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SOURCES OF FUNDS TO MEET FARM CREDIT MEEDS

Your chairman asked me to review with you today the role of 

commercial banks in the financing of agriculture, and in particular to 

discuss this question: How are rural banks to obtain funds to meet 

agriculture's steadily increasing demands for credit? I know that 

this subject is yearly becoming of more concern to a larger number 

of Texas bankers, as well as to leading agricultural bankers every

where.

In arriving at this question, we have come full circle 

during the last two decades. Only 20 years ago, the vaults of country 

banks were swelled with wartime deposits. A prosperous agriculture 

was reducing its total debt for the fourth straight year, paying it 

down to $8 billion, of which less than $2 billion was owed to banks.

In those days, farm credit leaders had no need to concern themselves 

with the aggregate supply of funds. They devoted their energies to 

telling farmers and bankers about opportunities for putting credit 

to work in adopting the technological advances made during the war.

Then, in only a few years, educational efforts of that 

sort assumed a far greater urgency. Easy farm prosperity had 

vanished, to be replaced by a cost-price squeeze that reduced farm 

income even in the midst of continued urban prosperity. To maintain 

or expand their net incomes, farmers had two main courses; to in

crease the efficiency of their operations, and to increase their 

size. We all know how rapidly and successfully farmers embarked 

upon these adjustments. But, after many years, we still appear 

to be in the midst of this movement.
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And so for two decades credit has poured into agriculture—  

into replacement of obsolete machinery, into enlargement of acreage 

and enterprises on individual farms, into supporting a larger volume 

of cash production expenses, and into the transfer of a more costly 

capital plant from one generation to the next. From $8 billion in 

1946, farm debt rose to $42 billion in 1966.

In June of this year, bank loans to farmers reached $11.5 

billion. As this expansion proceeded, the first difficulty encountered 

by many rural bankers was that some individual farm enterprises began 

to request credit in amounts greater than their bank could handle 

without assistance. Correspondent participation arrangements became 

a prime topic at farm credit meetings of bankers, along with concern 

that the largest and best farm customers were being increasingly 

attracted to production credit associations where this problem was 

not so serious.

Also, over these years, aggregate farm loan growth rather 

persistently exceeded advances in deposits at country banks. As 

loan-deposit ratios crept upwards, they reached unfamiliar, uncom

fortable levels at more and more banks. Finally, at some banks, the 

great supply of liquidity built up during the depression and World 

War II has been exhausted. But farm credit demands show every sign 

of continuing their present pace. And so we come to our question—  

will the banking system somehow be able to continue a rapid expansion 

of farm loans, or will banks in the future have a less dominant role 

in farm financing?
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Before tackling this question, we must be very sure that 

we properly understand why the growth of country bank resources has 

on the whole been so much slower than the growth of farm credit de

mands. We must recognize that the additional capital and credit that 

has been going into agriculture has by and large been used for moderni

zation rather than for expansion of the industry as a whole. With 

agriculture growing slowly in aggregate, the rural economy has neces

sarily reflected this slow pace, as have in turn the resources of 

rural banks.

This harsh fact may seem strange to many of us who have 

often and correctly pointed out that agri-business— in which we 

include not only farming but also the preparation of farm inputs 

and the processing of farm output— is one of the nation's true growth 

industries. We must carefully delineate our thinking so that we do 

not become confused by these two different growth rates. On the one 

hand, we can note the great measure of growth and cyclical stability 

that agri-business imparts to the nation's economy, and we can point 

with pride to the fact that agriculture is the foundation of this 

vast and vital enterprise. We can then demonstrate the important 

public and business interest in developing an efficient and viable 

agriculture. We can show that access to additional capital and 

credit is essential to such continued development in agriculture, 

and that it is in the vital self-interest of the urban population 

and of the nation's business and financial community to help provide 

this capital.
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But the growth of agri-business has iargely occurred in the 

cities rather than in rural areas. The rural economy has continued to 

depend upon fanning for its economic base, and fanning has not provided 

much of an aggregate stimulus in return for the credit that it has ab

sorbed. Let me demonstrate this by some recent economic datr. for the 

State of Texas.

During the past five years, loans outstanding to farmers at 

Texas banks have increased by $300 million, from about $460 million 

in 1961 to $760 million on June 30 of this year. Did this 65 per cent 

increase in bank credit provide more farm jobs? No, the number of 

farm workers decreased during this period. Did it provide a signifi

cant gain in the incomes of farm proprietors? No, total net farm 

income was depressed during two years of this period, and even now is 

not significantly different from what it was in 1958 or 1961. Did 

fanning achieve a significant gain in gross sales and in purchases of 

inputs, and thereby provide a stimulus to the remainder of the rural 

economy? No, there was no significant effect of this sort. Gross 

farm sales, while fluctuating, show little upward trend since the 

1958 recovery from depressed livestock prices. Farm production ex

penses, while definitely trending upward, increased by only 11 per 

cent or so over the last five years.

In these statistics, which are essentially duplicated in 

many other farming areas, we find the basic cause of the kind of fund 

supply problem that we have at rural banks. It is quite clear that, 

in aggregate, agriculture is using credit for modernization rather 

than for expansion. Part of the credit is used to buy more efficient
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equipment or to employ techniques that lower unit costs. Here we have 

modernization of the productive process. In other cases, credit is 

used to enlarge individual farm enterprises. Here, in the consolida

tion of smaller and less efficient units, we have modernization of the 

structure of agriculture. The results have been large gains in the 

productivity, sales, and net incomes of individual farmers, but far 

smaller increases in total agricultural income, in economic activity 

of the rural community, and in rural population.

With this background, we can consider how rural banks have 

fared in the course of these events. The size and lending capacity 

of the typical rural bank is largely determined by the total popula

tion and income of its community. Thus, on average, rural banks have 

grown only slowly. In supplying the more rapidly growing farm credit 

demands, many have drawn heavily on their accumulated store of liquidity. 

Now, as this source of funds is substantially reduced, and the near-term 

outlook for farm credit demands and for the rural economy appears 

basically unchanged, these bankers are naturally concerned.

But, before I go on to consider what might be done about the 

supply of funds at these country banks, allow me to digress to consider 

the banks that do not have a loanable fund shortage. As we all know, 

there have been considerable differences in the extent to which in

dividual rural bankers have participated in meeting the credit needs 

of farmers and other businesses in their communities. The statistics 

show that some bankers might be better characterized as operating 

deposit strongboxes rather than credit institutions. We find some 

rural banks throughout the range from this extreme all the way to 

those that are fully loaned-up.
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On June 30 of this year, there were in Texas 483 banks at 

which loans to farmers comprised 25 per cent or more of the total 

outstanding loans at the bank. Of these "agricultural" banks, 30 

banks, or 6 per cent, has loan-deposit ratios below 30 per cent.

A total of 93 agricultural banks, about 1 out of every five, had 

loan-deposit ratios below 40 per cent.

On the same day, the average loan-deposit ratio at all 

Texas banks was 62 per cent. The average at all of the agricultural 

banks was 54 per cent. Just one-third of the agricultural banks had 

loan-deposit ratios of 60 per cent or more, compared to 48 per cent 

of the nonagricultural banks.

Nationally, the situation was much the same as in Texas.

The agricultural banks had an average loan-deposit ratio of 54 per 

cent whereas the national average ratio was 67 per cent for all banks. 

Thus agricultural banks appeared to be in a somewhat better position 

than large urban banks to expand loans further from their own resources. 

Furthermore, of the 6,017 banks at which farm loans accounted for more 

than 25 per cent of total loans outstanding, 1,031 were in the rela

tively easy position indicated by a loan-deposit ratio below 40 per 

cent. Of these, 312 still had ratios below 30 per cent.

Getting back to Texas, what assets were held by the agri

cultural banks with the lower loan-deposit ratios? Well, 140 of the 

483 banks, or approximately 30 per cent, owned United States Government 

securities in amounts exceeding 25 per cent of their deposits. At 35 

banks, such security holdings exceeded 40 per cent of deposits.
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Some banks exhibited a propensity toward keeping their funds 

on deposit in other banks. Of the agricultural banks, 75, or 15 per 

cent, owned bank balances in excess of 20 per cent of their deposits. 

In contrast, more than twice that number of the wMagricultural banks 

managed to get along with less than 10 per cent of their deposits em

ployed in this way.

At the very least, farm credit workers and leaders in farm 

communities should know that there remain a fair number of banking 

institutions with the resources, though apparently not the will, to 

participate more fully in the development of their communities. I 

have indicated a few of the measures by which such banks can be 

identified. Perhaps local and State leaders ought to work further, 

on an individual basis, to see whether some of these banks might not 

be assisted in putting more of their funds to work in the local com

munity. A research study of their attitudes and problems might prove 

useful. I suspect that these bankers are not well represented in 

meetings of this kind, so that it would be of little use to address 

toy remarks to them directly. And, of course, they do not advertise 

their ease, whereas other bankers are making sure that we are aware 

of their tight credit positions.

In view of what we noted earlier about the slow growth of 

total economic activity in the rural community as a whole, does it 

matter whether a rural banker provides modernization credit to the 

farmers in his area, or whether he does a good job of financing the 

local businesses that serve those farmers? It certainly does, because 

rural communities and businesses are going through a transformation
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not unlike that occurring on the farms. Modern farm supply and 

marketing services are replacing the outmoded suppliers and processors 

of horse-and-mule days. Improved transportation and communication are 

bringing about a transformation in which one growing trading center is 

tending to replace several smaller communities. The communities and 

business and financial enterprises that survive are going to be those 

that gear their operations to provide the services needed by the larger 

farm enterprises. The rural banker has a key role in this competition. 

Those that have supplied and are supplying credit for productive pur

poses are serving the long-range development of their total communities, 

and are thereby insuring the continued growth of their own institutions.

At this time, with loan resources more limited, it is also 

more desirable than ever to try to insure that the loans you do make 

are meeting real, constructive credit needs. A key test is whether 

the credit requested will increase the borrowers' earning potential 

enough to provide for repayment of debt without liquidation of basic 

assets. To be able to make discriminating judgments among your farm 

loan requests, the employment of agriculturally-trained personnel in 

the farm loan department becomes more desirable than ever.

There are also at times some farm credit demands which, in 

aggregate, might better go unmet if they can be recognized for what 

they are. For instance, bank credit has periodically helped to finance 

expansion in beef production at a faster rate than the market could 

take at a profitable price. Knowledgeable bankers might help some

what here by insisting at all times that customers make realistic 

price projections in the light of known national trends in production.
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In so doing, bankers might help farmers to expand at the right time by 

knowing when depressed prices are likely to stage a recovery.

So far, I have pointed out that some banks still have an 

ample supply of loanable funds, that many banks still have at least 

some funds available, for further loan expansion, that these funds 

should be employed in constructive purposes from the standpoint of the 

borrower and the community, and that bankers, through employment of 

trained personnel, should put their institutions in a position to recog

nize such constructive purposes. It is time to return to the problem 

of developing additional funds to keep up with the growing credit needs 

of modern farming.

We. have already noted that the outlook is not good for de

posits, the primary source of bank funds. We need now to distinguish 

between demand and time deposits. Demand deposits in the aggregate 

derive primarily from the gross income of the area. Therefore, little 

growth can be expected in these deposits. It may be a consolation to 

know that this expectation is not much different from that in urban 

areas. Interest rate increases during the postwar period have given 

people added incentive, to place their savings at interest more promptly, 

and to place temporarily inactive funds at interest rather than holding 

them as demand deposits. With this reduction in the amount of demand 

deposits held for reasons other than for use in immediate transactions, 

the national total of demand deposits has been increasing only slowly. 

This effect of greater public sophistication in the management of idle 

funds will continue to be evident in future years. In fact, the process 

may presently have further to go in rural than in urban areas.
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We have seen that some banks are more eager to make loans than 

are others. In a study made at the Federal Reserve Bank of Kansas City, 

it was found that many banks with low loan-deposit ratios were located 

in the same town as banks with high ratios. Conceivably, therefore, by 

competing vigorously for demand balances, a bank interested in making 

farm loans could increase its share of the demand balances of the com

munity at the expense of banks not so interested in farm loans, and 

the volume of credit actually available in that community might thus 

be increased. But since such competitive efforts already exist in most 

areas, we cannot expect to gain any great volume of additional credit 

dollars in this fashion.

Savings and time deposits, however, are a somewhat different 

story. In these, the banking system has no monopoly, but instead com

petes with many other financial institutions and investments for the 

savings dollar of the public. Until fairly recently, however, rural 

banks were somewhat insulated from such concerns, in that rural resi

dents were generally unfamiliar with distant alternatives for their 

savings. This situation now is changed as rural dwellers make more 

frequent visits to the larger trading centers, are exposed to save- 

by-mail advertisements, and in general are more knowledgeable about 

existing alternatives and available rates of return.

Under these changed conditions, if the savings generated by 

rural communities are to remain in those communities and be most readily 

available for investment in their economies, they must be attracted by 

the local banks or other local lending institutions. Rural bankers 

must learn to become and remain competitive in rates paid for savings,
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which, I might add, may in the future include downward cyclical revisions 

as well as upward changes that have been more the rule thus far.

But, though banks must strive to attract local funds, we have 

already shown that this alone will not enable them to grow in aggregate 

at the same rate as farm credit demands. Modernization of agriculture 

has already required, and will increasingly need, funds from urban 

areas. Such funds have been flowing from urban money centers into 

agriculture through life insurance companies, Federal land banks, 

production credit associations, and branch banking systems. In states 

such as Texas, correspondent participations are the avenue presently 

most readily available to achieve the same flow of funds via the bank

ing system.

The correspondent system has a potential for moving loan 

funds that is far from being fully utilized in agricultural financing.

In a 1962 national survey, total participation loans at all banks were 

estimated at $10 billion; of this amount, only $326 million consisted 

of farm loans. Thus participations involved only 5 per cent of farm 

loans as measured by dollar volume, and of course a much smaller per

centage in terms of numbers of loans. Our research staff, using our 

June survey of farm loans, is currently in the process of developing 

more current estimates of participation lending on a State basis. I 

sadly expect these to show that Texas banks lag in the development of 

such lending as compared, for instance, with banks in states such as 

Kansas, Colorado, and Nebraska.

I am fully aware that at this very moment it is quite un

likely that the large city banks are particularly interested in new
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farm loan accounts. But the kind of relationships that should be 

developed in this field are long-term rather than momentary in nature. 

Let us not forget that there will undoubtedly be future periods in 

which the Federal Reserve System will be encouraging credit expansion, 

and that when these times come the correspondent machinery should be 

ready to channel city funds into the modernization of agriculture.

I also note that as agriculture becomes more dependent upon 

money market funds, whether channeled through insurance companies, the 

Cooperative Farm Credit System, or the banking system, it will be in

creasingly affected by cycles of credit ease and restraint. Along 

with all other businesses, it will find it necessary to adjust and 

time its capital spending accordingly.

We at the Federal Reserve are also aware, however, that 

certain types of farm credit demands are not postponable in nature, 

and that it is in the public interest that they be met even in times 

of general credit restraint. I have in mind principally the seasonal 

loan demand for financing of the year's farm production. It is possible 

that the System, through its discount instrument, may in the future 

find it advisable to play a more active role in providing funds for 

seasonal needs. We are currently making a comprehensive study of the 

role of the discount mechanism, and this aspect of its use is being 

thoroughly examined.

If present banking mechanisms such as the correspondent 

system prove inadequate for the farm financing job, imaginative 

bankers may develop other means. One can visualize ways in which 

rural banks acting together could make either their assets or their
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liabilities more acceptable to the national credit markets. Perhaps 

farm loans, or debentures secured by farm loans, could be salable if 

appropriately insured or guaranteed. Or perhaps ways will be devised 

to make certificates of deposit of small banks more appealing to in

vestors. Such developments will certainly not occur overnight, but I 

mention these ideas to indicate the scope and direction of the thinking 

of some farm credit leaders at the present time.

You can see that there appears to be no easy, magic road that 

we can follow in finding more bank funds for agriculture. All of the 

suggestions I have offered involve working harder, and with more in

spiration and imagination in tapping the funds generated locally, in 

increasing the flow from urban centers, and in prudently allocating 

the funds obtained in the best interests of the borrower and the com

munity. As they have many times in the past, I am confident that 

bankers will meet these new challenges.
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APPENDIX

Percentage Distribution of Texas and United States Insured Commercial Banks 
By Selected Liquidity Measures, and By Amount o£ Capital and Surplus

June 30, 1966

Texas

Number of banks

Net loans 
as per cent of net deposits 
Under 30 
30 to 39 
40 to 49 
50 to 59 
60 to 69 
70 and over

U.S. Government securities 
as per cent of net deposits 
10% or less 
11 to 25%
26 to 40%
More than 40%

United States

All
banks

Banks at which farm loans are
All
banks

Banks at which farm loans are
Under 25% of 
total loans

25% or more of 
total loans

Under 25% of 
total loans

25% or more of 
total loans

1,135 652 483 13,553 7,536 6,017

4 3 6 4 3 5
9 6 13 9 7 12
17 15 19 20 17 23
28 28 28 28 27 30
26 29 22 25 28 20
16 19 12 14 18 10
100 100 100 100 100 100

20 22 17 7 8 6
55 56 54 43 51 34
19 17 22 34 31 38
6 5 7 16 10 22

100 100 100 100 100 100

Balances with other domestic banks 
as per cent of net deposits 
10% or less 
11 to 20%
More than 20%

40
48
12

100

45
47

8
100

34
50
16

100

68
28
4

100

75
22
3

100

58
36

6
100

Capital and surplus 
(thousands of dollars) 
Under 100 
100 to 199 
200 to 299 
300 to 499 
500 to 999 
1,000 or more

8
18
16
24
19
15

100

2
10
12
26
25
25

100

14
29
22
23
11

1
100

6
19 
16
20
19
20 

100

2
8

11
21
25
33

100

12
34
23
19
10

2
100

Note: Net loans are gross loans and discounts (including overdrafts) less reserve for bad debts, 
unallocated charge-offs, and other valuation reserves. Net deposits are total deposits 
less cash items in process of collection and unposted debits drawn on bank.
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