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I am pleased to appear today in response to your 

request that a representative of the Federal Reserve Board 

discuss the relationships between general monetary policy and 

expansion of Federally-sponsored credit programs in rural areas, 

such as that proposed in S.2223.

At the outset, I would like to note that the Federal 

Reserve recognizes a need to accelerate the pace of rural develop

ment. It is well known that average personal income of rural 

residents continues significantly below that of urban dwellers, 

and that educational, medical, and social service facilities 

are more limited in rural communities. Growth in rural job 

opportunities has for many years fallen far short of providing 

employment to all the young adults raised in rural areas, and 

consequently we have been experiencing both massive migration 

to cities and underemployment of those who chose to remain in 

the country. The inability of rural communities to provide more 

of the jobs and the amenities of modern life desired by their 

young people continues to aggravate the problems being experienced 

by our larger cities. Thus, we are all well advised to devote 

some of our energies to improvement of the pace and quality of 

rural development.

Acceleration of economic development in rural areas 

encounters problems other than those of adequate and reasonably- 

priced credit— problems such as lack of nonfarm resources and 

distance from consumer markets. Case studies of rural communities

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



- 2 -

have concluded that local initiative and leadership plays a 

vital role in successful development in the face of these 

inherent disadvantages. This element should be recognized in 

the design of credit programs intended to foster rural develop- 

ment. The credit program can be a catalyst that spurs local 

action.

One role of a credit program can be to help equalize 

the access of various economic sectors or areas to the nation's 

flow of capital funds. A portion of our national savings, in 

the form of retained earnings of farm, industrial, and commercial 

enterprises, is directly employed by the saver. Another portion 

is moved from savers to investment uses in the same community by 

local banks and other depository institutions. But a substantial 

portion is gathered by large insurance companies, pension funds, 

large banks, and like institutions, and is made available in 

national capital and money markets. In these markets, these 

funds are used to purchase credit instruments offered in sizable 

blocks by well-known firms and public and private institutions. 

Smaller users of credit, and those not known nationally, thus are 

not ordinarily able to compete directly for these funds. They 

may, however, obtain indirect access either through private 

arrangements with larger institutions, or through a Federal 

credit program. A prominent example of the latter route is the 

Federally-sponsored cooperative Farm Credit System, which lends 

to farmers those funds that it raises through sale of credit
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instruments in the national capital markets. The bill you 

are considering would provide similar Federally-sponsored 

indirect access to capital markets to other rural residents, 

firms, and governments, probably thereby improving upon such 

indirect access as these groups may already have achieved 

through existing private or public arrangements.

The addition of another economic sector— in this case, 

rural nonfarm business and governments--to those for whom Federal 

credit programs have already been provided would not, in my 

opinion, significantly handicap the capability of the Federal 

Reserve to administer monetary policy. It would, however, affect 

the distribution of the impact of restrictive policy among sectors, 

and would tend to increase the cost of funds raised through all 

Federal credit programs. The significance of these effects 

would be directly related to the size of the added program.

Distribution of the impact of restrictive monetary 

policy would be affected because Federally-sponsored programs 

have demonstrated their ability to raise substantial amounts of 

funds even during periods of tight money. But with restrictive 

policy holding down the overall volume of funds available, the 

funds raised by an additional Federal program, beyond those that 

the sector served would have otherwise obtained, must necessarily 

be balanced by a reduction in funds raised by other sectors.

Among the sectors that appear especially vulnerable to this 

effect are those that do not have access to capital markets.
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Although, as just noted, the ability to raise a 

substantial volume of funds is achieved by access to the market 

in periods of monetary restraint, the cost of these funds is 

likely to be rapidly and significantly affected both by policy 

actions and by economic developments in general. Rural borrowers 

from Federally-sponsored agencies are thus likely to encounter 

more rapid and sizable variations in interest cost than other 

rural borrowers who are obtaining their loans from typical rural 

banks. Because rural banks obtain most of their loanable funds 

through local deposits rather than in money markets, the rates 

of interest they charge their borrowers have not generally 

responded rapidly to changes in rates in national markets.

The rural borrowers given market access through a credit program 

are likely to find funds available during periods of restraint, 

but probably at a relatively high price. Some may postpone their 

projects until interest rates fall. In other words, if rural 

development is stimulated by improving rural access to national 

capital markets, the degree of stimulus would be related to the 

prevailing degree of monetary ease or restraint and its effect 

on interest rate levels.

The impact of likely fluctuations in interest rates 

may be reduced or eliminated for some borrowers by providing 

a subsidy such as that proposed'in S.2223. More generally, 

subsidies may be provided in a Federal credit program as a 

further stimulus to the activity being promoted. In this event,
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it is desirable that the element of subsidy be provided in a 

form that is readily evident and quantifiable, as is done in 

S.2223, and that the continued need for and amount of such 

subsidy be subject to periodic Congressional review. On this 

topic, as well as on the design of Federal credit programs in 

general, the recommendations made in 1963 by the Committee on 

Federal Credit Programs (Dillon, Bell, Heller, and Martin) 

continue to provide sound guidance.

I have mentioned the Federal Reserve interest in rural 

development. Our studies of regional and agricultural lending 

indicate that for many years after World War II most rural banks 

had funds in excess of local loan demands. Some years ago, how

ever, this situation began to change. Banks in many rural areas, 

such as areas in which the livestock industry has been rapidly 

expanding, have exhausted accumulations of liquidity and still 

continue to face loan demands that are increasing faster than 

their local deposits. To participate better in meeting the 

credit demands of their communities, rural banks in this position 

need improved access to nonlocal sources of funds, through 

development of markets for their assets and liabilities, through 

banking structure change that would bring the services of larger 

banks to rural areas, or through improved credit services via 

correspondent banking, the Federal Intermediate Credit Banks, 

or the Federal Reserve discount mechanism. Federal Reserve
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staff work undertaken in the course of our reappraisal of 

the discount mechanism, and since published, noted in detail 

and at length the disadvantages faced by small rural banks 

in attempting to develop nonlocal sources of funds. Con

sequently, the Board has under consideration a proposal that 

would expand and routinize the availability of funds at our 

discount window for the seasonal needs faced by these banks.

As a further outgrowth of that work, a System com

mittee is conducting a program of research into the possibilities 

afforded by the other sources of nonlocal funds that I have 

mentioned. Our principal focus in this work is on mechanisms 

through which rural banks could raise funds in financial markets. 

These markets presently do not accommodate the small sizes and 

amounts of securities that each rural bank has to offer. There

fore we are examining ways in which such instruments could be 

pooled into larger lots, or endorsed by larger banks, or in 

other ways be made more attractive to investors in central 

markets. Other phases of the research program are examining 

(1) how well correspondent banking relationships are currently 

functioning in terms of supplying funds to rural banks, (2) the 

effect that bank branching and holding company activity has had 

on farm lending by banks in several States where the law has 

recently permitted such structure changes, and (3) the reasons 

why the mechanism which permits commercial banks to discount
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farm loans at Federal Intermediate Credit Banks has not been 

used to a significant extent. We hope that our studies and 

findings will be helpful in efforts to maintain the role of 

rural banks as a credit source for agricultural and other 

rural development*
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