depressing effect on rural eco-
nomic activity. The greatest impact has been on
banks with the greatest relative involvement in
farm lending. More than 4.800 of the nation’s
banks—34 percent of all banks—can be charac-
terized as “agricultural banks,” in that the ratio
of farm loans 1o total loans in their portfolio is
above the simple average of such ratios at all
banks (which was about 16 percent at the end of
1985). At agricultural banks as a group. farm
loans constitute 35.7 percent of total loans, far
above the average of 3.4 percent in the banking
system as a whole. During the 1970s, these banks
prospered along with most of the farm sector.
But as many of their borrowers became financial-
ly stressed, their fortanes also faded.

As recently as 1982, agricultural banks as a
group still enjoved the favorable loan experi-
ence—low delinquency rates and losses—and
relatively high profits that had characterized the
previous decade. Thereafter, loan problems be-
gan to mount, in some cases to magnitudes that
posed a threat to the banks. During 1984, failures
of agricultural banks became increasingly com-
mon, and in 1985 on average more than one bank
per week failed. These stresses at agricultural
banks resulted mainly from adverse Joan experi-
ence, rather than from changes in the regulatory
or competitive environment.

AGRICULTURAL BANK FAILURES

When caused by deterioration in the quality of its
loans, the failure of an agricultural bank general-
ly represents the culmination of a long period
during which increasing amounts of the bank’s

loans first become delinquent on periodic inter-
est pavments and then become uncollectible, at
least in part. If such losses arc so large that the
government agency thal chartered the bank—the
Office of the Comptroller of the Currency in the
case of national banks and state banking agencies
in the case of state-chartered banks—determines
that it is insolvent. the bank fails. The number of
bank failures is thus a lagging indicator of bank-
ing problems, but failures have high public visi-
bility and, locally, affect more people directly
than do loan fosses.

The number of agricultural bank failures first
became conspicuous during the spring and sum-
mer of 1984, In every quarter since, they have
represented more than half of all failures of
commercial banks (chart 1). The agricultural
banks that have failed have been relatively small
in size, however, and thus these failures general-
ly have affected only the immediate communi-
ties. The 68 agricultural banks that failed in 1985
had. on average, total assets of $21 million, only
two-thirds the average size of all agricultural
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Quarterly data; agricultural banks dre msured commercial banks af
which the ratio of twtal farm loans foans secured by farm real
estate’” plus “'loans to finance agricultural production and other loans
1o farmers’’) 10 total loans is above the unweighted average of such
ratios at all banks on the date specified (16,14 percent as of December
31, 198351, At the end of 1983, there were 4,847 agricultural banks (34
percent of all banks). and they held S8 percent of all furm loans in the
banking system. Throughout this article, banking data are for domes-
tic offices of insured commercial banks,
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banks and only one-eighth the average size of all
commercial banks. Only 3 had assets of more
than $50 million, while 23 had assets of less than
$10 million. Thus, although agricultural banks
accounted for nearly three-fifths of bank failures
last year, their assets were less than two-fifths of
the assets at all failed banks. For the same
reason, farm loans constituted only one-fifth of
the total loans at all of the banks that failed—
about $460 million of the total loans of $2.4
billion at failed banks.

When a bank fails, the Federal Deposit Insur-
ance Corporation (FDIC), as the insurer of the
bank’s deposits, takes control both of the depos-
its and of the loans and other assets in which the
bank has invested its funds. As a general rule,
the FDIC knows that a bank is in serious danger
of failing. To minimize the inconvenience and
disruption to the customers of the bank, the
FDIC begins working to arrange for another
bank or a new bank to take over the deposits and
the good loans and other assets immediately after
the failure occurs. Although such mergers or
acquisitions ar¢ arranged in most cases, some-
times no other financial institution is interested
in such arrangements and the FDIC is left with
no alternative but to close the bank. In these
cases the disruption can be considerably greater
because depositors are paid off and must find a
new institution in which to place their funds. In
addition. borrowers are required to pay off their
loans when they mature, and so they must find a
new source of credit.

No matter what arrangements are made, the
failure of a bank poses a potentially serious
problem for borrowers whose loans are delin-
quent or who are in a weak financial condition.
Such borrowers may find it difficult, if not impos-
sible, to find a new lender. Often, the FDIC faces
the unpleasant task of foreclosing on their loans.

Even borrowers in relatively good financial
condition experience some inconvenience, at the
least, as they must document their financial
position and history to new and understandably
wary lenders. In states where a number of agri-
cultural banks have failed. efforts have been
made to help such borrowers to establish new
credit lines. Groups such as state extension
services. bankers’ organizations, and the Farm-
ers Home Administration have been working to

provide better advice, guidance, and support 10
these borrowers,

Rural communities that have retained local
banking services after their economic life has
been disrupted by a bank failure may experience
some future recompense, In making good on the
deposits of the bank that failed, the FDIC uses its
insurance fund to replace the bad loans in the
bank's portfolio. Thus the local bank or banks
that receive the deposits also receive good assets
to back those deposits, often including substan-
tial amounts in cash. Such banks are thus placed
in a better position to consider future lending
opportunities as they arise and to use future
earnings to increase their capital and 10 improve
their banking services. In contrast. had the trou-
bled bank managed to survive, some of the
banking resources of the community would have
remained tied up in the old, poorly performing
loans, and some future bank earnings would have
been dedicated to covering losses on those loans,

CREDIT QUALITY PROBIEMS

Most banks that have failed could earlier have
been found among the banks that reported rela-
tively large amounts of delinguent loans, such as
the group of banks at which nonperforming loans
exceed total capital (chart 2). The number of
such vulnerable banks is much larger than the
number of bank failures. Because there are sub-
stantial repayments Or recoveries on most non-
performing loans, only a small-proportion of the

2. Vulnerable banks !

Number of banks

. - MR Nonagricultural b‘mh :
W Agricyltural banks

1. Banks with nonperforming louns greater than towal capital. See
note to chart 3 for definition of nonperforming loans. Data ave as of
end of quarter.
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Data are as of end of guarter. Total delinguent loans are nonper-
forming loans and other founy on which payments are past due 30 days
or more.

Nonperforming loans are loans in nonaccrual status, other Jouns on
which payments are past due 90 days of more, and lvans that have
been restructured of rencgotiated to provide a reduction of either
interest or principal because of a deterieration in the financial position
of the borrower.

Louans are wn nonaccrual status i (1) they are maintained on a cash
basis because of deterioration in the financial position of the borrow-
er. (1) payment in (ull of interest or principal is not expected. or (2
principal or interest has been in default for a persod of 90 days or more
unless the obligation 15 both well secured and in the process of
collection.

vulnerable banks are likely to fail. But as the
number of banks in a vulnerable position in-
creases, the number of failures is likely to follow.

At the end of 1985, the 170 vulnerable agricul-
tural banks accounted for more than half of all
vulnerable banks and for 3.5 percent of all agri-
cultural banks. They were concentrated in five
states—lowa, Kansas. Minnesota, Missouri, and
Nebraska—which together accounted for 100 of
the banks,

Rising delinquency rates on the loans of agri-
cultural banks have been the leading indicator of
vulnerability and failures. As chart 3 shows.
delinquency rates on all loans at agricultural
banks have been trending upward since banks
began reporting these datd in December 1982, At
the end of {983, total delinguencies (nonperform-
ing loans plus other loans past due 30 to 89 days)
were 7.3 percent of outstanding loans. While the
shorter-term delinguencies have shown a strong
seasonal pattern that peaks each year in March,
they have increased little over time. Most of the
growth in total delinquencies has occurred in
nonperforming loans, which include loans in

nonaccrual status (in general, loans on which
some loss is expected) plus renegotiated loans
and other loans past due 90 days or more. In
turn, as chart 3 also indicates, most of the growth
in nonperforming loans has occurred in its non-
accrual component, which is the most seriously
delinquent category. By the end of 1985, 2.8
percent of all loans at agricultural banks were in
nonaccrual status. compared with less than
percent three years earlier.

The quality of loans at agricultural banks has
deteriorated most in a 12-state area comprising
the western Corn Belt, the Great Plains (exclud-
ing Texas), and the northern Rocky Mountain
region. In each of the 12 contiguous states of this
area, which stretches from Missouri, Oklghoma,
and Colorado northward to the Canadian border,
the average proportion of loans in nonaccrual
status at agricultural banks exceeded the national
average of 2.8 percent. Three-fifths of the na-
tion’s agricultural banks are located in this area.
These banks have just over half the total loans at
agricultural banks nationally but account for
two-thirds of the nonaccrual loans. Their rela-
tively poorer loan experience is a fairly recent
development. Only two years earlier, their expe-
rience differed little from the national norm.

Loan charge-offs (net of recoveries) at agricul-
tural banks also have risen sharply, parallelling
the rise in nonaccrual Joans. At all agricultural
banks. net charge-offs in 1985 averaged 2.1 per-
cent of total loans (computed as a percentage of
the loans outstanding at the end of the year).
Losses were up substantially from 1.2 percent in
1984 and an average of only 0.2 percent during
the 1970s. At agricultural banks in the [2-state
area experiencing the most stress. loan losses
were somewhat higher, averaging 1.5 percent in
1984 and 2.7 percent in 1985.

The farm loans of agricultural banks have
contributed heavily, and disproportionately. to
total loan losses and delinquencies. Nationally,
agricultural banks charged off 3.5 percent of their
farm production loans during 1985, Even after
these large charge-offs, 4.6 percent of farm pro-
duction loans were in nonaccrual status. Both
rates are nearly three times the corresponding
rates for other loans at agricultural banks. Thus,
though many of the nonfarm borrowers at agri-
cultural banks are closely tied to the farm econo-
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my, the farm loans as such are mainly responsi-
ble for the current troubles at these banks.

At all banks nationaily, delinquency and
charge-off rates on farm production loans actual-
Iy have been running slightly above the rates on
such loans at agricultural banks, in part reflecting
very unfavorable farm loan experience at large
banks in California, which leads the nation in
farm production. At these large banks, farm
production toans account for only about 3 per-
cent of total loans—about the same as the aver-
age for all banks in both California and the
nation. Diversification is enabling these banks to
weather their severe farm toan losses.

Nationally, delinquency rates on farm produc-
tion loans at banks have been in a pronounced
uptrend, as chart 4 shows. At the end of 1985,
10.5 percent of such loans were delinquent.
compared with 8.0 percent a year earlier. As with
the loans at agricultural banks examined in the
preceding section, most of the upward climb in
total delinquencies has occurred in the most
seriously delinquent nonaccrual component,
which rose to 6.0 percent of outstandings in
December 1985, from 4. percent a year earlier.
Other past-due farm production loans have
shown less upward trend but contribute 2
marked scasonal swing to total delinquencies as

3. Debinguency rates on farm produdiion Joans
banks

Uyured commerciad

Percent

Total delinquent

Nonperforming

Nopacerual

i
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Data are as of end of quarter. Farm production loans are “loans to
finance agricultural production and other loans to farmers, " excluding
loans secured by farm real estate. For definitions of the vanous
classes of delinquent loans, see the note to chart 1.

they rise sharply each winter and then fall back
during theé spring and summer.

Banks charged off an estimated $1.3 billion of
farm production loans during 1985, about 3.7
percent of loans outstanding. These very large
losses followed the already high charge-offs of
1984, estimated to have been $900 million, or 2.2
percent of the outstanding loans. Many of the
loans charged off presumably had been in nonac-
crual status. but, as already noted, nonaccrual
loans nevertheless continued to rise. And as long
as nonaccrual loans are rising, losses are likely to
remain high.

The Genesis of Farm Financial Difficultios

How did. farm financial problems arise? What
proportion of farm debt is in trouble? In address-
ing such questions, one encounters several seem-
ing paradoxes.

For example, most farms—including most of
the farms in financial difficulty—have been gen-
erating operating profits; that is, their proceeds
from the sale of the commodities produced (plus
any government payments) have exceeded their
current expenses of production and marketing,
and substantial sums have remained as the earn-
ings of labor, management, and capital, In the
aggregate, such net farm earnings averaged $43
billion annually in 1980-85. After imputed re-
turns to.the labor and management of farm
operators and their families, an estimated $23
billion per year remained as net earnings of farm
capital.

The existence of operating profits from farm-
ing has important implications, One result is that
most land now farmed will continue to be
farmed—except for marginal land on which unit
costs are high because of low yields or special
requirements—and thus farm output will not be
reduced much by market forces. Also, operating
profits have enabled extensive farm lending op-
erations to continue. In 1985, according to esti-
mates based on the Federal Reserve’s quarterly
national survey of the terms of bank lending to

farmers, banks made 3 million farm production

loans totaling $52 billion, with an average maturi-
ty of about eight months. Banks entered the year
with $39 billion of outstanding farm production
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loans and ended the year with $35 billion out-
standing after charge-offs of about $1 billion:
implicitly, repayments during 1985 totaled $535
billion. Most of these loans were used to pur-
chase operaling inputs, and therefore they were
repaid from gross proceeds. Operating profits
provided a cushion that helped to ensure repay-
ment of these loans and thus facilitated such
borrowing.

In view of the operating profits, how can some
farmers already have been bankrupted and oth-
ers be experiencing financial stress? In most
cases, the answer is simple: the substantial sum
remaining after operaling expenses are met still
falls short of covering scheduled interest and
principal payments on debt that these farmers
had incurred to purchase, expand. or improve
their farms.

In just a few yeurs, these farmers found them-
selves in a financial bind, as the following exam-
ple illustrates. On a midwestern “*family™ farm
consisting of 500 acres of cropland capable of
producing 140 bushels of corn per acre, annual
operating profits (before interest or land charges)
may exceed $1 per bushel, thus producing more
than $70,000 as annual earnings of capital, {fabor,
and mapagement. If the farmer has little or no
debt other than seasonal borrowings to cover
operating expenses, he should not be financially
stressed. and many farmers are in that position.

But if the farmer purchased this land in 1981 at
the going price of $3.000 per acre, for a total of
$1.3 million, and financed his purchase with a
mortgage. his current financial position may be
precarious. Suppose the farmer made a down-
payment of $450,000 from the sale of a smaller
farm and obtained a 30-year. variable-rate Feder-
al Land Bank loan for the remaining 70 percent
of the purchase price—fairly typical financing.
Today, only five years later, this farmer still
owes about $1 million. At the current interest
rate of 12 percent, the annual interest charge is
$120,000. Operating profits fall nearly $50,000
short of covering this charge. The straightfor-
ward remedy is to sell the farm and repay the
debt, thereby salvaging the downpayment, But it
is too late for this course, because such land now
sells tor perhaps $1.500 per acre, and so the farm
is now worth only $750,000. The farmer’s net
worth is now -$250,000, and the Federal Land

Bank stands to lose an appreciable portion of the
funds it lent.

Fortunately, a minority of farmers are in this
position. Only about 4 percent of farmland
changes hands annually; much is sold only at
retirement or death. Therefore, more than half of
all farmland was inherited or purchased at prices
well below those of the recent boom, and many
farmers have little or no mortgage debt.

But more than a few farmers and lenders who
face an outcome like that in the example now
ask, in effect. why they bought or financed land
at prices so high that earnings even at the time of
purchase failed to cover debt service. Many of
them, along with many analysts and observers,
have come to believe that such purchases or
loans were based on little substance and much
speculation. They now believe that a psychology
of inflationary expectations pushed the value of
farmland far beyond its earning power in the
1970s and early 1980s. In this view, prices of land
were bid up without regard for the return from its
production, with prices soaring merely because
buyers expected them to go still higher, This
description of the boom fails on aill counts: it
misstates the nature of the expectations that
provided a rationul basis for the prices puid as
well as the nature of the speculative risk actually
taken. Beneath the mistaken assessment lies a
fallure to appreciate the extent to which asset
prices respond. inevitably, to seemingly smuall
changes in the trend of their carnings.

Land Price Dynamics. If expected earnings
from land are flat, then farmland will be priced at
a refatively high yield. logically about equal to
the interest rate on farm mortgages. Thus if the
mortgage rate is 10 percent, land expected to
produce constant earnings of $100 per acre (line
E, in chart §) might sell for 10 tmes earnings,
represented by P,. Its earnings at the time of
purchase would cover interest charges, as many
fenders now say they shouid have insisted carn-
ings do on farmland they financed in the 1970s.

But for nearly five decades after 1932, earnings
of farmland maintained a strong upward trend
and, logically, furmland prices kept pace. After
more than a generation of steadily rising land
rents and prices, expectations that these trends
would continue were entrenched among partici-
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pants in farmiand markets. Analysts found the
trends attributable to factors such as productivi-
ty gains and population growth that seemed
likely to remain at work. Supply and demand
conditions for farm output in the 1970s appeared
to confirm these analyses.

Between the mid-1950s and the late-1970s,
earnings of farm assets, after adjustment for
inflation, rose at an average annual rate of at
least 4 percent. Expected earnings growth at this
rate is illustrated by line E, in chart 5. Land
prices will tend to rise at the same pace, but
which P» line correctly indicates the price level
that the land market will produce? Could land
with such expected carnings growth be pur-
chased for the same price of $1,000 as the land
with flat earnings, enabling its earnings 1o cover
interest on the mortgage as buyers and lenders
would wish? Clearly not. As is obvious from the

chart—and to sellers as well as buyers—it is
worth more. Because participants in the fand
market include expected earnings growth in their
projected total return, such land is priced at a
higher multiple of the present earnings (the solid
line P, rather than the dashed line). The general
relationship holds that the land price cquals the
present earnings divided by the rate of return
sought minus the growth rate of earnings. In this
example,

fand price = $100/ (.10 — .04) = $1.667.

In tending to set a present price of $1.667. the
land market produces the same expected total
yield of 10 percent, but only 6 percent is in the
form of current earnings and the remaining 4
percent takes the form of capital appreciation.
Thus buyers borrowing at 10 percent have an
unavoidable shortfall in cash flow in the early
years after purchase. But if the earnings grow as
expected, their cash flow first becomes ade-
quate, and later bountiful. If lenders would not
finance buyers with such prospects, few land
purchases would be financed when land earnings
are in a pronounced uptrend. As the uptrend in
carnings. becomes established. land prices re-
spond, and a history of successfully financed
land purchases accumulates, land buyers and
their lenders are in reality speculating that the
trend in earnings will comtinue: Purchases of land
entail such speculation no matter what the ex-
pected earnings trend, but the risk is probably
greater when the expected growth rates are high-
er. For example, if the projectéd earnings path £,
does not materialize as time goes by, and it
becomes evident that the path is actually £1, then
the land price will collapse from £, to #,.
Conversely, if expected earnings growth
changes from zero, as in E,, to 4 percent, as in
E,, land prices will respond by rising 67 percent.
This power of a change in the earnings trend
must be appreciated; otherwise, as the huge
change in the price of land is in the process of
occurring, observers and even many market par-
ticipants may conclude, wrongly, that land prices
have lost all relationship 10 the earnings trend.

The Land Boom. All of these clements were
present in the land boom and collapse since 1970,
as depicted in stylized form in chart 6 (in which it
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is again assumed that land buyers were looking
for a total return of 10 percent). The period began
with a continuation of the trend of the preceding
decade. with expected land earnings growing at
an annual rate of 3 percent (£;) and land thus
selling at about 14 times those earnings:

In year 3. carnings doubled and their expected
growth rate rose to 5 percent (E,). Land prices
started nising sharply toward the new logical
price fevel P, 20 times the new expected carn-
ings:

Py = Ey/ (10 = 05) = 20 Es.

The chart arbitrarily shows land prices taking
five years to reach P; and then moving along that
path for another four ycars. Then in year 10,
expected annual ecarnings growth fell from §
percent (o zero (£,). Soon, land prices began to

fall toward the new logical level, P,. only 10
times the new flat earnings:

Py= Ey (10~ 0) = 10 E;.

Note that earnings in this depiction did not
decline; the change in their trend sutficed to
trigger the downward revaluation of farmland.

Incidence of Financial Stress
among Farmers

The massive adjustment of farmland prices to
current expectations of, at best, relatively flat
future earnings—the principal economic adjust-
ment now under way in agriculture—has meant
financial trouble for operators who borrowed for
expansion or improvements when land prices
were higher and expectations for ecarnings were
brighter. High interest rates during most of the
period since 1978 have compounded their prob-
lems. What proportions of farmers and of the
total farm debt are enmeshed in these difficul-
ties”

Estimates made shortly after the onset of
difficulties used available balance sheet data and
reasoned. in the absence of individual data on
carnings and interest charges, that farmers with
relatively high ratios of debt to assets were
probably financially stressed. Typically, such
analyses indicated that about one-third of the
operators of commercial farms were financially
troubled, and that they owed more than half the
farm debt.! Since such estimates were made,
new surveys have provided more compiete infor-
mation on the financial condition of farmers,
including data on their operating profits as well
as their balance sheet positions, These data
indicate that a significant number of heavily
indebted farmers have been generating enough
operating profits to service their debt. Converse-
lv, some lightly indebted farmers are neverthe-
less in financial difficulty because their opera-
tions have been unprofitable. On bulance, one

{. For such analysey by the author. see A Financial
Perspective on Agriculture.”” Federal Reserve Bulletin, vol.
70 (January 1984). pp. 8-10: und " The Incidence of Financial
Stress in Agriculture,” AES Occasional Papers (American
Enterprise Institute for Public Policy Research. December
1984),
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analysis of these data estimated that. at the
beginning of 1985, about one-sixth of the opera-
tors of commercial farms were in vulnerable or
stressed financial positions in the scnse that
there appeared to be a current or intermediate-
term threat of default on their debt. This group
owed about one-third of the total debt and nearly
two-fifths of the bank debt reported by farm
operators in the survey.?

The troubled debt from past investments is in

2. For details of the estimate made by the author, see
“Farm Financial Expertence wnd Agricultural Bunking Expe-
rience,” in The Problems of Farm Credit. Heurings before
the Subcommities on Economic Stabdization of the Commit-
tee on Banking, Finance and Urban Affair<, U8, House of
Representatives, 99 Cong., 1 sess,, October 230 19835, Other
recent amidyses that took farm profitability intw account
melude Nancy B, Barickman, “Indicators and Characteris-
tics of Finuncially Stressed Jowa Farm Operators: A Multic
variate Approach’ (M.S. thesis. lowa State University,
19851, and a sevies of reports by Danita Allen in Successful
Farming, wcluding =~ The Saccessful Farmimg Index.”” vol, 83
tOctober 1985), pp. 11-13: and vol. 84 (June 1986). pp. 19-21;
and Profitable farms have high debt ratios, too. vol, 84
{May 1986, p. 10,

the process of being “worked through™ in many
ways. among them partial sule of assets, restruc-
turing of maturities. renegotiation or return of
Jand contract purchases, partial write-offs by
lenders. foreclosures. and bankruptcies. Many
farm credit analysts believe that considerably
more than half of the total troubled debt of
this boom-bust cycle remains to be “worked
through.” In the process, total farm debt is likely
to decrease significantly (barring the return of
low or negative real interest rates) as farm assets
tend to pass from heavily indebted to less indebt-
ed hands (in some workouts, the same farmer).
Chart 7 shows that the reduction is under way
and also provides a comparison with previous
cyclical experience. As in the somewhat parallel
circumstances of the early 1920s. debt reduction
has lagged the decline in land prices, temporarily
increasing the farm sector’s debt-asset ratio. In
that earlier cycle, debt reduction eventually con-
tinued well into the period in which farm income
and land prices had started on a new upward
trend.

Implications for the Banking Svstem

With more of the farm debt at banks likely to
work its way through the delinquency and
charge-off process during coming years. is there
a significant threat to the banking system? Such a
threat seems highly unlikely because farm loans
are only a small proportion of total ioans in the
banking system and because agricultural banks
account for only a smali share of total banking
resources.

Table I presents some measures of the impor-
tance of current problems in farm loans and at
agricultural banks. In each comparison. the po-
tential impact on the banking system appears
limited in spite of the relatively greater difficul-
ties of the farm loans or agricultural banks. For
example. all of the 4.850 agricuttural banks hold
only 5.5 percent of the total loans in the banking
system. Thus, while the proportion of their loans
in nonperforming status is much above the aver-
age, they still account for less than 10 percent of
all nonperforming loans at all the nation’s banks,

Similarly, farm production loans are now only
2.5 percent of total bank loans, and that propor-
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fo Agneuiture’s share of foans and loun problems in
the harking svstem. December 3, 1982-88

Pervent

Class of loan RS { 984 | 1985

Loans at ggricuftural banks as a

percentage of Joans at all banks

Total oo 638 6.8 64 5.5
Delinguent ............ 5 6.7 8.1 8.4
Nonperforming . ... .. 5.t 6.3 8.5 9.5
Nonacerual ... ... 1.7 4.1 69 8.4

Farm production loans as a percentage
of lpans at all banks

Total..onveiinnan, . 3.5 34 32 25
Delinquent. . .......... 3.2 4.2 52 57
Nonperforming ... ... 37 4.2 6.3 7.5
Nonacerwal . ... ... 24 4.5 78 B.4

Agricultural banks are defined in the note to ¢chan @ dehinguent
loans. it the note to Churt 3 wnd farm production loans, in the nate to
chart 4.

tion is likely to shrink. Therefore, while the
proportion of farm production loans in nonper-
forming status is three times the average for all
loans. the nonperforming farm loans stilf account
for only 7.5 percent of total nonperforming louns
at all banks. Thus the problems of farm louns and

agricultural banks are indeed severe. but their

effect on the banking svstem us a whole is likely
to remain limited.

Variation among Agricaltural Banks

Agricultural banks vary greatly in the relative
magnitude of their loan delinguencies and losses.
As table 2 shows, only o few agricultural banks
have a very high loan deninquency rate. and most
have comparatively fow rates. At roughly two-
thirds of the banks. the relative amount of non-

T Pereentage dninbution of agnicphurad banks
by proportion of nonpertorming losns,
December 31 198289

Nonperforming loans as |

a percentage of fotal 1982 1983 ;1984 198RS
oans al bank

Total............ ... 100.9 1300
Under2.0............. 58.2 2.8 4.7 36.4
20049 ... 29.5 319 3.4 331
SB1099 ... 1.0 123 16.4 26
10010149 ... ... 1.4 23 39 5.6
15.0199........... 3 K L1 2.1
Woandover ... A 2 s 1.2

performing loans is below the average of 4.5
percent at all agricultural banks. The same rela-
tionship holds for net loan charge-offs in recent
vears. Furthermore, the banks reporting relative-
ly large charge-offs tend to be umong the banks
that still have high levels of nonperforming loans
in their portfolio.

A majority of agricultural banks thus have
avoided major farm loan problems during the
same period when others have experienced them
and more than 100 have failed. Such striking
sariation is evident within each farming region
and state and even within towns that have more
than one bank. When asked about such varia-
tion, bankers and analysts age quick to attribute
it to differences in furm lending and management
philosophy during the late 1970s and early 1980s.

Few of the data regularly reported by bunks
bear on their lending and management philoso-
phies. but some relationships in such data may
be indicative of their attitudes, For example,
bankers who choose to maintain a relatively low
foan—deposit ratio, and thus implicitly prefer to
keep a relatively large cushion against possible
adverse credit or liquidity developments, may
also be more likely to favor those borrowers who
exhibit the sume attitude in their own farm or
business ventures. If so, then agricultural banks
with a low loan~deposit ratio should tend to have
a lower percentage of problem loans in their
portfolios than those with & high loan-deposit
ratio. This relationship is evident, and to a rather
marked degree, as table 3 suggests, The relation-
ship holds as well within each size group of
agricultural banks. Agricultural banks that main-
tained a relatively conservative outlook seem to

1. Nonperforimng luans as a percentige of totad

losas at agriculral banks, by foan-deposit ratio
and by size class of bank. December 31, J9KS

Size class Loan—fdcpnsn ratio of bank (percent)
assets in All .
millions of | banks { HC'S | 3560 | 5010 | 6310 | B0 or
dollars) 35 ) 4% 64 b more
All banks . ... 1 4.8 1.8 19 v 4.4 51 37
Under J6.... ] 4.4 2.8 36 4.8 4.7 4.8
G128 ..., 4.6 2.0 39 4.6 5.2 5.2
25t049..... 4.5 2.8 4.0 4.5 5.0 56
Sto¥..... 4.6 3.0 19 4.8 54 5.2
100 and over 4.4 12 37 3.8 4.2 6.2
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have fared well as farm financial troubles devel-
oped, and apparently a majority of the banks
followed that course.

FINANCIAL EXPERIENCE
OF AGRICULTURAL BANKS

Increases in loan losses and nonperforming loans
have adversely affected the net income of agri-
cultural banks. Other factors have been present,
however, and a careful look at trends in the
components of income and expenses is needed to
sort out the various effects.

On the whole, agriculiural banks were relative-
ly profitable for many years preceding the cur-
rent difficulties. From 1970 through 1982, their
average return on equity hovered between 14 and
16 percent. Within this narrow range, their most
profitable years were those in which market
interest rates were high and they thus reaped
high rates on their short-term investments.

During the 1970s, loan losses were very low
each year—even years of general business reces-
sion—and only 1 percent of the banks reported
negative carnings in any given year. In 1981, the
proportion of agricuftural banks reporting nega-
tive earnings began to rise, reaching 13 percent in
1984 and 18 percent in 1985. The average return
to equity fell from 16 percent in 1980 to 6 percent
in 1985, although one-half of the banks carned 10
percent or more in 1985. And, with earnings
positive on average. the banks were able,
through retention of c¢arnings. 10 boost their
capital at a faster rate than their assets were
rising. The ratio of total capital to assets thus

rose from 9.2 percent in 1980 to 9.6 percent at the
end of 1985,

Table 4 shows trends since 1970 in the way
agricultural banks as a group ¢arned and dis-
posed of their income, with all data expressed as
a percentage of total assets. The banks coped
well with the introduction of money market
certificates of deposit in the late 1970s, which led
to a marked increase in their interest expense
when interest rates rose in national money mar-
kets and depositors shifted funds into these in-
struments, Their interest income increased even
more rapidly, helped in 1980 and 1981 by rela-
tively high vields on those assets invested in
short-term securities, Since 1981, their net inter-
est margin has narrowed as interest received has
fallen somewhat more than interest paid to de-
positors. After factoring in noninterest income
and expenses, which are both less important at
agricultural banks than at other banks, relative
total net income before provision for loan losses
has also declined somewhat from its peak in
1980,

But the provision for loan losses has increased
sharply since 1980, reaching 1.2 percent of assels
in 1985, and before-tax income has felt the full
brunt of that increase. Average income taxes fell
almost to zero in 1985 as many agricultural banks
received refunds under the provision that per-
mits banks to carry losses back as much as 10
years on their federal tax returns, In effect,
therefore, the reduction in income taxes has
absorbed : roughly one-third of the increase in
loan losses. Thus, although after-tax income has
fallen considerably from its peak in 1980, it has
remained high enough to permit the agricultural

4. Income, expenses, and protits of agricultural banks as a percentage of total assers, 1970-83

Less: Provision for loan Josses.
EquaLs: Net incomebefore tax

"Lrss: Income taxes ...
Bouats; Netinoome ", o
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banks to pay dividends 1o their stockholders at
the rate in effect since 1981. (On average. even
the agricultural banks with operating losses paid
dividends in 1985, although at fess than half the
rate of the banks with operating profits.) By
1985, however. the margin by which dividends
were covered was shim, and so the banks added
relatively little in retained earnings to their capi-
tal.

Interest Rate Trends. Rates on farm loans
made by banks have dropped substantially since
their cyclical peak in 1981, as chart 8 shows. The
chart makes cleur, however, that the decline at
small banks has lagged that at larger banks, at
which changes in farm loan rates—both up and
down-—have followed more closely changes in
the prime rate at large banks.

Some observers have assumed that small
hanks have maintained higher rates on farm
loans recently in order to cover some of the
higher loan delinquencies and losses they have
experienced on these loans. However, as has
been noted. at agricultural banks the difference
between interest expense and interest income
has not widened during the period since 1980,
when loan losses soared. Thus the recent lag in
the downward trend of interest rates on farm
loans at small banks appears attributable mainly
to a corresponding lag in the downward move-
ment of interest pad to depositors. Because
small banks have limited control over their de-
posit inflows or maturities. they tend, prudently,
to base their loan rates on their average (rather
than marginal) cost of funds. And. because their
depositors have maintamed a substantial share of

4. Conunued

XoOAverage offective interos! rates on farm

pot-reabostate oans made by commercial banks

Percemi

20
Other banks

[N
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Large Bunky

! H i

' i i
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!
1977 179

Quarterly estimates for loans made in the first full week of the
second month of the guarter,

Sourcr. USurvey of erms of bank lending.” Statstical Kelease
E.2, Board of Governors of the Federal Reserve System.

their funds in fixed-rate certificates of deposit
with maturities of six months or longer. the
average cost of funds has adjusted only gradually
to changes in national money market rates.

Farm Loan Trends. In 1985, outstanding farm
loans at banks joined in the general decline of
total farm debt. Underlying trends in farm debt
are more clearly evident if the widely fluctuating
loans from the Commodity Credit Corporation
are excluded from the totuls, as shown on lines 3.
9. and 17 of table S. Overall farm mortgage debt
{line 9) and production debt (line 17) have cxhib-
ited similar patterns, rising rapidly through 1981
and then more slowly tn 1982 and 1983 before
beginning a decline in 1984 that accelerated in
1985. Charge-offs accounted for a minor portion
of the recent decline: the major part reflected
loan repayments. Sonwe were involuntary repay-
ments reflecting foreclosure and the like, On the

Htem 1 1978 | 1979 | 1980 | 1981 | 1982 | jowy | 1oms | 1ess

IALEReST INCOME oo\ eveer el eeess i i | 10 7.8 93 410 118 103 106 . 100
LEsS: Interest Xpense ... ... viiiniiiairaasain 36 4.1 53 0 78 6.5 8.9 6.2

" Equals: Net interest margin .., .. ... . ceevieseas o 33 37 4.0 4.0 ERY) 38 37 38
Prus: Norinterest income ....... e N " 4 4 5 5 5 5 3
Less: Noninterest expense, excluding loan losses ...,... |. 2.3 2.3 2.4 2.3 2.6 286 2.6 27
Eauars: Net income before foan losses L ........ .. ... 1.6 18 20 1.9 1.8 1.7 1.6 1.7
Less: Provision for loanlosses ... oo s 2 2 2 3 4 6 R 1.2
Equats: Net income before taxes . ..., .. Creranian 1.4 1.5 1. 1.6 1.4 1.1 8 6
LEss: [ncome taXes ..o i rirearas 3 3 4 4 3 .2 A 0
EQuats: Netinoame ... ... v iiarnirianne 14 1.2 1.3 1.2 1t [ &y N 3
Less: Cashdividends ... ... ... . i 3 3 3 4 4 4 4 4
EQuats: Retained earnings ...........0oiivniniann.s 8 9 9 8 7 Es 3 |
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S Change in farm debt oulstanding, 198083
Percemt
MEMmo:
G . Amount
~Type of debt and ltnder:group _ 1980 1981 1982 1983 (984 198$ ggézt;agin!
: : 1985 (hillions
‘ of dollars)
U Total bt ..ot oo e e e 10 1 8 el -2 -3 205.2
2 Commodity Credit Corporatmn ................ -2 61 - N -30 ~-19 99 ¥7.3
3 Total debt exchuding CCC ... oo vanian, i0 9 4 3 -1 -8 187.8
4 Banks ... .00, e e e, 2 2 8 8 3 -6 46.9
N Farm Credit Syxtem ..... PN {7 16 -5 1] - -13 9.2
6 Life insurance companies ... [ 1 -2 ~1 -2 -$ 11.8
7 Farmers Homeé Administration . .............. .. 21 19 -3 1 6 & 27.3
8 Individuals and others’ ..., oo, . 6 ‘2 -1 -7 -~ 11 42.6
9 Realostatedebt .......... IR . 12 10:- 4 2 - - 105.6
10 BEIKS -ooeieeiiniieiianens i U —4 S0 0 9 12 i1.4
1 Federal Land Banks ... 3] 2b 9 2 1 -9 4.6
2 Life insutance compuanies ..o . 6 1 -2 - { -3 -8 11.8
13 Farmers Home Administration ................ 8 13 -4 4 [ 4 10.6
14 Individuads and others ... .o 8 5 . { 1 - -9 272
15 Non-realestate debt .. .0 . oo e 8 {1 11 -3 -3 ~} 9.6
6 Cominodity Credit G orporauon ............... . -2 61 3 ~30 19 29 17.3
17 Non-real-estate debt, excluding CCC ........ Ve ] 8 4 | -1 ~11 82.2
18 Banks .....o........ ORI 2 4 10 3 t 10 35.5
1% Preduction credit assochations ..., 9 7 =3 -8 -7 ~22 .4
20 Federal Intermediate Credit Banks ........... 2 13 -3 -2 3 ~39 .5
21 Farmers Home Administration ..............0 31 13 2 -1 7 16.8
2 Individuals and othets «..............0 .l 1 [ 4 -3 -5 ~15 13.4

Sagren. Data through 1984 are from Economic Indicators of the
Farm Sector: National Financigl Summary, 71984, Economic Re-

other hand, over the past year. some farmers in
good financial position have found that the rates
they would get upon renewing their certificates
of deposit and money market investments were
so much below the rate charged on their farm
mortgage or other loans that they used these
funds 1o repay their loans.

The volume of farm mortgage loans at com-
mercial banks has constituted one of the few
exceptions 1o the general downward trend. 1t still
represents less than one-fourth of farm loans at
banks, but has risen by around 10 percent in each
of the past three years. Initially, the gain may
have consisted largely of production loans that

search Service, U.S. Department of Agriculture. Data for {U8% are
from reports and estimates available in May 1986,

were restructured using real estate as collateral.
Recently, more of the gain probably has repre-
sented refinancing of Federal Land Bank loans;
however, the total increase of $!1 billion in farm
mortgage loans at commercial banks during 1985
explains at most a small part of the total pay-
down of 35 billion experienced by Federal Land
Banks. Later this year, farm mortgage loans
made by banks will be included in the Federal
Reserve's quarterly survey of terms of bank
lending to farmers, and more information will
thus become available on the purposes and other
characteristics of this growing component of

farm debt. .
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Life Insurance Companies in a

Changing Environment

This article was prepared by Timothy Curry und
Muark Warshawsky of the Board’s Division of
Research and Statistics. Mr. Curry is now with
the Federal Savings and Loan Insurance Corpo-
ration.

Major changes in the life insurance industry have
occurred over the past two decades, especially in
response to the high and volatile interest rates of
the late 1970s. As the inflation rate climbed from
4 percent in 1971 to more than 13 percent in 1980,
rising inferest rates gave households opportuni-
ties to earn rates of return much higher than
those on truditional cash-value life insurance
policies, causing household savings to flow away
from such products.

Voluntary terminations of ordinary life insur-
ance policies in force (otherwise known as lapses
and surrenders) accelerated as interest rates and
mflation climbed, and sales of new policies
siowed. The liquidity of life companies was fur-
ther strained as policvholders borrowed heavily
against accumulated cash values at contractual
rates well below market yields. According to
surveys comducted by the American Council of
Life Insurance, policyholder loans ubsorbed
more than 22 percent of funds available for
investment by the general accounts of life com-
panics in the carly part of 1980, compared with
only 4 percent in early 1978. Regulations were
slow to adapt to the changing environment, cre-
ating a drag on the ability of the industry to offer
competitive products  for household  savings.
Moreover, in addition to the hiquidity problems,
the effective tux burden of the industry was
growing with the inflation-boosted rise in nomi-
nal interest rates.

The life insurance industry has adapted to the
new conditions through major changes in ity
products and investment strategy and more re-
cently has been helped by changes in its tax and
regulatory position. The types of life insurance

products offered to the public have changed
dramatically. Important regulations governing
types of investments and Joan rates have been
cased. Tax rules have been redesigned. Invest-
ment managers of insurance company portfolios
have sought to lessen their exposure {0 move-
ments in interest rales by shortening maturities
and by matching more closely the maturities of
assets and liabilities. Liquidity building also has
become more important. manifested by in-
creased holdings of short-term investments and
the purchases of long-term securities that have
active sccondary markets; and life companies
have increased the equity component of their
porttolios in order to boost returns.

Life insurance companies have been more
successful in competing for pension reserves.
The increase in pension reserves at hife compa-
nies reflects both a generalized movement to-
ward savings in the form of pensions and the
ability of the industry to compete with other
pension fund managers.

Life insurance companics in the United States
traditionally have been important financial inter-
mediaries. The life insurance and pension re-
serves they provide are savings instruments that
help houscholds accumulate wealth for retire-
ment and bequests. Life companies in turn use
the premiums paid for these products (o invest in
equities and bonds. thus efficiently helping to
transtorm a large portion of the financial assets
of households into real capital investment by
business and government. Although insurance
companies have made a successful transition into
a new and more competilive economic environ-
ment, their smaller share of houschold savings
has reduced their role in the intermediation pro-
cess. However, despite currently low and stable
rates of inflation and interest, the industry
is Hkely to continue using its new strategies
to compete for its lost share of household
savings.
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This article reviews the decline of life insur-
ance reserves relative to other types of house-
hold assets and the growing importance of pen-
sion reserves 1o life insurance companics. It
examines how changes in the economic ¢limate
in recent years have influenced investment strat-
egies of these institutions, and it assesses the
carnings performance and prospects for the in-
dustry. An appendix discusses changes in the
federal taxation of life companies.

DECLINE IN LIFE INSURANCE RESERVES

Climbing inflation rates and high yields on alter-
native investments (chart 1) have created greater
competition for houschold savings, and the evi-
dence suggests that the life insurance industry
has lost part of its share of the market for
household savings. Life insurance reserves rep-
resent the cash value of life insurance policies,
and pension reserves at life companies derive
from individual purchases of annuity policies and
payments by employers for group annuities un-
der pension plans administered by life insurers.
As table 1 indicates, life insurance reserves
dropped steadily from about 7 percent of the
total financial assets held by houscholds in 1965
to about 3 percent by 1985, Pension reserves at
life companies rose from about 2 percent of
assels in 1965 to about 5 percent in 1985. Both

1. Interest and inflation rates
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1. On 20-year Treasury securities.
2, Caleulated from the consumer price index.

these trends have been in evidence since the
19505, Adding the two categories of reserves
together shows that the total share of life compa-
nies in household asset holdings dropped from
9.2 percent in 1965 t0 8.5 percent in 1985,

Low Returns on Cash-Value Policies

Several reasons have been cited to explain the
relative decline in life insurance reserves: for the
most part the explanation lies in the fact that
traditional life insurance contracts with savings
components have offered policyholders a sub-
stantially lower return, after taxes, than alternate
investments. This point is Hustrated by compar-

1. Distribution of financial assets of households, by type of asset. selected years, 1952--85

Percent except where otherwise noted
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Source, Flow of funds accounts, Board of Goveraors of the
Foderal Reserve System.
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ing the after-tax return on a cash-value insurance
policy to the after-tax return on an alternate plan
that likewise combines saving and insurance—
saving through periodic investments in a mutual
fund buying newly issued corporate bonds and
insurance through the purchase of a term life
policy. Three reasons explain why a cash-value
policy produces a lower after-tax return,

First, upon purchasing 4 cash-value policy. the
individual receives the average rate of return on
the insurer’s portfolio. When rates in the market
rose markedly, a big gap emerged between cur-
rently prevailing rates and the average return on
life insurer portfolios, which contained a large
share in fixed-rate bonds purchased many years
ago. Yields on life insurance investment plans
were further restrained by policy loans that were
available to policyholders at fixed low rates.
These loans were drawn when market vields and
alternative borrowing costs rose, forcing life
insurers to substitute these low-earning loans for
higher-yielding market instruments in their port-
folios, Thus. when newly issued bonds were
vielding 12 percent in 1980, life insurers’ portfo-
lios were earning 8 pereent (table 2).

Second, the returns on cash-value policies and
alternate investments were spread further apart
by differences in marketing costs. Life compa-
nies have traditionally distributed their policies
through sales agents, who receive a large initial
sales commission and smaller renewal commis-
stons based on premiums paid for the policy.

2. Annual rates of rettrn on invested assets of life
companies and on corporate bonds. selected
vears, 195084
Percent
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Year Cassetsof ¢ ;;3;’::{\".!‘
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Voo After dnvestment expenses but before federal income tes,

Separate accounts are excluded.

20 New isspaes of Aw vorporate bonds.

Sovre . For dife compuny assels. American Counail of Life Insur
antce: for corporate bunds, Muody s Investors Service,

These sales costs are considerably larger than for
other forms of financial investment. Vendors of
other financial products progressively lowered
the cost of their marketing strategies through the
use of new, lower-cost distribution systems,
while life companies retained their high-cost,
labor-intensive system.

Third, an after-tax differential in returns ap-
pears. Interest income earned in a mutual fund is
taxed under the individual income tax, whereas
interest income on a cash-value life insurance
investment is tax deferred, and in many cases tax
free, at the individual level. However, on a cash-
vatue policy. federal tax is levied on interest
income at the corporate level, Before 1958, fed-
eral income taxes paid by life companies were
minimal. The level of taxation increased with the
passage of the 1959 Lite Insurance Company Tax
Act, which continued to operate, with modifica-
tions, unti} 1984. Under the 1959 uct, life compa-
nies became subject to tax at the normal corpo-
rate tax rate on a portion of investment income,
The portion depended on the amount by which
the rate of return on the insurer’s portioliv
exceeded its promised rate of return on life
insurance policies (see the appendix for details).
During the 1960s and carly [970s. when interest
rates were fairly stable, most investment income
escaped untaxed. Toward the end of the 1970s,
when interest rates increased far above promised
rates, the portion of investment income subject
1o taxation at the corporate rate increased sub-
stantially.

The combination of these three factors meant
that cash-value life insurance was no longer an
attractive investment for individuals. The after-
tax differential in returns between investment in
life insurance and investment in & mutual bond
fund decreased. and the accumulation of life
insurance reserves as a proportion of personal
disposable income dechned (chart 2).

As mentioned earlicr. policy loan activity in-
creased as market interest rates rose, and these
low-rate loans helped depress returns on insurer
portfolios. Moreover, the surge in loans, along
with the acceleration in policy surrenders, had
the additional eflect of severely reducing the
liquidity of life insurers and their ability to meet
claims. During periods when market interest
rates cxceeded the regulatory 5 to 8 percent rate
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on policy loans, policyholders exploited an arbi-
trage opportunity by borrowing against their
cash values to invest directly in assets earning
current market rates. Some policyholders used
these loans as a cheap form of borrowing to
finance consumption. The level of policy loan
activity, as measured by the ratio of net policy
loans extended during the quarter to available
cash value. is highly correfated with the size of
the arbitrage opportunity, as measured by the
difference between the current market rate on
certificates of deposit und the average contractu-
al rate available on policy loans (chart 3). During
the 1979-82 period of escalating interest rates,
policy foans outstanding increased more than 50
percent (from $35 billion to $53 billion) and
equaled almost 25 percent of life insurance re-
serves at the end of 1982,

3, Policy loan activity and interest rates
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2, The rate on vertificates of deposit Jess the rate on policy loans.

Sovsce. For ratio of Joans to cash value, flow of tunds accounts,
Board of Governors.

The Response of Life Companies
and Other Changes

In response to the sagging sales and rising sur-
renders of traditional cash-value policies, life
companies developed and marketed new types of
cash-value plans. These new products offer rates
on the savings portion of the policy that are more
closely aligned with current rates on market
credit instruments. For example, under one of
these new types, the universal life plan. a policy-
holder pays for insurance coverage and separate-
ly places money in a savings account, The sav-
ings portion generally carries a rate of interest
that varies with prevailing rates on short-term
credit instruments, subject to 8 minimum rate.
The policyholder can deposit into or withdraw
from this account and vary the size of coverage
and the amount and timing of premium pay-
ments,

Variable life is another plan that reflects cur-
rent market rates. The size and-timing of premi-
um payments are fixed. and the rate of return
varies depending on investment results. A mini-
mum death benefit is guaranteed in the policy,
and the benefit may be higher if the underlying
investments have appreciated. Policyholders
may choose to place their investments in stocks,
bouds. or money market assets of various types.

According to industry estimates, premiums on
universal and variable life policies accounted for
almost 42 percent of new premijums on life insur-
ance sales during 1985, up from 3 percent four
years earlier. In recent years some companies
have also adjusted the premium and dividend
schedules on new issues of traditional cash-value
policies to reflect yields on newly issued bonds
rather than average portfolio rates of return,

Life companies have also found less costly
methods of marketing their products. Many now
sell their policies through direct-mail offerings,
and some sell them through stock brokers or
commercial  banks—methods thought to be
cheaper than maintaining a large sales staff.

Outside the corporation. changes in federal tax
laws and in state regulations helped life compa-
nies compete for savings. The lax changes, made
in 1982 and 1984, reduced effective marginal tax
rates on investment in life insurance. The
changes in state regulations, made in response to
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the rampant growth of policy loans, allowed new
policies to be sold with floating loan rates. Most
life insurance contracts sold after 1982 have this
feature, and recent loan activity has subsided
with the decline in interest rates. However, the
existence of the older policies, with fixed loan
rates, still leaves the industry somewhat vulnera-
ble to large increases in interest rates.

THE RISE OF
PENSION RESERVES

In the past two decades the balance of activity at
life companies has shifted from life insurance
products to group pension funds and individual
annuities. This shift is evidenced on the indus-
try’s balance sheet by the changing nature of
policy reserves, which constitute the major part
of life company liabilities. Life insurance re-
serves have grown relatively slowly, makingup a
declining percentage of total life company liabil-
ities (table 3). The share of total liabilities back-
ing individual life policies fell by half in the 1960~
84 period, dropping from 60 percent of total
liabilities in 1960 to about 30 percent in 1984. In
contrast, reserves backing individual and group
annuities have grown sharply. During the 1970s,
reserves in this category increased by $132 bil-

lion, and between 1980 and 1984 they almost
doubled to $342 billion, surpassing the level of
life reserves. As a share of total liabilities, indi-
vidual and group annuity reserves increased
from 22 percent to 47 percent in the 1960-84
period.

The growth of the pension business at life
insurance companies has been part of an overall
trend during the past decades in which employ-
ers are weighting their compensation to employ-
ees in the direction of pension coverage. This is
reflected in the fact that all types of retirement
annuities at life insurance companies and pay-
ments to private pension plans not administered
by life insurers have been rising in relation to
disposable personal income. The passage of the

" Employee Retirement Income Security Act of

1974 (ERISA) further increased the general level
of investable funds generated by pension plans
by tightening the mandatory funding provisions
of plans,

Although the level of pension reserves at life
companies has risen steadily in the last 35 years,
the position of life companies relative to other
pension managers in competing for pension busi-
ness has fluctuated. The share of life insurers in
total private (that is, non-government-spon-
sored) pension reserves declined to a little more
than one-quarter in 1965 (table 4). By 1983,

3. Distribution of liabilities of life insurance companies, by type of liability, selected years, 1960-84

Dollars in billions
1960 1970 1980 1984
Type of liability
Dollars Percent Dollars Percent Dollars Percent Doliars Percent
Palicy reserves
Life insurance, total . ................oc0uinnnn 70.8 59.2 115.4 55.7 197.9 41.3 225.9 31.2
Individual
Ordinary . ...ooovvreiiiieninriariennenens 58.9 49.3 100.1 48.3 175.3 36.3 202.5 28.0
Industrial .......... ... i 10.6 8.9 12.3 59 12.6 2.6 12.8 1.7
Groupl. ..o s 1.3 1.1 3.1 1.5 10.0 2.1 10.6 1.5
Annuities, total .......... ... 26.9 22.4 48.9 23.6 181.4 37.8 341.7 47.0
GIOUP .« -\ vvenreieiiiiiaeeiiiie e 15.0 12.5 34.0 16.4 140.4 29.2 254.6 35.0
Individual? ............cooiiiiiiiiiienen 1.9 9.9 14.9 7.2 41.0 8.6 87.1 120
Healthinsurance..................covnenenn. 9 7 3.5 1.7 11.0 23 16.6 2.3
Total policy reserves . ............ccooounn 98.6 82.4 167.8 81.0 390.3 81.4 584.2 80.5
Other obligations and
unassigned surplus® ...................... 21.1 17.6 39.5 19.0 88.9 18.6 138.8 19.2
Total Habilitles .........ccvviivninrvecirnesaes 119.6 100 207.3 100 479.2 100 723.0 100

1. Includes reserves for credit life insurance.

2. Includes reserves for individual annuities and supplementary
contracts with and without life contingencies.

3. Includes policy dividend accumulations and funds set aside for

such dividends, securities valuation reserves, special surplus funds,
unassigned surplus, capital and retained earnings of stock companies,
and other items.

Source. American Council of Life Insurance.
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4. Distribution of reserves of private pension plans,
by plan issuer, selected years, 1950-85

Reserves (billions of dollars)
Shﬂe of
Plans . hte
Year issued Other Towal | Ansurers
by life plans (percent)
insurers
5.6 6.5 12.1 46.3
11.3 18.3 29.6 38.2
18.9 38.1 57.0 33.2
27.3 73.6 100.9 27.1
41.0 110.4 151.4 27.1
72.3 186.6 258.9 27.9
172.0 412.5 584.5 29.4
331.6 623.3 954.9 34.4
394.1 738.5 1132.6 34.8

Sourck. Flow of funds accounts, Board of Governors.

however, their share had bounced back to almost
35 percent. The shifts reflect changes in the tax,
regulatory, and institutional environment of the
life insurance companies competing for pension
business.

In the 1950s, life companies paid corporate
taxes on a portion of investment income earned
on pension reserves and were burdened with
contraints on portfolio investment strategies.
Other fund managers were not so encumbered.
The Life Insurance Company Tax Act of 1959
eliminated the tax disparity by canceling the tax
for life companies. The investment constraints
became looser beginning in the early 1960s, when
most states began to permit life companies to
invest pension fund assets in separate accounts
not subject to the overall investment limitations
for life insurance assets; in particular, life com-
panies could invest in common stocks up to 100
percent of assets held in separate accounts.

Also, in crediting investment returns to group
annuities, life companies began in the 1960s to
use an interest rate related to current yields on
new investments rather than the average invest-
ment return on the total portfolio. With such
changes in tax, regulatory, and institutional fac-
tors, life companies were able to compete with
bank-administered and other pension funds more
effectively in the late 1960s and early 1970s. The
passage of ERISA in 1974 gave an additional
push to life companies seeking pension fund
business. This legislation, which tightened the
responsibilities of fiduciaries and increased the

administrative burdens of pension fund manage-
ment, prompted many smaller corporate spon-
sors to turn over management of the funds to
insurance companies.

An additional factor in the recent growth of
pension business at life insurance companies is
the large number of terminations by corporate
sponsors of overfunded pension plans. The re-
cent boom in bond and stock markets has in-
creased the value of pension assets beyond the
actuarial liabilities of many plans. Many plan
sponsors are choosing to terminate a defined
benefit plan and replace it with a defined contri-
bution plan in order to recapture surplus assets.!
Such sponsors generally purchase annuities from
life companies in order to provide the promised
benefits to retired annuitants and vested plan
participants. Life insurance industry officials re-
port that a significant portion of their pension
business in recent years has been generated from
such terminations. For example, during the
1984-85 period, corporations canceled approxi-
mately 460 plans, with $9.4 billion in assets being
used to purchase annuities from life companies,
according to the Pension Benefit Guaranty Cor-
poration.

Another important source of funds for life
insurance companies in recent years has been the
sale to individuals of single-premium deferred
annuities.2 These annuities feature the tax de-
ferred build-up of funds at current market rates.
In 1982, all issuers sold approximately $9 billion
in single-premium deferred annuities. The bank-
ruptcies of two providers that previously had
accounted for the bulk of the deferred annuities
market caused investors to shy away from these
investments in late 1983; sales have picked up
again as companies with solid reputations have
entered the market.

1. A defined benefit plan states the benefits to be received
by employees after retirement. The employer’s contributions
under such a plan are actuarially determined. Under a defined
contribution plan, the contribution rate is fixed and benefits
to be received by employees after retirement depend to some
extent upon investment earnings experience.

2. A deferred annuity provides for periodic income pay-
ments to begin at some future date for a specified number of
years or for life. A single-premium annuity is purchased with
one lump-sum payment at the time the agreement is made.
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TRENDS IN INVESTMENT STRATEGIES

Historically, insurers have attempted to match
the maturity or duration of their investments to
the long-term nature of their liabilities. The liabil-
ities represent the anticipated future payment of
death and retirement benefits. Until the 1970s
these payments were reasonably predictable
over time. Cash flow, derived from premium
income and interest on investments, was always
sufficient to meet benefit payments and operating
expenses and still provide for increases in com-
pany surplus and capital. Thus, a portfolio man-
ager operating under the usual condition of a
positive yield curve would almost always find it
optimal to obtain the higher yields attached to
illiquid long-term securities rather than to sacri-
fice income by investing in relatively liquid
short-term instruments.

The watershed period of the late 1970s and
early 1980s generated sweeping changes in the
portfolio strategies of life companies. These new
investment trends have been concentrated in
three areas. First, in liquidity—stung by the
disintermediation caused by the high level of
interest rates prevailing in the late 1970s and
early 1980s, life companies have become more
sensitive to the possible need for liquidity; al-
though long-term assets still dominate their port-
folios, the companies have strengthened short-
term holdings and purchased assets that have

active secondary markets. Second, in term struc-
ture—the companies have shortened the maturi-
ty of their long-term assets to lessen the interest-
rate risk caused by disintermediation and to
enhance asset-liability matching with new insur-
ance products. Third, in equity—life companies
have placed more emphasis on direct equity
investments, either through whole ownership or
joint ventures, in order to boost portfolio yields.

Greater Liquidity and Shorter Maturities

In recent years, life companies have sought
greater liquidity by increasing their holdings of
short-term credit market instruments such as
Treasury bills and commercial paper. At year-
end 1980, cash and short-term assets held by life
companies totaled $14 billion, or about 3 percent
of total assets (table 5). By year-end 1985 these
assets had jumped to more than $40 billion,
accounting for about 5 percent of the total. Life
insurance companies have also enhanced liquid-
ity through the acquisition of readily marketable
intermediate and long-term U.S. government and
agency debt instruments; since 1980, holdings of
such securities have increased from 3 percent to
11 percent of total assets.

Life companies traditionally have been the
most important source of long-term business
finance in the United States; in 1985, for exam-

5. Distribution of assets of life insurance companies, by type of asset, selected years, 1970-85

Percent
Type of asset 1970 1975 1980 1981 1982 1983 1984 1985

Short-term
Cashandother........................ i 1 1 1 1 1 1 i
Corporate securities. ................... i 2 2 3 4 4 4 4
Long-term
Corporatebonds. . ........ooviinn.... 34 35 35 34 33 32 32 32
Government securities

U e e 2 2 3 4 5 7 9 1

State, local, and foreign ... 3 3 3 3 3 4 4 3
Corporate stock! e 8 10 10 9 10 10 9 9
MOTtgages .......c.ovvvvvineinnininanns 36 31 27 26 24 23 22 21
Realestate...................ovviun 3 3 3 4 4 4 3 4
Policyloans....................coools 8 8 9 9 9 8 8 7
Other2 . .......ooiiii i 4 5 6 7 7 8 8 8
U 100 100 100 100 100 100 100 100
MEeMo: Total assets (billions of dollars) .. 207.3 289.3 479.2 525.8 588.2 654.9 722.9 816.2

1. Market value.
2. Includes due and deferred premiums, interest and other invest-

ment income due and accrued, and oil, mineral, timber, and other
equity investments.
Source. American Council of Life Insurance.
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ple, they held more than half of all outstanding
corporate bonds. Corporate bonds have re-
mained a relatively stable share of life company
portfolios since 1970, averaging about one-third.
However, the same forces affecting other aspects
of investments by life companies—fear of further
disintermediation and the changing nature of life
company products—have also generated signifi-
cant changes in the nature of their corporate
bond purchases. One trend has been for life
companies to purchase corporate securities that
have much shorter average maturities. Before
the late 1970s the maturities of most corporate
securities averaged 15 to 20 years or more. In
recent years, average maturities generally have
been less than 12 years. In addition, some corpo-
rate securities now have variable rates; these
securities, even though they have a multiyear
lifespan, have much lower price risk because the
adjustment of the coupon rate to market yields
ensures a price close to par.

The participation of life companies in the pri-
vate placement market has also changed. Life
companies purchase corporate bonds in the pri-
vate placement market through forward commit-
ments to issuers, and the 50 largest life compa-
nies have been the major outlet for this market.
Issuers in the private placement market are pri-
marily smaller, less well known nonfinancial
corporations that require flexible loan terms and
special provisions. Of all the purchasers in the
market, only the major life companies have the
large, highly specialized investment staffs neces-
sary to analyze such transactions. The other
purchasers, including smaller insurance compa-
nies, public and private pension funds, and bond
funds and mutual savings banks, tend to follow
the large insurance companies to participate in
private placement offerings. Other institutional
investors have been largely precluded from par-
ticipating in private placements by the lack of
secondary market trading.

For life insurance companies, the private
placement market tended to be the preferred
avenue for acquisitions of corporate bonds. Gen-
erally, the main attractions were rates higher
than those of public-market bonds, attractive call
option features, and protective covenant inden-
tures. In recent years, however, life companies
have been committing to private placements

smaller percentages of their investable cash flow:
25 to 30 percent in 1984, down from a historical
level of 40 to 50 percent. The primary explana-
tion for this trend is the increased preference of
life companies for securities with liquid second-
ary markets. Another possible explanation is the
reduced supply of traditional, private-placement
issues, especially among lower-rated industrial
issuers. Many of these firms have found that
public-market investors increasingly accept their
securities, as evidenced by the large issuance of
so called ‘‘high-yield’’ or ‘‘junk bond’’ securities
in the public market in recent years. Also, Rule
415 of the Securities and Exchange Commission,
which permits shelf registration, may have dent-
ed the private placement market because it al-
lows issues to be brought to the public market as
quickly as to the private market in most cases.

The Swing to Equities

Mortgage loans for commercial property also
have been an important investment outlet for life
companies, reaching 36 percent of their total
assets in 1970. In the late 1970s life companies
began to deemphasize this type of loan, so that
by year-end 1985 it accounted for only about 21
percent of total assets. The shift away from
mortgage lending in part reflects an increased
preference by life companies to make equity
investments in real estate, which have more than
doubled over the past seven years, reaching $29
billion during 1985. The principal allure has been
the fact that the rental income tends to rise with
the general level of prices, partly because built-in
escalator clauses are a common feature of rental
agreements.

The share of corporate equities in the assets of
life companies, which was only about 4 percent
in 1960, began to expand rapidly during the 1970s
and reached about 9 percent by year-end 1985,
Much of this increase stemmed from aggressive
competition for pension plans and the previously
mentioned allowance granted by states for life
companies to use common stocks to fund such
plans.

Life companies have invested an increasing
share of resources in other types of equity own-
erships, often through joint ventures and limited
partnerships. Investments such as oil and gas
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explorations, leveraged buyout pools, and ven-
ture capital projects have become common with
life insurers in recent years. The assets in this
“‘other’’ category have grown from about $28
billion to $65 billion, a 130 percent increase,
during the past five years. As a share of their
total investments, other investments by life com-
panies increased from about 6 percent to almost
8 percent over this period.

Other, *‘off-balance-sheet’” techniques are be-
ing used by life insurance companies to build
liquidity and reduce rate risk exposure. Many
companies ‘‘liquify’’ their mortgage portfolios
via collateralized mortgage securities. Interest
rate swaps convert fixed-rate loans into floating-
rate loans. Risks arising from interest rate com-
mitments in the private placement market are
hedged within reasonable time limits through
financial futures and options.

LIFE INSURANCE INDUSTRY
INCOME STATEMENT

Life insurance companies receive funds from
two primary sources: premiums paid by policy-
holders and earnings on investment. For reasons
already discussed, income from policyholders
has shifted away from life insurance and toward
annuity and health insurance plans. Indeed, the
fastest growing share of total income for life
companies over the past decade has come from
individual and corporate retirement products
such as single-premium deferred annuities, cor-
porate thrift plans, and guaranteed investment
contracts (table 6). During 1984, premium in-
come from annuity products amounted to about

$43 billion, up from less than $4 billion during
1970. Premiums on individual and group annu-
ities increased from 8 percent to about 21 percent
of total gross income during the 1970-84 period.

Between 1970 and 1984 the share of total
income derived from investments rose from 21
percent to almost 29 percent. The annual rate of
income on the portfolio of life companies, which
consists mostly of interest income on bonds and
mortgages, dividends on stocks, and rent on real
estate, has been steadily rising; it increased
nearly one-half percentage point to more than 9%
percent in 1984 (see table 2). This primarily
reflected the retirement of bond issues with low
coupons and the reinvestment of the proceeds in
issues with higher yields.

Despite the volatile conditions in financial
markets and the liquidity problems of many life
insurers, the industry remained profitable
throughout the 1970s and into the 1980s. Life
insurance companies earned more than $13%
billion after taxes in 1980, a year of severe
disintermediation in the industry (table 7). This
experience contrasts most notably with that of
the thrift industry, which suffered large losses
during the period of high interest rates. The
difference between the two industries is primari-
ly attributable to different growth patterns and
the ability of the life companies to adjust the
maturity structure of their assets. Also, earnings
growth in the life insurance industry in recent
years has been due to pension, term life, and
health insurance products, which are relatively
insensitive to changes in market interest rates.
The persistent liability-asset mismatch of the
thrift industry makes earnings in that industry
very sensitive to changes in interest rates.

6. Distribution of gross income of life insurance companies, by source of income, selected years, 1950-84

Dollars in billions

1950 1960 1970 1980 1984
Source of income
Dollars | Percent | Dollars | Percent | Dollars | Percent | Dollars | Percent | Dollars | Percent
Life insurance ........... 6.2 54.9 12.0 52.3 21.7 44.2 40.8 31.2 51.3 24.9
Annuities................ 9 8.0 1.3 5.8 3.7 7.6 22.4 17.1 42.9 20.8
Health insurance......... 1.0 8.8 4.0 17.4 11.4 233 29.4 22.5 40.7 19.7
Investments ............. 2.1 18.6 43 18.7 10.1 20.6 339 259 59.2 28.7
Other............coovnn 1.1 9.7 1.3 5.8 2.1 4.3 4.3 33 12.1 59
Total.................... 1.3 100 23.0 100 49.1 100 130.9 160 206.1 100

Source. American Council of Life Insurance.
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7. Income statement for the life insurance industry, selected years, 1960-84

Billions of dollars

Item 1960 1965 1970 1975 1980 1984
Gross INCOME. ..ouvnnininnessneineitenenasrssesnsssaranons 23.0 33.2 49.1 78.0 130.9 206.1
Benefit and interest payments.......... ..o 10.9 15.5 24.1 35.7 56.3 87.0
Additions to policy reserves .........ovvuiinei i, 4.8 7.1 9.3 19.4 35.7 61.8
COMMISSIONS . . .« vttt ettt e vi et 1.6 2.3 33 5.3 9.2 15.3
Home and field office expenses................ooovviiiin, 2.3 3.1 4.8 7.4 12.1 18.4
Netincome. ... ...ttt 34 5.2 7.6 10.2 17.6 23.6
Taxes
Federal inCOmMe. ... ... ittt iiiiiar i iiones 6 7 1.2 1.9 2.5 2.6
AlLOther. ...t e e e e B .8 1.2 1.8 2.7
Net income after taxes .......c.ccivverereiirsesonocssisenses 2.8 4.0 5.6 7.1 13.3 18.3
Dividends
Policyholders ............cooiiiiiiiiiiiiiiiii e 1.9 2.8 3.8 5.1 8.1 11.4
Shareholders . .........ov i e 1 2 5 7 14 32
Increases in surplus and retained earnings ............c.ov000e 8 1.0 1.3 13 3.8 37

SouURCE. American Council of Life Insurance.

PROSPECTS FOR THE INDUSTRY

The near-term outlook for the flow of funds
through the life insurance industry is still depen-
dent in part on a forecast of the level of interest
rates. Policy loans and terminations of older
cash-value life insurance policies will increase if
interest rates rise. If, however, interest rates
remain stable or fall, the flow of funds to life
companies will grow. Policy loans and termina-
tions may be expected to decline, and sales of
new insurance products will continue to be
strong. Regardless of the future level of interest
rates, the pension aspect of the business should
continue to improve. Pension reserves at life
companies will benefit from the secular trend

toward increased pension coverage, while termi-
nations of plans administered by nonlife manag-
ers and coincident purchases of group annuities
will likely continue as a result of the very recent
surges in the bond and stock markets.

In the longer term, the life insurance industry
will try to improve its competitive position in the
changing market for financial products and ser-
vices. It will continue to expand the range of
insurance products as well as design new chan-
nels of distribution. New combinations of insur-
ance and investment, running the gamut of risk
and return tradeoffs, are likely to emerge. The
number of joint ventures with other financial
institutions for the distribution of insurance
products probably will grow.

APPENDIX: FEDERAL TAXATION OF LIFE INSURANCE COMPANIES

We describe here the federal income tax as
applied to life insurance companies from 1959 to
the present. Passage of the 1959 Life Insurance
Company Tax Act raised taxes for life insurers,
subjecting them to the statutory rate for corpora-
tions but on a ‘‘taxable income’’ basis specially
designed for life companies. Income taxes were
imposed on a portion of investment earnings,
with the portion dependent on the amount by
which the rate of return on the insurer’s portfolio

exceeded its promised rate of return on life
insurance policies. Under the so-called Menge
formula, the taxed percentage of investment
earnings would be 10 times the percentage-point
difference between the portfolio return and the
promised rate.> The promised rate, which is

3. The formula is named for Walter Menge, an actuary
who conducted studies on the relationship between interest
rates and the level of life insurance reserves necessary to pay
off all expected future claims.
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regulated by state insurance commissioners, was
less than 4 percent for most of the period during
which the 1959 act operated. Thus, if a company
earned 6 percent on its portfolio and had a
promised rate of 4 percent, it paid taxes on 20
percent of its nonpension portfolio income; given
a marginal corporate tax rate of 46 percent, taxes
of the company would average 9 percent of its
nonpension portfolio income. The effective tax
rate would rise, however, as the rate of return on
the portfolio increased.

During the 1960s and early 1970s when interest
rates were fairly stable, the Menge formula pro-
duced a tax burden for life companies in line with
tax burdens on other financial products. Toward
the end of the 1970s, when market interest rates
rose far above promised rates, the Menge formu-
la produced substantial increases in the effective
tax rate on insurance company earnings. For
example, with a 10 percent portfolio yield, 60
percent of the investment income of the compa-
ny would be taxed at the corporate tax rate; thus,
savings in the form of life insurance would have a
lower after-tax yield than direct investment in a
bond fund for anyone whose personal tax rate
was less than 28 percent (0.46 X 0.60).

By 1979 the marginal tax rate on investment
income of life insurance reserves had increased
dramatically because of the Menge formula. In
1980, some companies discovered that modified
coinsurance arrangements could reduce signifi-
cantly their federal tax liabilities under the 1959
act.4 Also, the introduction of new insurance
products interacted with provisions of the 1959
act so as to upset the delicate balance in the
industry between stock and mutual companies.
Stock companies, which are owned by share-
holders, had a competitive advantage in sales of
new universal life insurance products. These
companies could treat interest credited in excess
of the promised rate on these new products as

4. Reinsurance is the assumption by an insurer of all or
part of a risk previously carried by another insurer. Modified
coinsurance is a form of reinsurance whereby the original
insurer maintains the reserves on the policies and the assets
held in relation to the policies, and all or a portion of the
investment income derived from those assets is paid to the
new insurer as payment for the reinsurance.

interest paid and, therefore, deductible without
limit from taxable income. However, mutual
companies, which are owned by policyholders,
could not deduct from their taxable income divi-
dends paid to holders of these new policies. By
1982 it was quite clear that the 1959 act had
become inequitable and needed to be changed. A
stopgap law that corrected the most obvious
failures of the 1959 act operated from 1982 until a
complete reform package was assembled in 1984,

The stopgap measure imposed four main
changes: (1) The section of the tax code that
permitted the election for modified coinsurance
was repealed. (2) A geometric formula replaced
the Menge arithmetic formula in the calculation
of taxable investment income. (3) Approximately
80 percent of policyholder dividends were made
deductible expenses. (4) Universal life policies
were required to have minimum amounts of life
insurance coverage to qualify for tax deferrals in
order to prevent their being used primarily as
savings vehicles.

The stopgap measure lowered the efffective
tax rate of the industry and restored competitive
balance between stock and mutual companies. It
also clarified the tax status of the universal life
policy, thereby spurring sales of this new prod-
uct.

The Tax Reform Act of 1984 completed the
revision of life insurer taxation, which became
similar to that for other corporations, with tax-
able income defined as gross income less deduc-
tions. Under the 1984 act, however, there are
two major exceptions to the similarity. One is a
special life insurance company deduction that
was created in the belief that without it, life
insurers would not be competitive with other
financial institutions. The special deduction is
generally equal to 20 percent of taxable income.
The other exception arises from the fact that all
dividends to policyholders are deductible. In
order to ‘‘level the playing field’’ between stock
and mutual companies, the deduction allowed to
mutual companies for policyholder dividends is
reduced by the ‘‘differential earnings amount.”’
The reduction imposes a tax at the company
level on the portion of dividends being paid to
policyholders for ownership of the mutual com-
pany, while the portion of dividends being paid
as returned premiums or savings on better-than-
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expected experience is tax free at the company
level.

The tax law changes have reduced the federal
tax burden on life insurance companies and have
made the burden less likely to be influenced by

changes in the level of nominal interest rates.
These changes should enable life companies to
compete more effectively for household savings
under volatile as well as stable economic condi-
tions. O
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Industrial Production

Released for publication May 15

Industrial production increased an estimated 0.2
percent in April following revised declines of 0.8
and 0.7 percent in February and March respec-
tively. The April increase was concentrated in
motor vehicles for consumer and business use,
as output rebounded from its March decline.
Elsewhere, production on balance changed little

over the month except for oil and gas well
drilling, which continued to decline. At 125.1
percent of the 1977 average, the total index in
April was only 0.8 percent higher than it was a
year earlier.

In market groups, output of consumer goods
increased 0.6 percent in April, after declines in
the preceding three months, as auto assemblies
rose to a seasonally adjusted annual rate of 8.1
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1977 = 100 Percentage change from preceding month Percentage
change,
Group 1986 1985 1986 Apr. 1985
to Apr.
Mar. l Apr. Dec. Jan. l Feb. l Mar. r Apr. 1986
Major market groups
Total industrial production ......... 124.9 125.1 8 .3 -.8 -7 2 8
Products, total .................... 132.2 132.6 4 2 -.9 -7 3 13
Final products. . ................. 131.6 132.1 5 .0 -1.1 -1.0 4 .6
Consumer goods............... 122.2 123.0 1.2 -3 -.5 -.8 .6 2.9
Durable .................... 113.2 115.5 1.1 -.1 -3 =27 2.0 3.6
Nondurable ................. 125.5 125.8 1.2 -4 -.6 -.1 2 2.7
Business equipment............ 140.2 141.1 -2 1.0 -1.0 -9 .6 - .7
Defense and space............. 178.5 179.5 .0 -.8 -14 1.0 .5 5.5
Intermediate products............ 134.3 134.2 2 1.1 -3 2 -1 3.8
Construction supplies .......... 123.7 123.9 -2 2.7 -4 1 2 5.6
Materials .............cooveiu.... 114.8 114.9 1.4 3 -.6 -.6 .1 -1
Major industry groups

Manufacturing. .................... 128.1 128.7 5 6 -.6 -7 5 1.7
urable. . ... e 127.8 128.8 5 4 -.9 -1.1 7 4
Nondurable ..................... 128.4 128.6 .5 8 -3 -2 .2 3.4
Mining .....ooooiviiiiiiiiieiia., 103.2 102.0 S5 .1 -2.0 =21 -1.1 -7.0
Utilities. ......ooovviv i, 114.2 114.0 8 -1.6 -1.9 1.6 -.1 4

NortE. Indexes are seasonally adjusted.

million units following a 7.7 million unit rate in
March. Production of durable consumer goods
other than motor vehicles again changed little,
while output of nondurable consumer goods
edged up 0.2 percent. Output of business equip-
ment rose 0.6 percent after declines of about 1
percent in each of the previous two months. The
increase was spurred by a gain of 6.0 percent in
transit equipment; besides a rise in output of
autos for business use, production of trucks and
aircraft also advanced. Production of manufac-
turing, power, and commercial equipment was
about unchanged and has remained sluggish for
about 1% years; output of construction, mining,
and farm equipment continued to contract and
was almost 10 percent below the level of a year
earlier. Production of construction supplies re-
mained at a high level in April—almost 6 percent

higher than that of a year earlier—but has
changed little since January. Defense and space
equipment, which had declined around the turn
of the year, rose in April for the second succes-
sive month. Output of materials was again little
changed and, on balance, has been stagnant
since mid-1984,

In industry groups, manufacturing output rose
0.5 percent in April, with durables growing 0.7
percent and nondurables 0.2 percent. The con-
tinuing decline in mining, precipitated largely by
the drop in oil and gas well drilling, was some-
what less steep this month; in April, mining
output decreased 1.1 percent after declines of
about 2 percent in each of the previous two
months. Production at utilities was little
changed.
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Statements to Congress

Statement by Paul A. Volcker, Chairman, Board
of Governors of the Federal Reserve System,
before the Subcommittee on Financial Insitu-
tions Supervision, Regulation and Insurance of
the Committee on Banking, Finance and Urban
Affairs, U.S. House of Representatives, May 7,
1986.

I appreciate the opportunity to appear before this
committee today to discuss H.R. 4701, the Fi-
nancial Institutions Emergency Acquisition
Amendments of 1986. That legislation would
make a number of important, but still limited,
changes to the emergency provisions of the
Garn-St Germain Depository Institutions Dereg-
ulation Act of 1982.

For your convenience, I have attached to my
statement a short, and I hope readable, explana-
tion of the bill.! In this statement, I will focus on
the principal issues involved—the urgent need
for action, and the means of balancing the effec-
tiveness of the proposed measures with appropri-
ate protection of the interests of individual
states.

The federal banking regulators—the Federal
Reserve Board, the Federal Deposit Insurance
Corporation (FDIC), and the Office of the Comp-
troller of the Currency—have reached a common
judgment that the tools we have now for dealing
with emergency situations involving failed or
failing banks, including those within sizable bank
holding companies, are not fully adequate, That
judgment was reached in the light of strains and
pressures involving banks in entire states or
regions of the country that, as a result of the
turmoil in energy and agricultural markets, face
unusually severe economic conditions.

1. The attachments to this statement are available on
request from Publications Services, Board of Governors of
the Federal Reserve System, Washington, D.C. 20551.

The existing provisions of the Garn-St Ger-
main Act provide for emergency interstate acqui-
sitions of failed banks of $500 million or more.
Companion provisions for thrift institutions are
decidedly more liberal both with respect to size
and other criteria. Both provisions have been
decidedly helpful in dealing with points of strain.
But the banking structure and economic condi-
tions in states heavily impacted by energy and
agricultural problems strongly indicate that these
authorities need to be strengthened to provide
further assurance that problems—actual and po-
tential—can be dealt with expeditiously and in a
manner that will avoid a potentially contagious
and debilitating loss of confidence within a state.

Specifically, we are concerned that in states in
which major banking organizations take the form
of multibank holding companies, we have the
tools to deal with banks within that holding
company structure as a coherent whole rather
than piece by piece. We also believe that, in
some situations, we can act more expeditiously,
with less risk to confidence and to other banks
and with less cost to the FDIC insurance fund, if
mergers with out-of-state institutions can be ar-
ranged before a bank actually fails or requires
FDIC assistance.

Specifically, our strong recommendation is
that the emergency acquisition powers be ex-
panded to accomplish the following: (1) allow the
interstate acquisition of a multibank holding
company, or some or all of the banks within a
holding company, when a significant portion of
the banking assets of a holding company are
impaired; (2) reduce the bank asset size criterion
for such interstate acquisitions to $250 million;
and (3) permit acquisition of failing as well as
failed banks.

As members of this committee are aware, a
series of developments over this decade have
adversely impacted banks and led to an unusuai
number of failures and more generalized strains,
Disinflation, strong competition, and rapid
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changes in technology and market values have all
played a part.

Taken as a whole, the banking system has
responded constructively and resiliently to these
pressures. There is, indeed, highly encouraging
evidence that the system as a whole is now
gaining strength. Specifically, for most banks,
capital ratios have improved, earnings have in-
creased, and nonperforming assets have been
reduced.

Nevertheless, in certain areas of the country,
particularly where the economy is heavily depen-
dent on agriculture and energy, these strains
have been particularly great; and they have been
aggravated by the sharp declines in energy, agri-
cultural, and land prices. It is mainly in those
areas that we face a compelling need to be in a
position to deal with problem situations in a
manner that will protect, rather than undermine,
the strength and stability of the whole, including
the vast majority of institutions that are fully
capable of dealing with their own problems so
long as general confidence is maintained.

Fortunately, the banks, large and small, that
have served now-troubled energy and farming
businesses have typically been in a relatively
strong position. They have generally been char-
acterized by historically high capital ratios, good
earnings, and ample liquidity. The fact that they
have been able to draw on these strengths has
provided a strong first line of defense in dealing
with the present pressures. Ordinarily, that
should be adequate.

Supplementing their natural strength, the Fed-
eral Reserve is, of course, fully prepared to
provide assistance as par