February 21, 1986
Date

Approved

MINUTES OF THE _ SENATE _ COMMITTEE ON FINANCTIAL INSTITUTIONS AND TNSURANCE i

The meeting was called to order by Sen. Neil H. Arasmith at
Chairperson

9: 00 a.Im./pRRE on February 20 1986in room __529-8 __ of the Capitol.

All members were present except:

Committee staff present:

Bill Wolff, Legislative Research
Bruce Kinzie, Revisor of Statutes

Conferees appearing before the committee:
Sen. Robert Talkington
Harold Stones, Kansas Bankers Association
Chip Wheelen, Pete McGill and Associates
Charles Moyer, Kansas Independent Bankers Association
Bill Fuller, Kansas Farm Bureau
Michael Heitman, Kansas Banking Depar tment.

The minutes of February 19 were approved.

The hearing began on SB 555 dealing with amortization of losses by banks which had
been requested for introduction by Sen. Robert Talkington who testified first in
support of the bill. (See Attachment I).

Sen. Karr asked Sen. Talkington if this would supercede the examiner's power. Sen.
Talkington answered that it will not bind the FDIC. He is hoping that the FDIC will
agree with it and accept it. He feels that there is a strong possibility that the
FDIC will accept it.

Harold Stones, Kansas Bankers Association, testified next in support of the bill. He
also distributed copies of articles which indicate the federal government will be of no
assistance in solving this problem. (See Attachments II and III). He said there would
be a cost to the State Banking Department, but the bankers do not mind paying it.

Sen. Werts asked how the C.P.A.s would handle this, and Mr. Stones said he was not
certain, but he assumes it will be by footnote. '

Sen. Karr asked why five years was used for the extension. Mr. Stones said there was
no magic in five, but if a shorter time than five were used, it would not be workable.
Regulators feel the longer it is extended beyond five, the more problems they will have.
Mr. Stones said it is the minimum time that would help banks. Sen. Karr asked further
if this would have saved any banks in 1985, and Mr. Stones replied that it saves the
saveable bank but that he would not know how many that would be.

Chip Wheelen, Pete McGill and Associates, followed with testimony in support of SB 555.
(See Attachment IV).

Charles Moyer, Phillipsburg banker on behalf of the Kansas Independent Bankers Associa-
tion, gave further testimony in support of SB 555. (See Attachment V).

Bill Fuller, Kansas Farm Bureau, testified in support of SB 555. (See Attachment VI).

The concluding testimony was given by Michael Heitman, Kansas Banking Department, in
which he expressed the concerns the banking department has with the bill. He also sub-
mitted an anaylsis of the department's cost projections. (See Attachments VII and VIIT).

Sen. Werts asked if the department's regulatory concerns could be incorporated into
regulatory language. Mr. Heitman said that if it is the intent of the bill to give the
commissioner this authority, he could provide this language by tomorrow. This concluded
the hearing on SB 555.

The meeting was adjourned.

Unless specifically noted, the individual remarks recorded herein have not
been transcribed verbatim. Individual remarks as reported herein have not
been submitted to the individuals appearing before the committee for

1
editing or corrections. Page 1 Of
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TESTIMONY IN SUPPORT OF SENATE BILL 555 FEBRUARY 20, 1986

I REQUESTED THIS COMMITTEE, THE SENATE FINANCIAL
INSTITUTIONS AND INSURANCE COMMITTEE, TO INTRODUCE SENATE BILL 555
AS A MEANS OF PROVIDING ASSURANCES THAT BANKING SERVICES WILL

CONTINUE TO BE AVAILABLE TO ALL SECTORS OF THE KANSAS COMMUNITY.

IF ENACTED INTO LAW, THIS MEASURE WOULD PERMIT BANKS IN
KANSAS, WITH THE APPROVAL AND MONITORING OF THE STATE BANKING
COMMISSIONER, TO AMORTIZE LOSSES OVER A FIVE YEAR TERM, INSTEAD
OF ONE YEAR AS 1IS CURRENTLY PERMITTED. THE AMORTIZATION
EXTENSION WILL PERMIT BANKS WITH LOANS WHICH HAVE PROVEN TO BE
UNCOLLECTABLE TO "WRITE-DOWN" SUCH LOANS IN A MANNER WHICH WILL

REDUCE THE RISK THAT THE BANK WILL BE FORCED TO CLOSE ITS DOORS.

BY EXTENDING THE AMOUNT OF TIME AVAILABLE FOR THE BANK TO
AMORTIZE, WE WILL PROVIDE RELIEF FROM SOME OF THE PRESSURES THAT.
FORCED 13 KANSAS BANKS TO CLOSE IN 1985. MOST KANSAS, AND
NATIONAL, BANK FAILURES WERE NECESSARY BECAUSE THE BANKS' CAPITAL
WAS DEEMED INSQFFICIENT FOR THE AMOUNT OF LOANS ON THEIR BOOKS.
WHEN EXISTING LéANS ARE CONSIDERED "BAD" OR "UNCOLLECTABLE" BY

THE STATE BANKING COMMISSIONER OR FEDERAL DEPOSIT INSURANCE
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CORPORATION, THE BANK MUST INCREASE ITS OWN CAPITALIZATION TO
OFFSET THE LOAN. BECAUSE MANY OF THOSE LOANS, WHICH WERE DEEMED
UNCOLLECTABLE, WERE TO FARMERS AND PEOPLE IN THE OIL AND GAS
INDUSTRY, TWO ECONOMIC SECTORS WHICH HAVE BEEN EXPERIENCING VERY
DIFFICULT TIMES, THE BANKS HAVE SUFFERED WITH THEIR DEBTORS AS
THE ASSESSED VALUE OF FARMLAND AND OIL AND GAS PROPERTIES HAVE
DECLINED. THE DECLINE IN ASSESSED VALUES COINCIDES WITH THE
MARKED DECLINE IN PRICES FARMERS AND ENERGY PRODUCERS ARE
RECEIVING FOR THEIR PRODUCTS AND THUS BANKS DO NOT HAVE THE
INFLUX OF NEW DEPOSITS AND CAPITAL TO OFFSET THE LOSS OF

COLLATERAL ASSET VALUE.

CURRENTLY, A BANK MUST DEDUCT AN AMOUNT EQUAL TO THE LOSS
IT HAS EXPERIENCED, DUE TO THE DECLINE IN THE VALUE OF THE
COLLATERAL ASSETS OR THE CUSTOMER'S CASH FLOW, FROM ITS LOAN LOSS
RESERVES. THESE RESERVES ARE CREATED FROM BANK iNCOME OR BANK
CAPITAL. WHEN THE AMOUNT OF LOSS EXCEEDS OR APPROACHES THE
AMOUNT OF RESERVES, THE BANK'S CAPITAL IS VULNERABLE AND

REGULATORS MAY SEEK TO CLOSE THE BANK.

EVEN IN INSTANCES WHERE BANKERS AND FARMERS OR BUSINESSMEN
SEEK TO RENEGOTIATE THE CUSTOMER'S DEBT LOAD BY HAVING THE BANK
WRITE-DOWN THE DEBT TO A MORE MANAGEABLE LEVEL, IN RETURN FOR '
ADDITIONAL COLLATERAL, THE BANK MUST NOW ABSORB THOSE WRITE-DOWNS

IMMEDIATELY FROM RESERVES, INCOME OR CAPITAL.



SENATE BILL 555 IS DESIGNED TO ASSIST BANKS TO REMAIN
SOLVENT AND THEREBY ASSIST THE FARM AND BUSINESS COMMUNITIES TO
REGAIN THEIR HEALTH. THE LONG-TERM DETRIMENTAL EFFECTS OF FAILED
BANKS IMPACT NOT ONLY ON THE BUSINESS AND AGRIBUSINESS
COMMUNITIES, BUT ON EACH INDIVIDUAL WHO HAS A SAVINGS OR CHECKING
ACCOUNT IN THE LOCAL BANK. CONVENIENCE OF SERVICE IS IMPORTANT TO
ALL KANSANS AND THIS BILL WILL HELP ENSURE THE CONTINUED SURVIVAL

OF THE AVAILABILITY OF BANKING SERVICES TO THE STATE'S CONSUMERS.

THE PUBLIC INTERESTS ARE PROTECTED, IN THIS MEASURE BECAUSE
THE BANK COMMISSIONER WILL APPROVE AND MONITOR THE ENTIRE
PROCESS. BANK INTEGRITY WILL BE ENSURED AS WILL THE PUBLIC

WELL-BEING.

THANK YOU FOR THE OPPORTUNITY SPEAK WITH YOU ON THIS

IMPORTANT ISSUE, I WILL RESPOND TO QUESTIONS.
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TO: Senate Commmittee orii Finahcial Institutions and Insurance
FROM: Harold Stones, Kansas Bankers Association

RE: Senate Bill No. 555

Thank you, Mr. Chairman, and Members of the Committee for this
opportunity to appear as a PROPONENT for SB 555. 1 would like to
outline the following important issues:

I. In the agricultural midwest, we must accept as fact that there is
too much debt for the agricultural economy to repay. This large
debt, a_good share of which most certainly will not be paid, must be
allowed to be assimilated over a period of time, or results will be
most negative to rural banks and their communities.

II. For at least 18 months, the KBA has been actively pursuing dialog
with our colleagues in other states, our national trade associations,
with federal and state regulators, and with federal and state
legislators regarding the need for some type of CAPITAL
MAINTENANCE ASSISTANCE, for ag banks and their customers.

A. When a loan becomes "classified" by regulators, either
due to an inability of the customer to cash flow and Kkeep
payments current, or due to a decline in the wvalue of the
collateral asset compared to the amount of the loan, that bank
must deduct an amount equal to the loss it has experienced
from its loan loss reserves. These reserves are created from
either bank income or bank capital. When the amount of loss
exceeds the amount of reserves, and when there is not
sufficient income to add to that reserve, then the bank's capital
is vulnerable to g0 below regulatory minimums, and the bank
is subject to enforcement actions which may lead to closure.
These losses, even though some are not yet actually realized,
must now be written down all at once. There is no current
ability to amortize them over a time period.

B. When an agricultural or small business customer has a
debt load that is too large to be serviced, which is not unusual
today, the Dbest thing to happen, if the customer is at all
salvageable, is for the banker and the customer to renegiotate
that debt. In many cases, the banker will write down the debt
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to a more manageable level, sometimes in return for additional
collateral or other items of collateral strength. But the bank
must now absorb those write-downs immedately from reserves,
income or capital. When the capital falls below regulatory
minimums, the bank is told to replenish it within ‘a certain
time period, and if this is impossible, the bank is subject to
enforcement action which may lead to closure. It is easy to see
the pitfall to many ag bankers which regegotiation can present
in today's regulatory environment.

C. This is why the KBA has been working to try to
organize a multi-state effort to attempt to get regulators and/or
legislators to agree to some kind of capital maintainence
assistance----- and a solution is very close at hand. THERE
IS NOW VIRTUAL UNIVERSAL AGREEMENT AMONG
REGULATORS THAT SOMETHING MUST BE DONE. THIS HAS
BEEN THE CASE FOR LESS THAN SIX MONTHS, BUT,
FORTUNATELY, IT IS NOW THE CASE.

III. On Thursday and Friday, February 13 and 14, a Joint American
Bankers Association/Independent Bankers Association of America Task
Force, of which I am a member, met in Washington. The Task Force
has spent hours and days meeting with bankers all over the midwest
and with other  officials in study and deliberation. Final
Recommendations of this Task Force are attached at the end of this
testimony book, and have been approved by the highest governing
bodies of both organizations. The highest priority recommendation of
this unprecedented joint Task Force is to enable prudently
managed banks to amortize their loan losses over a
multi-vear period, as SB 555 authorizes for State regulators.

We wvisited at length with key officials of the FDIC, the
Comptroller of the Currency, the Federal Reserve, and the Department
of the Treasury. We also had in-depth discussions with key staffers
of the House and Senate Committees on Agriculture and Banking.

A. There appears to be total agreement that some form
of capital assistance will be forthcoming, but, except for FDIC
officials, there was some resistance to the amortization concept
as compared, for example, to simply lowering capital
requirements in certain cases. We pointed out, however, that
amortization has advantages which no other solution

has, which will accrue to the benefit of the ag bank and
the :borrower---These advantages are:
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1. Amortization of losses over time is the ONLY
solution which will allow a bank to continue servicing the
credit needs of its community while undergoing this
agricultural reorganization we are now experiencing.
These loans may be badly needed for earnings to the
bank, and the credit badly needed to keep rural
communities alive. If the solution is to simply allow a
lower capital requirement, many of these loans would be
beyond the bank's limit, thus compounding the problems
for both the bank and the bank's cornrmunity.

2. Amortization is the overwhelming choice of
community and rural banks all over the mid-west, and,
after explanation, is the overwhelming choice of their
customers. This specific solution would be greeted with
tremendously positive enthusiasm, and these attitudes are
scarce today in many parts of rural Kansas. Just the
positive  overtones that Topeka and Washington
understand their difficulties and are doing this important
act to be of assistance would have a positive result that is
difficult to measure.

3. It is possible to carefully regulate and monitor.
It may require more examiners to do so, but please
remember that these funds are paid directly in fees by
the banking industry. Amortization is, as we see it, a
solution that is possible to "save the saveable" and is
totally "self-help", in that it is funded by the industry.

B. The regulators are now re-thinking their possible
solutions in the light of the issues originated by this Joint Task
Force, and we will have a good idea of their final proposals
when each testifies to the Senate Banking Committee very early
in March.

IV. Since the solution must be a coordinated effort, and all federal
regulators are conferring to reach a "universal" solution, and since we
also expect federal bill to be introduced by the Senate Majority
Leader on this subject, we like the "generic" language found in SB 555.
It does not deal with the specifics of how long such period might be
employed, and gives fairly unilateral powers to the Commissioner.
This should allow for an accomodation so all regulatory bodies can
achieve consistency for banks, and so that national banks and state
banks can be treated equally.
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The Kansas Bankers Association would commend the Kansas
Senate Committee on Financial Institutions and Insurance for showing
leadership on this issue, and respectfully ask for swift action through
the legislative process, in order to communicate the desires of the
Legislature to federal authorities. At the very end, it would probably
be well to hold the bill in Conference so that more time could be
allowed to insure Kansas law is "compatible” with the national
solution. But we compliment the Kansas Legislature and urge your
forceful action in order to encourage and guide the national solution.
It is this kind of leadership which is most needed during these times.



RECOMMENDATIONS OF THE ABA-IBAA TASK FORCE
ON AGRICULTURAL CREDIT

February 4, 1986

The banking industry considers it essential that steps be taken early in
1986 to assist commercial banks and their agricultural borrowers in coping
with the accumulation of problem farm debt. The IBAA and ABA met jointly
in Dallas, Texas, on January 15-16 and, based on that meeting, will seek
measures that can help to stabilize the capital structure of agricultural
banks and to assist individual agricultural borrowers in managing their debt
during this critical period. Recognizing that agricultural banking can
return to profitability only when the agricultural economy 1is again
profitable, the fundamental premise of these proposed measures is that
agriculture 1is experiencing massive change and bankers and their
agricultural borrowers need a reasonable period of time to adapt.

We will seek to implement such measures through regulatory action to the
extent that they can be carried out under existing law, and we will seek
legislation where existing law is inadequate. Our Associations will pursue
a plan of action involving three main elements: (1) stabilization of bank
capital; (2) stabilization of agricultural borrowers; and (3) stabilization
of farm real estate values.

Stabilization of Bank Capital

The most immediate problem confronting agricultural banks is the impact
on bank capital of sudden and massive agricultural loan losses. In 1984,
agricultural production loan losses charged off by commercial banks totalled
$900 million--an increase from $436 million in 1983. Such charge-offs for
‘the first two quarters of 1985 were $520 million, almost double the $280
million charged off in the first two quarters of 1984.

These extraordinary charge-offs are eroding the capital structure of
many agricultural banks as the loan losses are deducted from the banks'
available capital. As a bank's capital is reduced, both the total capacity
of the bank to extend credit and the size of individual loans that the bank
can make are correspondingly reduced. If a bank's capital falls below the
minimum. required by the regulatory agencies, the bank is subject to
enforcement actions which may lead to closure.

"The Farm Credit Act Amendments of 1985" (PL 99-205), signed by the
President on December 23, 1985, was Congress' response to a similar problem
in the Farm Credit System. Faced with mounting agricultural loan losses,
the Farm Credit System requested Federal backing to guarantee its continued
access to capital in the credit market. Congress: and the Administration
responded to the Farm Credit System's request for assistance with PL 99-205.

To keep agricultural banks open and to maintain their capacity to extend
credit to borrowers, we recommend that special measures be implemented to
preserve the capital structure of agricultural banks. Agricultural banks
traditionally have been well capitalized, but the persistent downturn in the
farm economy since 1981 is severely pressuring the capital structure of
hundreds of agricultural banks. The farm economy will recover in time,
providing a basis for greater earnings and replenishment of the capital
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structure of agricultural banks. In the meantime, we need special measures
to prevent banks' capital from being precipitously eroded by requirements
that banks offset problem farm loan assets whose market value has been
reduced.

Our first priority as a means of preserving banks' capital is to change
regulatory accounting procedures and enable prudently managed banks to
amortize their loan losses over a multi-year period. Such a procedure is
relatively simple to administer, would assist a broad segment of banks and
their borrowers, and would entail no direct government cost.

Two other options that warrant consideration as ways to assist banks in
maintaining adequate capital during this stressed period in agriculture are:

® regulator-assisted injections of capital into certain troubled
banks.  (For example, a qualifying agricultural bank might
acquire additional capital from the Federal Deposit Insurance
Corporation in the form of debt or equity.);

e unfunded capital certificates similar to net worth or income
capital certificates currently wused for certain thrift
institutions.

Because of the potential direct impact on bank's capital, we shall also
focus careful attention on proposed changes to the Internal Revenue Code.
For example, banks can currently carry net operating losses back ten years
and obtain refunds for taxes paid in those years, thereby increasing
capital. Proposed tax reform legislation would change the carryback period
to three years and any excess losses would be carried forward. If this
change were to become law, agricultural banks now incurring net operating
losses would lose some of their ability to maintain an adequate level of
capital.

We will work with the Administration, the bank regulatory agencies, and
the Congress to obtain action early this year to relieve pressure on
agricultural banks' capital structure.

Stabilization of Agricultural Borrowers

While we need action early this year to stem the erosion of agricultural
banks' capital accounts, we also need stabilization of agricultural
borrowers' debt situations and ability to cash flow their debt. For that
purpose, we recommend further expansion of the Farmers Home
Administration (FmHA) agricultural loan guarantee programs and authority.
In the current budgetary situation, the FmHA loan guarantee program is the
least costly means of stabilizing and extending agricultural debt. In
addition, expansion of the $490 million interest rate buy-down program
included in the 1985 Farm Bill would provide major cash flow assistance to
agricultural borrowers at minimal direct cost. We also need clarification
this year of the FmHA's preparedness to provide direct loans to qualifying
farmers who cannot be financed in full by commercial lenders.

Stabilization of Farm Real Estate Values

We seek the development of an institutional secondary market for longer
term real estate loans originated by commercial banks. A secondary market
would provide access to additional funds and diversify the risks and returns
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from farm lending. One option is to pool FmHA-guaranteed loans for resale
as mortgage-backed securities to investors.

Proposals for warehousing of problem agricultural loans and/or acquired
assets also merit continued examination. Permitting banks to hold real
estate assets for a longer period of time also merits consideration.
Stabilizing land values is necessary to restoring health to the agricultural
economy.
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@ FEDERAL DEPOSIT INSURANCE CORPORATION, washington, DC 20470
OFFICE OF THE CHAIRMAN

January 21, 1986

Dear Me—StomeEsT™

Thanks for your letter of December 30. It was e

my pleasure to meet with the Kansas bankers. I think we
all agree that opening the lines of communication between
the FDIC and members of the banking community will go a
long way toward solving some of the concerns and frustrations
of the banking community. I am also very interested
in the recommendations of the lask Force on Agriculture.

1S [ask rorce 1ssue paper 1s another important example
of working together Lo resolve i1ssues.

As you know, the FDIC postponed the effective
date of the proposed limited disclosure plan developed
last May. We feel that this postponement will give
us an opportunity to create, with other federal regulators,
a uniform approach for disclosure. and an approach
That Will De acceptable to poth the public and the
banking community.
[ Took forward to hearing from you soon.
With best wishes.

Sincerely,

| D7

L. William Seidman

Mr. Harold Stones

Executive Vice President

The Kansas Bankers Association
707 Merchants National Building
Eighth and Jackson

Topeka, Kansas 66612



The KANSAS BANKERS ASSOCIATION

A Full Service Banking Association

January 28, 1986

The Hon. William Seidman, Chairman
Federal Deposit Insurance Corporation
FDIC Building, 550 17th Street, NW
Washington, DC 20429

Dear Chairman Seidman:

This communication is a result of a special meeting of the KBA Task Force
on Agriculture, and was called for the express purpose of making sugges-
tions to you prior to your appearance before the Senate Committee on Bank-
ing, Housing and Urban Affairs. The KBA Task Force is responding directly
to your request for input during your most positive visit with us last
December 20. We have taken your request seriously; the paper which follows
is the result of considerable thought and study, and sums up our best
effort concerning recommendations for agricultural banks.

PREAMBLE’

We would first ask you to stress that the agricultural credit issue is of
NATIONAL proportion and is a NATIONAL problem. We are concerned that this
is not universally accepted in Congress. We will not dwell on all the data
which supports such a conclusion, because you already are familiar with
them, but we believe such a concept needs to be stressed by someone with
your perspective and stature.

I. CAPITAL MATNTENANCE

Qur goal is to work toward the survival of the responsible, well-managed
bank, whose difficulties stem from the current temporary economic decline
we are now experiencing. If survival is assured, then that bank can
continue to responsibly serve its agricultural customers and its
agricultural community. Without such survival, many rural communities will
simply cease to exist. Therefore, the survival of the bank is crucial to
the customers who are to be served.

We would suggest that if any industry today is subjected to a 507 decline
in asset value, severe stress and turbulence will occur. We compliment
many agricultural bankers for managing so very well, even many of those in
banks with problems. Not all sectors of our society could manage nearly as
well given a similar set of circumstances.

The root of the problem is loan losses, and their immediate effect on the
capital structure of the bank. It is difficult, if not impossible to
attract additional private capital in today's economic agricultural envi-
ronment. Therefore, loan losses may be sufficient to render the bank
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fhe Hon. William Seidman
January 28, 1986
Page Two

insolvent, whereas, if given assistance and time, the responsible, well-
managed bank could be expected to survive and in the future again become a
profitable, viable community institution. It is this kind of bank which we
address, and about which we are very concerned. ’

We strongly ask cousideration for some type of "Capital Maintenance Assis-—
tance.” Such assistance could take several forms, such as:

A. Amortization of loan losses over time;

B. Temporary relaxation of capital requirements;

C. Some type of capital certificate plan;

D. Direct infusion of capital in exchange for some type of security,
as was successfully accomplished by the Reconstruction Finance
Corporation during the last severe ag recession.

O0f the options presented above, we favor amortization of losses over time,
because this could prevent a bank from ever being in the critical position
of needing relaxatiomn, certificates or direct infusion, and would seem to
give the banker greater freedom for customer renegotiation, which should
strengthen both the bank and its problem customers. We believe such amor-
tization should be for at least five years in order to be effective.

We would contemplate that before a bank would be considered qualified for
such Capital Maintenance Assistance, it would be required to submit a
detailed plan to all relevant regulators, and perhaps to another bank, if
such bank held a stock loan. The plan should contain specific actioas
which would be designed to achieve future profitability and soundness.
Such a plan would be unilaterally approved by the relevant regulators
before such bank could become eligible, and the plan would need frequent
periodic review by the regulators. This would insure that such assistance
would be granted to responsible institutions; to institutions with a rea-
sonable chance for future success whose problems are the result of adverse
economic conditions.

We truly believe such a program as outlined above would not result in a
wholesale abuse of assistance which simply leads to greater problems over
time, as has happened to a segment of the thrift industry. We believe the
Congress and Administration may look upon recent experiences of certain
thrifts and be very reluctant to grant an assistance package to agricultur-
al banks, but we believe the above plan would eliminate the problems which
occurred when no apparent plan for the future was submitted. The above
"Capital Maintenance Assistance Plan” is our highest priority.

II. ADVERSE TAX CONSEQUENCES

Current IRS Code requirements are very harmful to ag banks and their custo-
mers. Let us assume a situation where a farmer has $100M basis in land
with $150M current market value and a loan secured by such land for $200M.
Assume the farmer and banker mediate an agreement which would allow the
bank to assume ownership of the land in return for the forgiveness of debt.
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The $50M difference between basis and current market value capital gains
tax will have to be paid by the farmer. But the $50M difference between
loan balance and current market value will have to be declared ordinmary
income by the farmer, unless he/she is adjudged bankrupt or insolvent.
This ordinary income factor has stopped many voluntary loan workouts, and
has moved farmers to Chapter 7 and 11 bankruptcy courts faster than
anything else. We would not quarrel with the capital gains tax, but the
ordinary income resulting from loan forgiveness should be waived, and the
IRS Code amended to accommodate such waiver.

III. FDIC ADVOCACY

Kansas bankers were thrilled to hear you refer to us as your “customers”,
and your comments that all insurance companies, including the FDIC, should
be interested in keeping their clients "alive” as long as possible. We
applaud your attitude and urge its continuance. When adverse legislation,
such as UCC Farm Products' Clear Title or Chapter 13 Bankruptcy application
to farmers is presented in the future, which adversely affects the safety
and soundness of banks, we will very much appreciate FDIC's early and
strong response to Congress.

IV. DISCLOSURE

Although this may not be a legislative issue, we repeat our plea for elim-
inating discrimination in disclosure regulations. Until all financial
institutions who compete for the consumer's depository dollar, are required
to disclose in a uniform manner, then the application of this requirement
to only a few of us is extremely detrimental to our public confidence
factor.

Surely minimum standards of uniformity would include the Federal Home Loan
Bank Board and the National Credit Union Administration in any decision
agreed upon by FDIC, OCC and the Federal Reserve Board. Without them, any
disclosure regulation will be extremely discriminatory.

We implore you to insure that disclosure regulations are applicable to all
or to none, in the name of simple fairness.

V. FUTURE PROFITABILITY OF BANKS

Since one of the most important factors in safety and soundness of banks is
profitability, one of our most important goals is to enable the bank addi-
tional sources of revenue. Banks need to achieve additional powers so that
they can provide a full range of services to their customers, such as
insurance, securities brokerage and real estate brokerage powers. This
would give us equality with other types of non-bank financial institutions
such as department stores and brokerage houses, as well as with savings and
loan service corporations. In addition, less of the load of revenue pro-
duction would have to be borne by the borrower.

(OVER, PLEASE)



The Hon. William Seidman
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* % % % *

Chairman Seidman, again, please accept our thanks for coming to Kansas, and
for giving us this opportunity for input. Please accept our best wishes
for continued success.

Yours most sincerely,

Harold A. Stones
Executive Vice President

HAS/mjw
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FZE Mo KANSAS BANKERS ASSOCIATION
S A Full Service Banking Association

January 28, 1986

The Hon. Bob Dole

United States Senator

SH~141 Hart Senate Office Bldg.
Washington, DC 20510

Dear Senator Bob:

This letter will follow up oral communications I have had with Mike Pettit
and John Petersen concerning areas of legislation which we believe agricul-
tural banks badly need. This letter contains a communication written at
the request of FDIC Chairman Seidman during his December 20 visit to
Kansas. This was a very positive meeting, and we thank you for arranging
it. <

You will note that our highest priority is for some kind of "Capital Main-
tenance Assistance” which we would like to see in the form of a five-year
minimum amortization of loan losses over time. We believe this could save
responsible, well-managed banks from their temporary economic problems, and
(as we have outlined in the Seidman letter) a plan could be submitted so
that banks do not simply dig deeper problems for themselves as has occurred
in certain segments of the thrift industry.

We also outlined a need for legislation to correct adverse tax comnsequences
to the borrower when voluntary loan workouts are in the process. Under
Section II of the Seidman paper, we attempt to outline this problem in
detail.

Sen. Bob, we very much appreciate your time and effort im our behalf, and
stand ready to work to assist this legislative project in every way
possible. If there are specific research efforts which need to be
undertaken, testimony to be presented, or meetings to be held, the KBA will
enthusiastically follow any of your suggestiomns.

We thank you very much for your interest and your assistance.

Cordially,

Harold A. Stones
Executive Vice President

HAS/mjw

cc: KBA Governing Council
KBA Federal Affairs Committee
KBA Task Force on Agricultural Opportunities

Office of Executive Vice President e 707 Merchants Nationat Building
Eiahth and Jackson ® Topeka, Kansas 66612 e (913) 232-3444
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Treasury Readying Expanded Banking Bill
Exct Cal for New Powers, iTrif; Aid; but FDIC Takefj\_/e_r of FSLIC Unlikely, Says Seidman

By ROBERT TRIGAUX

WASHINGTON — William L. Seid-
man, chairman of the Federal Deposit
Insurance Corp., met Thursday with
Treasury Department officials who are
busy drafting a banking bill that
sources say is- expected to be intro-
duced in Congress as -arly as this
spring.

The bill, observers suggest, will re-
semble closely the department’s major
deregulation proposal of 1984 and will
call for expanded powers for banks,
particularly in the securities field. In
addition, the Treasury Depart:nent bill

- — ..r a separate proposal — may con-

tain legislative proposals on deposit in-
surance reform, especially plans to
}}glp shore ip the troubled Federal

- e'?’} <
. &7
Savings and Loan Ins rar-.c ,)fp.

In a wide-ranging interview, Mr.
Seidman declined to provi le specifics
of the bill but said he suspected pro-
posals for bank deregulation would be
part of the Treasury draft. He also said
that plans once pushed to merge the
FSLIC into the FDIC are now only a
remote possibility.

““As far as I know, thzt proposal is not

alive,” Mr. Seidman said.

The. Treasury bill, according’ to
sources, will promote a general expan-
sion of bank powers, but most observ-
ers are keving on the new elements
from the Treasury Department to aid
the FSLIC. Among the options Trea-
sury is considering is providing the

Plans to
merg2 the
FSLIC into the
FOIC ara now
remots. ‘As far
: § | know, that
proposal is
not alive.”’
— Wiliiam L.
Seidman &k

%.:11;3 - A

FSLIC with promissory access to funds
— possibly from the Federal Home
o> Seidman: Pag: 14

“\.

(OVER, PLEASE)



Seidman.. .

Continued from Page 1

Loan Bank System and the Treasury —

to help shore up public confidence in
the thrift insurance fund.

The goal, as one observer described
it, would be to restrict the size of many
of the nearly 500 deeply troubled
thrifts and keep them under tight regu-
latory control while the remaining
healthy part of the thrift industry
erows. One option, borrowed from re-
cent legislation to aid the Farm Credit
System, would be to empower the
FSLIC or its governing body, the Fed-
eral Home Loan Bank Board, to shilt
asscts within the Federal Home Loan
Baunk System and to offer a large credit
line {rom the Treasury. Other options
still being reviewed are additional in-
surance assessments on the thrift in-
dustry. ways to shore up the thrift in-
Jdustry’s capital, and the ongoing
development of the so-called “406
Corp.” to sell off FSLIC-held assets of
faited thrifts.

In addition, observers note, the
Treasury Department is  examining
acans to sell off combinations of
Lealthy and -sick thrifts to nonthrift
companies, including bank holding
cumpanies. Gererally, banking organi-
zations thus far have been restricted to
bidding for troubled thrifts.

During the interview, Mr. Seidman
also noted that: '

o The FDIC this year may begin re-
cording losses from its 1984 rescue of
Continental [llinois. Mr. Seidman cited
criticism by a General Accounting Of-
fice report of the FDIC's failure to re-
port losses from the rescue, “so we
have to clear that matter out.”

a [ncluded in o:rly 10 bank super-
vision ideas being studied by theagen-
¢y arc proposals to permit loan losses to
be” ainortized over longer_periods_of
time and to_make_available net worth
certificates, .or—regulatory. promissory
noles, to assist all types.of troubled
coumercial banks — not only agricul-
tural banks. “It’s my sense that politi-
cally it would be very difficult to re-
strict them to one kind of bank. Other
banks with_other interests could. inake
a comparable case,” Mr. Seidmaa said.
He will testify before th:c Senate Bank-
ing Committce_on_the agricuitural

bank problem on March 8, and on de-
— 5 :

. positinsurance reform a few days later.

¢ The agency backs in principle the
Federal Reserve proposal to introduce.
a risk-based capital plan to the banking
industry. The FDIC will unveil its own
version of a risk-based capital program
within a few weeks, according to Mr.
Seidnan. He said that risk-based insur-
ance premiums, which must gain con-
gressional approval, can coexist well
with risk-based capital plans, which
can be introduced by regulation. I
doun’t think they are alternatives at ali.
Both are efforts to try and bring a mar-
ketplace type of discipline by trying to
evaluate risk,” he said.

*On his own appointments to the
FDIC, Mr. Seidinan said he is still look-
ing and interviewing. He suggested the
structure of the agency could change at
the top. “I'm looking for the ‘Refriger-
ator’ of regulators,” he said, referring
to _Chicago Bears lineman William
Perry. .

® On disclosure rules, he said the
FDIC will await the outcome of the
Comptroller of the Currency’s review
of the issue in February. The two agen-
cies, along with the Federal Reserve
and the Bank Board, will seek a com-
promise on the issue, he'said. Of the
Fed, Mr. Secidman conceded that “I've
noticed no great enthusiasm on their
part for it.”

¢ There is no new word from the
White House on the expected appoint-
ment of C.C. Hope, a former president
of the A:nerican Bankers Association,
to join the FDIC board of irectors. Ir-
vine Sprague. whose term has expired.
remains in that post at the agency. &
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' Farm Lender -
Posts ’85 Loss

‘Of$2.7 Billion™

Farm Credit System. Cites
Bad Loans, Accounting
And Regulatory Woes

By CHARLES F. McCoy
Staff Reporter of THE WALL STREET JOURNAL

The Farm Credit System reported a $2.7

illion loss Lor JSE5by far {METAFEESt an-
ual deficit posted by aU.s. fmancxal rnsu-
tution. :
The loss was in line wnh what Lhe.
farmer-owned system has been projecting
since late last year when it was forced-to
seek a government rescue from a morass
of bad farm loans, dubious accounting and
lax regulation. Last December, Congress
passed legislation_giving the agricultyral

lender access to Treasnrv mos once the |

SYster reorganizes itself and exhausts its

OwIl resources .
'1105e resources are rapidly dwindling.
The sysitem repoTied fgaf non-accruaT :

Farm Credit System:
Now Deep in the Red -
Profit and loss, in billions of dollars =

$1

0

| S ]
‘Bat gzt ‘83t '84? 85
'ncludes only results of the system's 37 m
banks

2Restated to consohdabe lesults of all system
lending otitlets -

X
3.

main

lvans—those on which no payments are be-
ing recorded—swelled to 0 $0..Lbillion, or
8% of total loans, as of Dec. 31, compared
with $1.84 billion, 2.2% of loans, a year
ago. It had J028 million in other non-earn-
ing assetsmainly foreclosed farm md—
and an additional $4 Dillion M SUDSTANGAT
credits it calls “other high risk” assets.
The system’s primary capital, funds avail-
able to offset Josses on those troubled as-
sets, totaled just $6.59 billion at year-end.

Last year, the system earned $373 mil-
lion. Year-ago figures are restated because
the system has consolidated hundreds of
its local lending outlets, some of which for-
merly reported results separately.

| System’s Feeble Condition

The system’s feeble condition and huge
1985 loss, more than {wice Continental Iili-.

-nois Corp.’s §1.08 billion 1984 deficit. jndes- -

score the federal government's halloon

exposure sstemmmg Tom the far,
economy's @
e sysie

=]

.m‘

m holds $66 62 bllho the. .
nation’s $210 hillion farm §§§E; 1!19 Fém}
& Tome Adminisiration, a government
aEEEE::E&aE gnofﬁer T8 DILiON. ACcord-
g to a recent General Accounting-Office .

report, more than half of the FmHA debt is

m
owed by Tarmers whose Qebts exceed 0% |

OT THell assets—usually the point of no re-
TUrn for tarmers; most farm-expe '
think the ggency will recover m

s of the karm Credit System. the

FmHA and Wd- ‘

asurance Corp. may ulti-
e_government $15 billion to

| *==he agriculture collapse will make all
| previous government financial-interven-

lTEVé

~tions look like nickel and dime stuff,” said
Neil Harl, an ma State Uni-
versity.

The Farm Credlt System s provmon for
loan losses in 1985 jumped ninefold to $3
billion. Loan write-offs nearly tripled to
$1.11 billion. At Dec. 31, the system’s re-
serve for future loan losses stood at $3.19

" billion, almost three Umes the year earherv ‘

level,
Accountmg watch

Those huge increases partly reflect the
system's wrenching switch to the *‘gener-

ally accepted accounting principles’” used |
.1 .by most publicly held corporations. For

years, the system relied on homemade ac-
counting rules that masked the severe de-
terioration in its loan portfelio. The sys-
tem’s 1985 results, however, received an
unqualified audit opinion from Price Wa-
terhouse, the Big Eight accounting firm

called in this year to conduct the first audxt 0
" in the system’s 53-year history. 1
The system's results suggest that it has

been hurt badly by borrower defections.
The system’s $66.61 billion in loans repre-
sents a drop from $78.48 billion at Dec. 31,
1984, Only $1.11 billion of loans were writ-
ten off, indicating that biilions of dollars of
Joans were pulled out by farmers worried
about the system’s condition or angered by
some of its actions. System bankers say
the defectors generally are the more sol-
vent borrowers who can get credit else-
where; the loss of those good loans dam-
ages the system by increasing its concen-
tration of troubled credits.

The system’s giant loss didn’t ruffle the
market for the bonds it cells te raise funds.
Since Congress passed its rescue measure,
.the yieids on the bonds have-narrowed to

between 33 and 55 basis points above com-.

parable Treasnw bill yields. Before the

‘mlums of as much as 130 basis points
".above comparable Treasury bills, deepen-
" ing its operating loss. Before its troubles
“became known, system bonds traded at

_ury bills: A basis point is 1/100th of a per-

. study suggests FmHA may be in_w
" shape. Considered the 1arm lender of last

: resort, its average horrower

‘.than three years. Just between January

. 1985 and July 1985, it dished out almost $3
" billion to farmers with debt-to-asset ratios

. greater than 70

- down the rat hole,”
cial said.

bailout bill, the system had to pay pre-

only two to five basis points above Treas-

centave point.
~ As troubled ‘as the system is, the GAO

s & debt-to-
, About one in elght of its
borrowers hasn't made a payment in more

Y. “That's just money
a former FmHA off1-

’4’*'1’4( C/h/?’l €/po7¢~ ﬂ
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(if Fad DRI Ge FARM CREDIT SITUATION: IMPLICATIONS

e A3 — , FOR AGRICULTURAL POLICY
/} g St J. Bruce Bullock

i d ifF orm £ T Chairman, Agricultural Economics

.;' }br;'(_J‘"(»\:"’\. ! — v
There is financial stress in the agricul- Cause of the Financial Stress
ture. ~USDA reports that about 386,000 farms The current financial problems were creat-

usinesses. I By tarly 1986, the USDA estj.  ©d because debt expanded annually by the
mates. ab .t six_percent of U.S. Family size~ amount of increases in asset va]ue§ rather
Céﬁﬁgizialﬂfarms i VE‘nggfthE‘ﬁgf'WBFfﬁ“ than at the rate dictated by growth in repay-
They also estimaté that 1T cUFFent economic ment capacity (Table 1). Rgpax?e?t cap?c1ty
conditions continue, an additional 2.8 percent ;2?? Z?r?hga:£;3%11gﬁ¥§¥ iééithpaﬁgign g;gﬁ
;:arfam11y farms wlll become insalvent each the past 10 years.
Borrowing money against inflated asset
There is more farm debt than can be repaid values with inadequate earning capacity for

from farm and non farm income of those who oOwe debt repayment makes sense only if inflation

the debt. High interest rates and the strong continues forever, or if the assets are sold
“value of the dollar compound the pressures at their inflated value (and the debt repaid)

created by the excess debt situation. prior to termination of inflation. Obviously,

neither of these developments occurred. Infla-

The symptoms of an excess debt situation tion was drastically slowed and the inevitable

are increasing inability of borrowers to make decline in land values came. Land values

interest and principal payments on schedule established in 1981 made sense only if infla-
and a subsequent increase in loan foreclosures tjon continued at levels anticipated in 1981.

and bankruptcies. The observed rise in loan
delinquencies has occurred simultaneously with
record Tevels of real interest rates and sub-
stantial increases in the value of the U.S.
dollar. Thus, government economic policies
designed to bring inflation under control have
been blamed for much of the financial problems

The decline in land values consumed farm-
ers' equity and hence their lenders' margin of
collateral. Consequently, the debt/asset
ratios of farm borrowers increased and the
quality (as measured by collateral margin) of
the lenders' agricultural Tloan portfolio de-

in agriculture. Most of the policy proposals clined.

for dealing with the farm finance situation Declining land values removed the impres-

have focused on treating the negative cash sion of financial well being that both farmers

flow and loan delinquency symptoms of the and their lenders had for the past 10 years.

excess agricultural debt rather than on Without the umbrella of inflation driven in-

correcting the problem itself. Those who view creases in land values to collateralize expand-
high interest rates and the strong dollar as ed debt to cover cash flow shortages, the

causes of the current farm finance situation agricultural sector is faced with rising delin-
have tended not to look beyond these factors quency rates on farm loans and increasing

in their search for the causes and cure of the numbers qf loan foreclosures and bankruptcies.

farm finance problem. USDA data showing the cash flow deficien-

cies of financially stressed farmers suggest
that the magnitude of farm debt swamps the
impact of "high" interest rates for most farms
experiencing financial stress. Reducing cur-
rent interest rates by 50 percent (100 percent
in some cases) would not eliminate the cash
shortfall of farms with excess debt.

1USDA, "The Current Financial Conditions of
Farmers and Farm Lenders,” Economic Research
Service, Agricultural Information Bulletin No.
490, March 1985. ‘

UNIVERSITY OF MISSOURI, LINCOLN UNIVERSITY, U.S. DEPARTMENT OF AGRICULTURE AND LOCAL UNIVERSITY EXTENSION EOUNCILS COOPERAT!EJG



TABLE 1

KEY INDICATORS OF CHANGES IN ECONOMIC HEALTH IN U.S. AGRICULTURAL SECTOR

Value of Incomes as
Net Farm Farm Farm % of Debt Farm Debt
Income Assets - Debt Asset Asset :Net Farm
Bill $ Bill $ Bill § Value Ratio Income
1940-49 11.8 90.3 9.45 13.1 .11 .80
1950-59 12.8 171.5 17.3 7.5 .10 1.35
1960-69 12.4 247.4 36.7 | 5.0 .15 2.96
1970-79 23.6 521.9 83.7 4.5 .16 3.55
1980 21.2 1005.5 159 2.1 .15 7.50
1981 31.0 1089.8 175 ’2.8 - .16 5.65
1982 22.3 1083.5 202 2.1 .19 9.05
1983 16.1 1045.2 216 1.5 .21 13.42
19841 31 1031.1 215 3.0 .21 6.94
1985° 22 NA Y 9.87
1pre11minary
2forecast

Excess debt (debt that cannot be repaid
_from income “generated by the asset purchased
with_borrowed—capitali—Is_the_cause _of=the
current financial stress in agriculture.

How much excess debt is there?  USDA data

indicate that there is approximately $50 bil

lion of agricultu sbt—that—cannot bé paid
from current income (bafﬁ“fé?m“ﬁﬁq;ﬁﬁﬁ‘farm
sources) of farmers owing that debt.” This is
23.5 percent of the total debt owed by U.S.
farmers. Three fourths of this éxcess debt™is
held by farmers with less than $100,000 in
annual gross sales. Forty-five percent of the
debt is owed by farms with less than $50,000
annual sales.

28u1]ock, J. Bruce, "Farm Credit Situation:
Implications for Agricultural Policy." FAPRI
#4-85, Department of Agricultural Economics,
University of Missouri-Columbia, March 1985.

Policy Options and Their Potential
Effectiveness

Provide Higher Price Supports

Many point to higher farm commodity prices
as a cure for any problem facing agriculture.
However, USDA data call into serious question
the capacity of higher support prices to solve
the current financial problems in agriculture.
Farm prices would have to be increased far

beyond TiKely acceptatteé Tevels to correct the”

financial problems for most of the 386,000
farms with the most severe financial»streéél‘

Price support increases of this magnitude
are Tot feasihle. ~The turrent—financial pro-

‘blems of U.S. agriculture are too large to be

solved by price and income support programs
alone. Somehow the debt must be decreased.

Provide Government Loan Guarantees

Government Joan guarantees  do not in-
crease the repayment capacity of farmers with




financial problems. A loan guarantee program
will successfully deal with the financial
stress problem only if the program requires
that the excess debt situation of the borrower
be corrected as a precondition for obtaining
the loan guarantee. Otherwise the unavoid-
able wealth Tlosses required to correct the
excess debt problem will be transferred from
borrowers and lenders to the government
(assuming the government does not confiscate
the assets of the defaulting borrower).
Government loan guarantees are certainly a
viable policy option, but they should be
recognized as a loss transfer mechanism.

Add Liquidity to the Land Market

One proposal is an agency to purchase
land. The agency would give strength and
liquidity to the land market and lease the
Tand back to the farmer so that the farming
operation could be continued. If the land
purchase agency expected to receive a competi-
tive return on funds invested in land pur-
chases and if land were purchased at a price
equal to the selling farmer's debt, the lease
payments would be about the same as the inter-
est payments the farmer had been making on the
land debt. The borrower's title would be
traded for release from making principal pay-
ments.

The land purchase/lease back agency would
completely solve the cash short fall problems
only for about 20 percent of the highly lever-
aged farms. The remaining farms would still
have several thousand dollars in annual cash
short falls.

The 1land purchase proposal does deal
directly with the problem of excess debt. It
removes the burden of principal payments from
the farmer, but does not remove interest pay-
ment obligations.

Expand Goverment Loan Programs

More credit, even at subsidized interest
rates, s not the solution to excess debt. A
strong case can be made that Tiberal govern-
ment lending policies promulgated by Congress
through FmHA have already compounded rather
than eased the farm credit problem. Govern-
ment lending programs provided 20 percent of
the growth in non real estate farm debt over
the past 12 years. FmHA operating loans in-
creased 70 percent in 1976. This was followed
by annual increases of more than 50 percent
over the 1978-80 period. FmHA provided 34
percent of the increase in farm non real
estate debt during the 1979-82 period. FmHA
market share of non real estate farm debt

chips fall where they may.

increased from 3 percent in 1973 to 15

percent in 1983.

Much of this debt was for disaster loans.
Disaster loans are not a help for farms that
already have more debt than can be repaid.
Borrowed funds can profitably be used only on
investments that yield a return higher than
the interest rate at which the funds were
borrowed. Paying last year's production ex-
penses on a failed crop from borrowed funds
produces no return on investment. There is a
genuine need for farm programs to provide
mechanisms for disaster relief. However, to
avoid doing more harm than good this disaster
relief must take the form of grants or indem-
nity payments from insurance. Providing farm-
ers with money to deal with disaster should

“not make the business financially less sound.

Do Nothin

rie policy option is_to si le e
This would mean
that the losses will be shared between bor-
A do nothing government

rowers and lend
‘ﬁ?ﬁ§?§ﬁ—WEETE—Fé?S%% in a substantial transfer

of asset ownership from borrowers to lenders
qggl_gn_a_suns;r.anmai_.mcrease_l~ the amount of
Tand sales. Land pr1ces have already 1 fallen
33 to 47 percent in the Corn Belt. Forcing
the complete adjustment to occur through land
sales would generate additional declines in
land values--something which may occur regard-
less of the policy selected. However, a do
nothing policy is 1ikely to cause an over
reaction in Tand prices in the short run.

A do nothing policy is workable. The
market will adjust. The results will include
a, substantial increase in the number of loan
fareclosures and farm bankruptcies. It will
also result ip _a substantial increase in the
number of agricultural bank failures. ~An
agriculture and a Tlending industry would
emerge after a do nothing po]1cy, but a do
nothing policy would bring major structural
changes—in—both—indusiries.™ The Tmpacts of
these changes would spill over into main
street of rural communities. Palicy makers
will have to decide if_ these changéf—EFE‘Eh
acceptable price to pay for getting rid of
excess debt.

I

emove Excess Debt

Solution to the excess debt problem
requires that the excess debt and associated
principal and interest payments be removed
from the agricultural balance sheet and cash
flow. Public policy will determine how these
wealth transfers are distributed among bor-
rowers, lenders, and the government. '




ruption caused by the current situation. If
the decision is to do nothing, then lenders
and borrowers need to know that so they can
jnitiate immediately the adjustments to
minimize losses.

Conclusions

The magnitude of the excess farm debt
problem requires large scale and immediate
corrections. Failure to correct the problem
will completely consume the equity of farmers
holding the excess debt. Failure to correct
the problem will also threaten the economic
viability of financial institutions currently
providing credit to agricultural producers.

* Kk %k k * Kk *

Editor's Comment

Professor Bullock's analysis is stark. It
does not dwell on the pain_of _current
adjustments. It does correctly point out that
~there is too much debt and the real question
is about who will "eat"™ it when the jugglings
stops. -

n————

There seems no way of avoiding the wealth
transfers and losses resulting from creation
of the excess debt and the asset devaluations
that followed. Failure to recognize the

losses and to terminate the growing debt
service obligations associated with the excess
debt compounds the problem.

The challenge facing policy makers is to
determine _now 0sses are to
ted among borrowers, lenders, and the govern-
ment—~

High interest rates per se are but part of
the problem. The problem s so large that
interest rate subsidies could provide only
partial relief to the symptoms of the excess
debt problem. )

The magnitude of the excess debt problem
renders price suppert policies ineffective as
a solution. The farm finance problem must be
dealt with separately from price and income
policies. The finance problem should be dealt
with before price and income policies of the
1985 farm bill are developed.

A policy decision should be made quickly.
If there is to .be relief through government
programs, it should be implemented as soon as
possible to terminate the lTosses and the dis-
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The analysis does not say what we all
know. If the government ends up with the
excess debt, it will be passed to the citizens
- those who pay taxes and those who are the
recipients of government programs which would
be cut as a result.

How we decide to deal with the farm credit
situation will affect who owns the land. One
reviewer of this newsletter asked "Why should
the public care who owns the land? Someone
will farm it." The question is relevant, but
it misses an important point. It does not
deal with the speed at which adjustment can be
absorbed without producing social disruption.
I think we run real danger of taking change
faster than we can assimilate it.

Not said at all is that current pressures
may be seen as a way in which farm production
costs and land costs are being pushed downward
to create a domestic agriculture which must
have lower costs in order to be competitive

internationally. /é ! y’ 2 .

Robert J. Bevins
Extension Economist



Rumpelstilzchen spun straw into gold. Last quarter dozens of
- leading businessmen spun past sins into current virtue.
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By Ben Weberman

=1 AS STANDARD O1L Co. (Ohio)
I & Chairman Alton W. White-
25 house been rereading the sto-
ry of Rumpelstilzchen, who spun
straw into gold? In Sohio’s fourth-
quarter 1985 report, just out, White-
house says that Sohio’s profit ($379
million) “would have increased 11%”
over 1984's fourth quarter—only it
didn’t. Why not? A little matter of a
$1.15 billion writeoff. And what’s a
writeoff among friends? Just a paper
entry. An “extraordinary” charge.

Or is it “just” a paper entry? In

Sohio’s case the writcoff is a confes- ‘

sion that Sohio blew well over $1 bil-
Chas. B. Slackman
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lion of shareholders’ money when it
decided to acquire Kennecott, the big
copper-mining company. Sohio paid
$1.8 billion for Kennecott five years
ago. Did its value fall by $1 billion in a
single quarter? No. It was a bad deal
from the beginning, overpriced and
ill-timed.

Hold it: Doesn’t this suggest that
Sohio was actually overstating its
earnings over those five years that the
Kennecott investment was deteriorat-
ing? Certainly it was evident well be-
fore Dec. 31, 1985 that the acquisition
was a bad mistake.

Sohio portrays the writeoff as a
brave and virtuous step. “We've
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streamlined the compar{y,” explains
Sohio spokesman John Andes. “It gets
us in shape to deal with the market
and proceed as a very healthy com-
pany into 1986.”

Past sin into future virtue. Bad judg-
ment into praiseworthy realism.

David Hawkins, a finance professor
at the Harvard Business School, isn't
impressed. “The writedowns are usu-
ally taken well after the events actual-
ly occurred,” says Hawkins, “which
makes you think you can’t believe
any of the numbers over the last few
years.”

Rumpelstilzchen accounting, also

known as Big Bath accounting, was
used _by. dozens inessmen—in
1985’s fourth quarter_.It seemed a
good time to take the hit. The stock
market was strong enough to absorb
the modestly bad news, and, besides,
everyone was doing it.

Why do managers wait so long to_
take their medicine? Why are they 50

reluctdnt to write down assets_on._a
regular _basis? “Because it doesn't
make them Took like very good stew-
ards of shareholders’ interests,” says a
partner at Arthur Young & Co., who
asked not to be identified, “particular-
ly if they were the ones who said,
‘Let’s buy this business.’

Avon Products’ Chairman Hicks B.
Waldron took the Big Bath. Waldron
recently informed shareholders that
he sold Avon’s Mallinckrodt, Ine. di-
vision and booked a charge of $223
million in last year’s fourth quarter.
The charge washed fourth-quarter net
income from $73.7 million in 1984 to
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Weren’t Avon’s pretax eamings
then overstated by $223 million, up
until the writedown? A reasonable |
question. But Waldron ignored that. |
Accentuating his “asset redeploy-
ment program,” Waldron said he ex-
pected “eamnings to improve steadily
in 1986.”

An immediate benefit, of course, of
a Big Bath 1s to make your vital return
on equity number look better. If you
decrease the denominator faster than
the numerator, the value of any frac-
tion will grow to the sky.

When T. Boone Pickens was chas-

. ing after Unocal, for example, Fred

Hartley stoutly defended Unocal’s
shale oil investment. With Pickens
out of the way, Hartley wrote the in-
vestment off in last year’s fourth quar-
ter, at a cost of $250 million. The
beauty of Big Bath accounting is that
you decide when to face the music.
A modest proposal: Let manage-
ments take their Big Baths subiactive.

—J
ly, but make them take the_charged
against funiiveearings, rather than

bunching thém up in one quarter’s
e g e e ey e S e
accounts as a specialitem. Since man- ¥,
agemen: overstated ~past earnings;
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- why not make them tnderstate future

“earnings_to_compensate? THis s Aot

“allowed _under_ currént “a¢counting

tules, but say this for such a proposal:
It would make managements pay for
their mistakes where it really hufis,
Nothing wrong with admitting
mistakes, but don’t expect investors
to forget that many of these same
managements were responsible for
the bad judgment in the first place. |

{



Kansas Legislative Policy Group
301 Capiltol Tower, 400 West Eighth, Topeka, Kansas 66603, 913-233-2227

TIMOTHY N. HAGEMANN, Executive Director
February 20, 1986

TESTIMONY
to
SENATE COMMITTEE
on
FINANCIAL INSTITUTIONS and INSURANCE
Senate Bill 555

Mr. Chairman and members of the Committee, | am Chip Wheelen
of Pete McGill and Associates. We represent the Kansas Legislative
Policy Group which is an organization of County Commissioners from
primarily rural areas of the State. We appear today in support of the

provisions of SB 555.

For those of you who are not acquainted with the KLPG, we
should point out the unique characteristics of our tax base. Our
assessed valuations are principally attributable to two types of
property; agricultural real estate and minerals production. This means

that many of our taxpayers are either farmers or oil and gas producers.

We do not believe it is necessary to describe for you the
unfavorable conditions that have affected our agri-business sector and
the minerals industry. You are well aware of these facts. The important
point is that these taxpayers depend to a great extent upon local banks

for the credit necessary to finance their farming and business operations.

We believe that enactment of SB 555 would assist toward allowing
our local banks to continue making loans to the people who finance our

local governments because their property comprises our tax base. To
county officials, it could mean the difference between collecting property

taxes and issuing delinquency notices. For this reason, we respectfully

urge you to recommend SB 555 favorable for passage.
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TESTIMONY
before the o.
HOUSE COMMITTEE ON COMMERCIAL AND FINANCIAL INSTITUTIONS

Charles I. Movyer

February 20, 1986

Mr. Chairman and Members of the Committee:

My name is Cy Moyer, Executive Vice President of the
First National Bank of Phillipsburg, Kansas. I am here on
behalf of the Kansas Independent Bankers Association in
support of Senate Bill 555.

SB 555 provides assistance and needed flexibility for
farmers and businessmen and their banks by allowing
amortization of loan losses. There is a need for such
legislation in rural Kansas.

For a returning strong rural economy in Kansas, we need
to keep the viable farmers and rural businessmen in business.
We need to develop strong policies to stabilize Kansas farm
real estate prices, farm machinery prices, as well as
employment and business in rural Kansas.

Kansans cannot wait until Washington enacts legislation
or federal regulatory authorities develop changes in
regulatory requirements. In the first place, their concerns
are much wider in scope than rural Kansas. Even though our
senators and congressmen from Kansas are concerned and want
to help, the large majority of the U.S. Senators and

Congressmen do not understand our need nor do most of them
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care about our agricultural crisis in rural Kansas.

If we are going to improve and keep rural Kansas viable
and financially stable, we have to start lending a helping
hand to rural Kansans. In the past, agricultural legislation
has attempted to solve the farmer's problems by increasing
the level of income for the farmer such as the PIK program in
1983. The Administration and Congress have moved towards a
market-oriented solution to the problems facing agriculture
with the new farm bill that has just been enacted. In other
words, farm operations must show a positive cash flow under
current market conditions.

To adjust to this new concept, the farmer that has debt,
must eliminate or greatly reduce farm debt now if he is going
to survive. But time is needed for bankers, farmers, and
rural businessmen to adjust from the previoué farm programs
to the market-oriented farm concept. Senate Bill 555 is a
step in the right direction for such adjustment. This bill
permits banks and their rural customers to work through some
critical times so that both the lender and the customer have
the opportunity to continue in business. This bill enables
banks to use responsible reamortization of, not only losses
but also possible write-downs. Loans can Be renegotiated
with farmers and rural businessmen. Amortization permits
farmers or rural businessmen to operate under present farm
prices while bringing about a positive cash flow instead of

liquidating or cutting their operations to where it is no
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longer feasible or viable. It allows the farmer to reduce
his debt so that his current income would support the
repayment of it on a stronger basis.

I realize that this concept is a directly legislated
change in accounting rules that are generally accepted at the
present time. Current law forces banks to write-off any
losses in a loan portfolio against its capital at the time
these losses are recognized. In normal business conditions
this is a sound practice, but in the current critical
situation in our agricultural economy, the pressure on
smaller rural banks' capital is so great it actually adds to
the problem facing both farmers and banks. Losses on
agricultural loans can cause reductions in bank capital. The
capital reduction then in turn fofces a bank to call in more
loans, generating more losses, forcing still further
reduction in bank capital, and so on, in a destructive cycle.
This could destroy both the bank and many viable rural Kansas
farmers and businessmen. At the very least, banks may no
longer be able to serve as strong ag lenders to their
communities, thus compounding the pfoblems caused by the loss
of a major source of credit.

Amortized farm loan loss accounting as proposed in SB
555 can help agricultural banks remain competitive suppliers
of credit to farmers and rural businessmen. It permits the
banks to absorb part of their farm lending losses over a

period of time sufficient for the agricultural economy and

O
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bank capital and earnings to recover. This legislation, if
enacted, will work to provide needed assistance for rural
Kansas farmers, businessmen, and lenders who are being
squeezed by the ongoing agricultural crisis. That crisis, in
turn, is the downward spiral of farm real estate and machinery
values.

I respectfully urge your support of Senate Bill 555. If

there are any questions, I will be happy to respond.:
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rFs. PUBLIC POLICY STATEMENT

SENATE FINANCIAL INSTITUTIONS AND INSURANCE COMMITTEE
Senator Neil Arasmith, Chairman
February 20, 1986

RE: S.B. 555 - Allow Banks to Amortize Loan Losses Over a Period
of Five Years

; Presented by:
Bill R. Fuller, Assistant Director

Public Affairs Division
KANSAS FARM BUREAU

Mr. Chairman and Members of the Committee:

I am Bill Fuller, Assistant Director of the Public Affairs
Division of Kansas Farm Bureau. I am speaking on behalf of the
farmers and ranchers who are members of Kansas Farm Bureau. We are
PROPONENTS of S.B. 355 ... a bill allowing banks to amortize loan
losses over a period of five years.

Whether or not farm operators have a chance to restructure
debt over the next few years will be largely determined by the
flexibility that financial institutions will have in dealing with
individual farmers' debt problems. Policy adopted by the delegates
representing the 105 County Farm Bureaus at the 67th Annual

Meeting of Kansas Farm Bureau stated:

AGRICULTURAL CREDIT

"...In these difficult times neither farmers nor

lenders will succeed by themselves if the other fails.
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Commercial banks face difficulties in continuing to
work with many agricultural borrowers. We support
programs which will assist banks in providing service to
rural communities in Kansas. We believe commercial
banking institutions should have a longer time to write
off agricultural loan losses. ..."

For the last five years agricultural finance policy has been
driven by the "one more year" syndrome. The goal has been to keep
borrowers and lenders solvent for one more year in the hope that
the debt/income situation would correct itself. Agriculture has

" Since farm operators and lenders are

run out of "one more year.
partners and one cannot survive without the other, actions must be
taken to help both. How banks are forced to classify loans and how
long they have to write off loan losses will determine how much
debt relief they can provide farm operators.

We feel so strongly about the bank regulatory issue addressed
in S.B. 555, we are working through our National Organization to
address the problem in the U.S. Congress. The 1986 policies
adopted by the State Farm Bureaus for the American Farm Bureau

Federation on January 16, 1986 included the following new policy

concerning commercial banks:

AGRICULTURAL FINANCE

"... recommend that commercial banking institutions

be given increased authority to extemnd the period of

time for writing off agricultural loan losses. ..."



In closing, we believe it is essential banking regulations be
eased so that banks have an opportunity to work with farm
borrowers, yet not jeopardize the bank's future. We urge the
passage of S.B. 555. I will attempt to answer any questions you

may have. Thank You!



TESTIMONY OF: Michael D. Heitman, Deputy Bank Commissioner
Kansas Banking Department

PRESENTED TO: The Senate Committee on Financial Institutions and

Insurance
DATE: February 20, 1986
SUBJECT: Senate Bill No. 555/Loan Loss Amortization

The referenced bill requires that the State Bank Commissioner
determine the eligibility, feasibility, and on-going viability of a
plan submitted pursuant to the proposed language. This supervisory
function will significantly impact the financial resources and overall
supervisory capacity of our department. Additionally, there are
regulatory issues which are not clearly addressed within the proposed
language.

1. Fiscal Impact: The timely processing of the estimated number of
applications will require additional office staff, equipment,
space, etc. Our projections indicate that the associated cost in
fiscal year 1987 is approximately $166,000. This summary is based
upon a ninety (90) day turn-around time parameter, a one (1) week
processing period for each application, sixty (60) immediate
applications and one hundred twenty (120) subsequent applications.

We also assume that we can hire the additional staff from outside
the department, not having to raid the ranks of our field
personnel. Reality will probably dictate that field examiners be
utilized which will significantly deminish our capacity to
adequately monitor all state-chartered banks including meeting the
mandatory eighteen (18) month examination requirement established
by statute. This must be avoided.

We have submitted a detailed analysis and summary of our cost
projections to the Acting Budget Director. Chairman Arasmith has
been given a copy of this response.

It is going to be difficult and costly to determine the
acceptability of any given plan. Consequently, we suggest that if
a deviation from generally acceptable accounting standards- is
deemed acceptable in principle, that all banks be deemed eligible
once loan losses result in an impairment of capital. Determining
the viability of any given five (5) year projection will, in
reality, be most difficult and will be based on a refined but
arbitrary process.

-more—
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2. Other Regulatory Concerns: Matters in need of clarification

pertaining to legislative intent:

(a)

(b)

(c)

(d)

(e)

()

Insolvency - Pursuant to K.S.A. 9-1902, the bank is deemed to
be insolvent when "the actual cash market value of its assets
is insufficient to pay its creditor liabilities..." The
proposed language would not prevent the closing of an
insolvent bank. Amortization does not affect the market
value of the underlying asset. Hence, it appears the intent
of the legislation is that it apply to solvent banks only.

Type of Examination - The language refers to ‘"any
examination". We request clarification as to the type of
examination, i.e., regulatory examination.

Quarterly Call Reports - By statute, banks must file
quarterly call reports in a form prescribed by the
Commissioner and publish the same. Inasmuch as the purpose
of such publication is to allow the public to assess the
overall financial <condition of the bank, we request
clarification pertaining to the specific treatment of known
losses carried as an asset.

Utilization of Amortization - Is it the intent of the
legislation to allow a bank to utilize the amortization
option any number of times? If so, are they restricted to
the initial five (5) year period with the original schedule
being adjusted for subsequent losses which would be amortized
over the existing time parameter?

Amortization Implementation — Is the amortization to begin at
the beginning of the five (5) year period or at the end of
the first year? Are adjustments to be monthly, quarterly,
semi-annually or annually?

Recoveries =~ How is the schedule to be adjusted for
recoveries pertaining to loans which are a part of the
amortization program?

We request that the language of the bill clearly reflect the intent of
the legislation pursuant to these matters.

MDH: jas



- ' STATE OF KANSAS

Eugene T. Barrett, Jr.
Bank Commissioner

Michael D. Heitman
Deputy Commissioner

OFFicE OF

BANKING DEPARTMENT
TOPEKA

February 18, 1986

Mr. Gary L. Stotts

Acting Director of the Budget
State Capitol Bldg. - Room 152-E
Topeka, Kansas 66612

Re: Fiscal Nofe - Senate Bill No. 555

Dear Mr. Stotts:

The referenced bill would amend K.S.A. 9-1807 to allow a state-chartered bank
to amortize loan losses identified within an examination provided that 1)
additional capitalization is required, 2) the bank submits a written plan
outlining specific steps to be implemented to avoid further deterioration and
to return to profitability, and 3) the Cammissioner accepts the bank's plan of
corrective action. Additionally, the Commissioner is required to conduct
regular reviews of the effectiveness of the bank's plan.

The subject bill, if passed in its present form, would significantly impact the
resources of this department. Pursuant to our supervisory responsibilities
contained within the amendment, this department will be required to 1) prepare
formal guidelines governing the contents of an amortization application, 2)
review each application to determine accuracy, viability, and completeness, 3)
initiate and follow through on correspondence attempting to clarify and support
statements and projections contained within the applicant's plan, 4) prepare a
complete and self-contained analysis of +the plan including a final
recommendation of acceptance or rejection, 5) clarify and resolve questions or
concerns resulting from the Commissioner's review of the preliminary
recommendation, and 6) devise and implement an information system pertaining to
the tracking and monitoring of ~pending applications as well as those
subsequently approved. A

The fiscal impact is directly related to the number of applications received.
Our projections will include all banks presently below capital guidelines or
considered likely to be in the future. Soame of these banks have the capacity
to resolve the capital deficiency through an infusion of new funds; however, we
believe all will elect to pursue amortization of losses rather than provide new
capital.

“more-
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STATE OF KANSAS

Michael D. Heitman

Eugene T. Barrett, Jr. Deputy Commissioner

Bank Commissioner

OFrice oF

-BANKING DEPARTMENT
TOPEKA
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1. Projected Applications: Presently, there are sixty (60) state-chartered
banks operating below the capital guideline of six (6%) percent equity capital
and a fully funded loan loss reserve. All have resulted from state or FDIC
examinations. Consequently, we anticipate an immediate application from all
sixty (60) banks.

One hundred thirty eight (138) state-chartered banks are rated nzu_ougqn or neHm,
We project this group to expand to one hundred fifty two (152) by fiscal year
end June 30, 1986 (based upon the growth rate of twenty-nine (29%) percent
experienced between July 1, 1985 and January 31, 1986) and to one hundred
eighty two (182) by fiscal year end June 30, 1987 (based upon the assumption
that economic conditions are stablizing which should lead to a corresponding
decline in the growth rate of problem banks). All banks in this group are
likely to incur losses which will, to some degree, result in a capital level
below regulatory guidelines. Consequently, we anticipate receiving
applications from this group through fiscal year end June 30, 1987.

We conclude the following:
Immediate applications - 60
Subsequent applications - 122 or 10.2 applications per month

2. Processing Time: The initial application will be reviewed for accuracy and
completeness. Most  applications will (from experience) require
clarifications, additions, and corrections. Once a completed application is
received, a thorough analysis pertaining to the feasibility of the plan must be
conducted culminating in a written, self-contained recommendation for
acceptance or rejection.

We conclude that this process, including subsequent follow-up and review, will
average one (1) week per application.

Staffing Needs: The individuals conducting the feasibility of the bank's
proposal must possess skills comparable to those required of a Review Examiner.
Their examination experience must be sufficient to reasonably deduce fact from
wishful thinking and logically support their conclusion. It is in this regard
that we deem examination experience of five (5) years or more to be necessary.

“more-
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One individual will work an average of forty-seven (47) weeks per year. Hence,
one (1) review examiner could process approximately forty-seven (47)
applications per year or approximately four (4) applications per month.

We will receive an immediate influx of sixty (60) applications. Using a ninety
(90) day turn-around parameter, the following personnel would be needed:

(a) First ninety (90) day period - Five (5) additional review examiners (5
review examiners X 4 applications per month = 20 applications per month. 60
applications divided by 20 = 3 month turnaround.)

During the first three (3) month period an additional thirty (30) applications
would be received. This group plus the applications received during months
four (4) and five (5) would require the continued utilization of five (5)
review examiners. (30 applications + 20 received = 50 applications divided by
20 = 2-1/2 months.)

(b) At the end of the fifth (5th) month ten (10) unprocessed applications
would be on hand. We estimate that from this point on, a ninety (90) day
turnaround period could be maintained with two (2) permanent review examiners.

(c) The additional review examiner staff would require one (1) additional
secretarial position.

4. Office Space: The additional staffing will require the acquisition of
approximately 350 square feet of space.

5. Office Furniture, Fixtures and Equipment - Desks, chairs, phones, file
cabinets, Herman Miller partitions, etc.

6. Legal Expenses: Estimated $2,500

7. Summary: Personnel Cost $ 154,617
Office Space $ 3,300

Fixtures & Equipment $ 5,749

Legal $ 2,500

TOTAL: $ 166,166

Additionally, if the Comptroller of the Currency would not allow the national
banks to utilize the same regulatory accounting techniques or if the means of
acceptance were more restrictive, this department could easily experience a
significant increase in applications to convert to a state-charter.

-more-
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Although it is unlikely the State Banking Board would look favorably on such
applications, the processing and investigation of said applications would
represent a significant detriment to the realization of our on-going
supervisory requirements pertaining to existing state-chartered banks.
Sincerely,

sl Becrens-

Michael D. Heitman
Deputy Conmissioner

MDH: jas
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