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Presidential elections are the red letter days on the political calendar, for the
obvious reason that the U.S. presidency is the world’s most powerful office.
Yet that power can be supported or undercut by what happens two years
later, in national midterm elections. Voters weigh in on all 435 House seats
and elect at least one-third of 100 Senators, and the typical result—Ilosses in
the House for the president’s party—can have a major impact on policy and
politics leading up to the next presidential election.

Now, as Republicans and Democrats gear up for a showdown in November,
every poll and pundit seems to offer a different take on what the result will
be. But to judge by the long history of this nation’s midterm elections, it
would be a mistake to take any prediction as absolute truth, says Dr. Larry
J. Sabato, the founder and director of the University of Virginia Center for
Politics. Surprises are the rule, not the exception, Sabato says, as everything
from international conflicts to economic turbulence can affect which party
does a better job in delivering motivated voters to the polls. OUTLOOK spoke
with Sabato about what history has to say about midterm elections, the
balance of political power and how the second half of President Trump’s first
term may play out.

OUTLOOK: Given what you’ve studied about past midterm elections, what
factors are you watching most closely leading up to this fall?

Larry Sabato: \We have to start with presidential popularity, because we have
never had a first term president this unpopular. President Trump’s approval
ratings are pretty much stuck in the low 40s, and to the best of our ability

to gauge it, Trump has never been over 50 percent on a single day of his
presidency, not even on his inaugural weekend, when he was close but
didn't get there. This is remarkable. Looking at polls going back to the
mid-1930s, that has never happened before. And, of course, Democrats
have been very angry since the election. Starting on his inaugural weekend,
you had massive protests.

So, you have to start there and say Democrats are certainly favored to
gain seats in the House, at least, and probably governorships and state
legislatures. We don’t know how high or far that blue wave is going to reach.
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OUTLOOK: What about in the Senate?

Sabato: The current balance in the Senate is 51 Republicans and 49
Democrats. Some people might look at that and assume that Democrats have
an excellent chance to take back the Senate. But, in fact, it would take some
kind of tsunami for Democrats to get the seats they need. It comes down to
the fact that the Senate is a completely different animal from the House.

All 435 house seats are up for election every two years, so in a sense the
vote for the House is truly a national referendum. By contrast, only a third of
Senate seats are elected every two years, so a lot depends on which seats
happen to be coming open during which election. This year, you've got 26
Democratic seats on the ballot and just nine Republican seats. Ten of those
Democratic seats are in states that President Trump carried in 2016; some,
such as North Dakota and West Virginia, he won by large majorities. Keep
in mind that because every state, whether Wyoming or California (which has
70 times the population of Wyoming) gets two senators, small states have
disproportionate representation in the Senate—and small states these days
tend to be Republican. I'm not saying it's impossible. Lots of election results
stun you, but it would take a stunning result.

OUTLOOK: What impact is the improved economy likely to have?

Sabato: Republicans have been stressing the tax bill they passed at the

end of 2017. Over time, that may well help them to a certain degree. And

a great economy should help Republicans. How much it helps depends on
whether people really feel it and whether they believe that the good times
will last. Do they have confidence in the future and believe their children will
have the opportunity to do even better than they have? Yes, the economy
has strengthened in many ways, but these are “squishy” conditions. A

lot depends on what's happening at the moment, what’s in the headlines,
whether someone’s plant is laying off people or hiring people. Again, it's too
early to know, but | would say the economy and the tax bill are the two best
things Republicans can use. Of course, you could argue forever about how
much presidents actually have to do with the economy—they always claim
too much credit for good economies and take too much blame for bad ones.
Politically it matters because people think a president sits in the Oval Office
pushing buttons and pulling levers and running a 20 trillion dollar economy.
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OUTLOOK: If the House of
Representatives or the Senate
goes to a Democratic majority,
what will that mean from a
policy and governing standpoint?
What would a return to divided
government mean for the U.S.?

Sabato: If the House goes
Democratic, it is effectively a
veto on anything President
Trump proposes in legislation—
assuming the proposal is
ideological and associated with
the GOP. More technical bills as
well as consensus bills would
not be affected. However, if the
Senate stays Republican, then
Trump could still get many of his
Likely R nominees for public posts as well
as court picks confirmed. My
49 guess is that, if forced to choose
one house to control, the White
House would pick the Senate.

No Election Leans R Safe R
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OUTLOOK: And if the House and Senate both stay Republican?

Sabato: The margin will matter. Most GOP leaders concede that their current
margin of House control will be cut in half at best, and that would mean less
margin for error. The House GOP is divided into factions that often disagree
on fundamentals. Now it's perfectly possible, because of the seats on the
ballot, that the Republicans could net additional Senate seats. That would
allow for a few defections when a Supreme Court seat opens up, just to cite
one example.

OUTLOOK: How do national midterm election trends play out at the state
level—for example, with governorships?

Sabato: Democrats currently have just 16 of the 50 governorships, and
before they won New Jersey last year, they had 15—their lowest total
since the early 1920s. Over time, history tells us we should regress toward
the mean of about equal governorships on both sides. In the governors’
races you have 26 Republican-held positions being contested, compared
with nine Democratic governorships. So, overall, Democrats have a major
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The divisions of this country
do seem to be becoming
more extreme and that
should worry everybody.

For precedents | would
point to the late 1960s

and early 1970s.

opportunity to return some balance. | could see Democrats picking up only
four or five, or as many as eight, governorships in November. There are still
too many unknowns to make predictions, because we don’t know for sure
who the nominees will be. But | can tell you that the map at least gives
Democrats an opportunity.

OUTLOOK: What about state legislatures?

Sabato: If the Democrats do carry a substantial number of governorships
you're going to have a change in state legislatures as well. The Obama
presidency was a disaster for the Democratic Party at the state legislative
level. There are 7,400 state legislative seats nationwide. When President
Obama took office, Democrats controlled 4,100. Today they have 3,100
state legislators. The loss of 1,000 seats is a record among presidents of
the post-World War Il era. There’s no way the Democrats will make up all of
that ground this year, but they can start. They’ll probably add 300, 400, 500
state legislators. It's too early to know for sure, but there will definitely be a
gain for Democrats in state legislatures and that will matter in 2021, when
redistricting is done.

OUTLOOK: This year's midterms will take place in a sharply divided
political climate. Are there midterm elections from history that occurred
during similarly polarized periods?

Sabato: The divisions of this country do seem to be becoming more extreme
and that should worry everybody. For precedents | would point to the late
1960s and early 1970s. I'm 65 and was nearly an adult at that time, and

| remember it very well. Between Vietnam and Watergate and the very
controversial presidencies of Democrat Lyndon Johnson and Republican
Richard Nixon, the American system was pushed almost to a breaking point.

The 1970 midterm election during Nixon’s first term stands out as
particularly contentious. Elected in 1968, he was the first president in a
long time to come into office not having won either the House or the Senate.
Both had large Democratic majorities, and from the beginning, he had very
little support in Congress. He set his sights on trying to turn at least one,

the House or the Senate, to the Republicans. Vice President Spiro Agnew
went after the “nattering nabobs of negativism” in the news media, and
criticized the intellectual elitism of the networks. Some liberal Democrats
lost, especially in the Senate but also in the House. In the end, though,
Republicans still had a net loss of 12 House seats.
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MIDTERM RESULTS FOR INCUMBENT PARTY

1946 - Truman (D) 45
1954 - Eisenhower (R)
1962 - Kennedy (D)
1966 - Johnson (D) 47
1970 - Nixon (R)
1978 - Carter (D)
1982 - Reagan (R)
1990 - Bush (R)
1994 - Clinton (D) -52
2002 - Bush (R)
2010 - Obama (D) @ -61
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Over the first two years you're going to have people who are disappointed
with the new administration, unhappy about decisions that were made.
These voters look forward to going to the polls to register their unhappiness.
Meanwhile, the president’s supporters tend to be not as energized. After all,
their candidate was elected, they got what they wanted. It's not that loads of
people change sides. But turnout drops and the out-of-power party shows
up in greater numbers.

OUTLOOK: What other factors tend to affect midterms?

Sabato: You look first at the big picture items, such as presidential
popularity or unpopularity, and what the state of the economy is. You

have to be concerned about scandal, what the international situation looks
like and whether the U.S. is involved in an unpopular foreign war. All of
these are related.

OUTLOOK: To what extent do national crises influence midterm elections?

Sabato: In the 1962 midterms, during John F. Kennedy’s Democratic
presidency, Congress was heavily Democratic and by historical norms
the party might have been expected to lose quite a few seats. But in mid-
October, the Cuban Missile Crisis erupted. That standoff with Cuba and
the Soviet Union was resolved 10 days or so before the election and the
resolution was very favorable to the United States. So Democrats were
boosted and there was virtually no change in Congress.
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The same phenomenon held during the midterm election of 2002, during
the first term of George W. Bush. It was a rare instance when the president’s
party actually gained seats in the House. That was, of course, just over a
year after the terrorist attacks of September 11. A crisis of that magnitude
can also lead to periods of bipartisanship. Democrats and Republicans

in Congress actually achieved a lot, internationally and domestically, for a
couple of years.

OUTLOOK: To what extent do social movements or demographic factors
enter into the outcome of midterms?

Sabato: Party is absolutely the most important factor, but beyond party,
racial and ethnic and gender lines are very important, and probably age

and even education. So, there are lots of ways to predict how groups will
vote. What we have a tough time predicting is the relative turnouts of various
groups, which matters a lot.

OUTLOOK: Demographic changes—waves of immigration, say, or shifts in
the racial mix of voters—tend to happen gradually. Does that limit their
impact on midterm results?

Sabato: Over time, demographic changes make a big difference. For
example, in the second half of the 20th century, whites often constituted
about 85 percent of the electorate. Now, that percentage is down to 70
percent, and by the middle of this century, it may be about 55 percent.
Because whites vote about 60 percent Republican, and all minorities together
vote about 80 percent Democratic, it's likely that Democrats will benefit—
though there’s also the chance that a decade or two from now, the GOP may
be able to attract more minorities, which would change this calculus.

But such shifts don't often have an immediate impact, and may not play out
as expected. The 26th Amendment became fully effective in 1971, giving
the vote to 18- to 20-year-olds. Predictions at the time were that the youth
vote would benefit Democrats substantially. But in the 1972 presidential
election, the new youth voters split about 50-50 between Richard Nixon and
George McGovern. Moreover, demographic shifts are much more likely to
show up in presidential years, because newly activated or registered voters
usually come out to vote for president but tend not to vote in midterms.
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OUTLOOK: Are there exceptions to that rule—times when demographic
factors have affected the outcome of a midterm election?

Sabato: The last time a midterm election was clearly swung by demographic
changes was in 1934, during Franklin Roosevelt’s first term. The New Deal
energized union workers, first-generation immigrants and many others who
had almost given up hope because of the Great Depression. The Democrats
actually gained seats in the 1934 midterm in part because of this—one of
only three times in the past 100 years in which the president’s party gained
House seats in a midterm.

OUTLOOK: We've talked about how the president affects midterm
elections. But what effect do midterms have on presidents and their
reelection prospects?

Sabato: Paradoxically, history shows that a loss, even a substantial one,
often helps the sitting president. Bill Clinton’s first-term midterm election,
in 1994, was a disaster. He lost 52 Democratic seats and the House went
Republican for the first time since the early 1950s. Almost everybody wrote
him off. The pundits were saying, Clinton is going to be a one-termer for
sure. The Republicans swept into Congress and, of course, promptly began
to over-read their mandate to bring about change. Clinton was able to

play himself off against the “Republican revolution,” and that became his
springboard to reelection. In 2010, thanks to Obamacare and other things,
President Obama lost even more than Clinton had—61 House seats—and
was also written off for reelection. And, of course, Obama successfully
countered Republicans in Congress and wound up being reelected. So, if
you're president, sometimes you can win by losing. By the same token,
though, presidents can also lose by winning.

OUTLOOK: When has that happened?

Sabato: After his election in 1988, President George H.W. Bush was

very popular. Then, when we won the Gulf War in very quick fashion, his
approval shot up still further, to about 90 percent. Thanks in large part to
that goodwill, the Republican Party bucked tradition and lost only a handful
of House seats in the 1990 midterm. Bush emerged looking so invulnerable
for reelection in 1992 that some Democrats, believe it or not, briefly toyed
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with nominating Bush as a Democrat. The idea was that they could then
nominate a running mate other than Vice President Dan Quayle, because
many voters had reservations about Quayle. Bush would be guaranteed a
second term but there was an outside chance they could defeat Quayle.
The fact that Democrats even considered such a strategy tells you what a
foregone conclusion a second Bush term appeared to be. Then, we went
into a recession, Bush’s “read my lips: no new taxes” pledge came back to
haunt him, Clinton emerged as the Democratic nominee and Bush lost the
race. In the end, that strong showing in the 1990 midterm meant very little.

OUTLOOK: Has a midterm result ever been such that a president was
discouraged from seeking reelection?

Sabato: That’s only happened a couple of times, and usually there have
been other major events going on that contributed to the decision. Democrat
Lyndon Johnson stood down in 1968 after a substantial loss of Democratic
seats in the 1966 midterms. But it wasn't just that. By 1968 he realized that
he had failed to win in Vietnam. Opposition to the war was so intense that
Johnson at some level knew he would probably lose if he ran. And, even

if he won, it might tear the country apart. Democrat Harry Truman could
have run for another term in 1952, because the 22nd amendment, limiting
the president to two terms, didn’t apply to him. But | think the combination
of disappointing midterm results in 1950, as well as his failures with the
Korean War, caused him to step aside. Plus, deep down, he probably knew
he would have lost to the Republican who became the next president,
Dwight Eisenhower. @
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Interest Rates and
Economic Indicators

The interest rate and economic data on this page were updated as
of 4/30/18. They are intended to provide rate or cost indications
only and are for notional amounts in excess of $5 million except for
forward fixed rates.

— KEY ECONOMIC INDICATORS

Gross Domestic Product (GDP) measures the change in total output of the
U.S. economy. The Consumer Price Index (CPI) is a measure of consumer
inflation. The federal funds rate is the rate charged by banks to one another
on overnight funds. The target federal funds rate is set by the Federal Reserve
as one of the tools of monetary policy. The interest rate on the 10-year U.S.
Treasury Note is considered a reflection of the market’s view of longer-term
macroeconomic performance; the 2-year projection provides a view of more
near-term economic performance.

ECONOMIC AND INTEREST RATE PROJECTIONS

HEDGING THE COST OF FUTURE LOANS

A forward fixed rate is a fixed loan rate on a specified balance that can
be drawn on or before a predetermined future date. The table below lists

the additional cost incurred today to fix a loan at a future date.

FORWARD FIXED RATES

Cost of Forward Funds
Forward Average Life of Loan
Period
(Days) 2-yr 3-yr B-yr 10-yr
30 5 6 5 5
90 6 9 8 7
180 10 15 14 12
365 19 33 27 24
Costs are stated in basis points per year.

SHORT-TERM INTEREST RATES

Forecasts courtesy of Bloomberg and Blue Chip Economic Indicators US Treasury Securities
2018 GDP CPI Funds 2-year 10-year
Q2 3.10% 1.80% 1.84% 2.42% 2.94%

Q3 3.00% 2.20% 1.97% 2.56% 3.05%
Q4 2.80% 2.00% 2.19% 2.70% 3.14%
2019 GDP CPI Funds 2-year  10-year
Ql 2.50% 2.20% 2.32% 2.84% 3.24%
Q2 2.50% 2.10% 2.46% 2.96% 3.34%

PROJECTIONS OF FUTURE INTEREST RATES

The table below reflects current market expectations about interest rates

at given points in the future. Implied forward rates are the most commonly
used measure of the outlook for interest rates. The forward rates listed are
derived from the current interest rate curve using a mathematical formula

This graph depicts the recent history of the cost to fund floating rate loans.
Three-month LIBOR is the most commonly used index for short-term financing.

3-MONTH LIBOR

= Daily Rate
30 Day Moving Avg

IMPLIED FORWARD SWAP RATES

to project future interest rate levels.

Years 3-month  1-year 3-year 5-year 7-year 10-year
Forward LIBOR Swap Swap Swap Swap Swap
Today 2.40% 2.56% 2.86% 2.93% 2.97% 3.01%
0.25 2.48% 2.65% 291% 2.96% 2.96% 3.01%
0.50 2.63% 2.77% 2.98% 2.97% 2.98% 3.05%
0.75 2.68% 2.89% 2.99% 3.01% 3.03% 3.06%
1.00 2.88% 2.97% 3.00% 3.03% 3.05% 3.08%
1.50 3.00% 3.02% 3.04% 3.05% 3.06% 3.09%
2.00 3.00% 3.03% 3.05% 3.05% 3.07% 3.10%
2.50 3.02% 3.04% 3.05% 3.05% 3.08% 3.10%
3.00 3.03% 3.05% 3.05% 3.05% 3.08% 3.11%
4.00 3.04% 3.04% 3.06% 3.03% 3.10% 3.07%
5.00 3.05% 3.05% 3.07% 3.10% 3.10% 3.08%

RELATION OF INTEREST RATE TO MATURITY

The yield curve is the relation between the cost of borrowing and the time
to maturity of debt for a given borrower in a given currency. Typically,
interest rates on long-term securities are higher than rates on short-term
securities. Long-term securities generally require a risk premium for
inflation uncertainty, for liquidity, and for potential default risk.

TREASURY YIELD CURVE
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COBANK UPDATE

CoBank Reports First Quarter
Financial Results

CoBank, a cooperative bank serving agribusinesses, rural infrastructure
providers and Farm Credit associations throughout the United States,
announced financial results for the first quarter of 2018.

Net income rose 8 percent to $284.4 million in the first quarter of 2018,
compared to $262.8 million in the first quarter last year. As further detailed
below, the increase was driven by a combination of factors, including
higher net interest income, higher noninterest income, and lower operating
and income tax expenses. These factors were partially offset by a higher
provision for loan losses.

Net interest income increased 4 percent to $371.0 million, from

$356.1 million in the same period last year. The increase resulted primarily
from higher average loan volume as well as higher returns on invested
capital. Noninterest income increased 48 percent to $81.4 million, primarily
due to the return of $35 million in excess insurance funds from the Farm
Credit System Insurance Corporation.

Average loan volume rose 4 percent to $101.7 billion, from $97.9 billion
in the same period last year. The increase resulted primarily from growth
in lending to grain and farm supply cooperatives and to affiliated Farm
Credit associations.

“We're pleased to have begun 2018 with another

period of solid financial performance on behalf of our
customer-owners and other stakeholders,” said CoBank
President and CEO Thomas Halverson. “Despite ongoing
challenges in the rural economy impacting many of the
industries we finance, the bank continues to generate
Tom Halverson strong results, meet the financial needs of its customers
and fulfill its mission of service to rural America.”

CoBank recorded a $50 million provision for loan losses in the first quarter
of 2018, compared to $15 million in the prior-year period, due to specific
reserves for a small number of agribusiness and rural infrastructure
customers, overall credit quality deterioration and growth in average loan
volume. Operating expenses declined by $8.1 million primarily due to a
reduction in Farm Credit insurance fund premiums. Income tax expense
declined by $7.2 million due to the positive impacts of federal tax legislation
enacted in December 2017.

B0
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About CoBank

CoBank is a $133 billion cooperative bank

serving vital industries across rural America.

The bank provides loans, leases, export
financing and other financial services to
agribusinesses and rural power, water and
communications providers in all 50 states.
The bank also provides wholesale loans
and other financial services to affiliated
Farm Credit associations serving more than
70,000 farmers, ranchers and other rural
borrowers in 23 states around the country.

CoBank is a member of the Farm Credit
System, a nationwide network of banks

and retail lending associations chartered

to support the borrowing needs of U.S.
agriculture, rural infrastructure and rural
communities. Headquartered outside
Denver, Colorado, CoBank serves customers
from regional banking centers across the
U.S. and also maintains an international
representative office in Singapore.

For more information about CoBank, visit
the bank’s web site at www.cobank.com.

Net interest margin rose to 1.15 percent in the first quarter of 2018 from
1.14 percent in the same period last year. The improvement in margin
primarily reflected an increased level of seasonal lending to grain and farm
supply customers as well as increased earnings on invested capital.

“Like most lenders, CoBank has experienced downward
pressure on margins for a prolonged period due to low
interest rates, intense competition in the banking industry
and other factors,” said David P. Burlage, CoBank’s
chief financial officer. “While it is encouraging to see a
slight increase in net interest margin in the first quarter,

David P, Burlage a higher level of seasonal lending drove that change.

We will continue to manage our assets and liabilities to
position the bank optimally for the evolving interest rate environment.”

Credit quality in the bank’s loan portfolio remained generally favorable,
despite some deterioration due to low commodity prices and other challenges
impacting rural industries. Nonaccrual loans increased to $325.8 million at
March 31, 2018, from $246.8 million at December 31, 2017. At quarter-end,
1.0 percent of the bank’s loans were classified as adverse assets, unchanged
from the end of last year. The bank’s allowance for credit losses totaled
$721.0 million at quarter-end, or 1.32 percent of non-guaranteed loans when
loans to Farm Credit associations are excluded.

CoBank’s capital and liquidity levels remained well in excess of regulatory
minimums. As of March 31, 2018, shareholders’ equity totaled $9.0 billion,
and the bank’s total capital ratio was 14.55 percent, compared with the

8.0 percent (10.5 percent inclusive of the fully phased-in capital conservation
buffer) minimum established by the Farm Credit Administration, the bank’s
independent regulator. At quarter-end, the bank held approximately

$30.4 billion in cash, investments and overnight funds, and had 176 days

of liquidity, which was in excess of regulatory liquidity requirements.

“We remain focused on building the financial position of the bank, including
the strength of our balance sheet, while investing in our operating platform,”
Halverson said. “In an uncertain market environment, we must be able to
manage multiple risks to ensure our long-term ability to serve customers.
CoBank continues to perform well in this regard and is well-positioned for
the future.” @
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