The financial stress in agriculture

Gary L. Benjamin

The financial problems that now grip
U.S. agriculture have received a great deal of
publicity in recent months. Typically, the
publicity has attempted to capture the human
emotions and sufferings of those most caught
up in the financial stress. Movie and media
accounts of the tragedy and of the emotional
scars of farm bankruptcies and foreclosure sales
have portrayed one of the very real aspects of
the unusually tough times facing farmers and
all of agriculture. But such accounts rarely
dwell on the causes and the extent of the
problems. The following article focuses on
these issues, giving particular emphasis to the
extent of the problem among U.S. farmers and
farm lenders.

How the problems arose

The problems in agriculture today, judg-
ing with the clarity of hindsight, have deep
roots in the excesses of farmers and their lenders
that were created by the inflationary environ-
ment of the 1970s. In that unusually prosper-
ous era for U.S. agriculture, farmers’
production and investment decisions were often
made, and willingly financed by creditors, on
the assumption that inflation would continue
and that foreign markets for U.S. grains and
soybeans would continue to grow at the phe-
nomenal 10 percent annual rate of that decade.
Resource use patterns changed dramatically.
Substantial acreage previously used for pasture
or held out of production—under government
programs to sop up the excess production ca-
pacity of U.S. agriculture—came into grain
and row crop production in an effort to capi-
talize on the booming export markets. New
land was cleared for crop production and use
of production-enhancing chemicals expanded
more rapidly, as did double-cropping and irri-
gation where feasible. Livestock production in
the Midwest shifted more quickly toward capi-
tal intensive confinement facilities (such as hog
farrowing and finishing facilities and cattle
feedlots) or to other geographic regions where
land values were less influenced by the poten-
tial for crop producton.

With the swelling optimism created by
inflation in that decade, bidding on farmland
became very aggressive and was virtually un-
affected by the rapidly rising interest rates in
the late 1970s. In the 12 years leading up to
the 1981 peak, farmland values rose at a com-
pound annual rate of 12 percent. Since real
estate accounted for roughly three-fourths of
all farm sector assets, the surge in land values
generated huge equity gains for farmers and
other land owners.

Fortified by growth both in earnings and
equity that outstripped inflation, farmers in-
vested more freely in machinery and equip-
ment, buildings and structures, and in land
improvements such as irrigation, land clearing,
tiling, and terracing in the 1970s. Lulled by
the same security, lenders were willing to fi-
nance a growing proportion of the increased
farm operating expenses, farmland purchases,
and capital investments. As a result, farm debt
also grew very rapidly in the 1970s, virtually
matching the three-fold increase in farm asset
values.

Unfortunately for many in agriculture,
the realities of the 1980s have not matched the
expectations of the 1970s. Export markets for
U.S. agricultural commodities, instead of
growing at a sustained rate, have shrunk. This,
coupled with widespread drought problems in
1980 and again in 1983, has had significant
repercussions for the earnings of most crop
farmers. Several factors contributed to the
downturn in exports, including the sharply ris-
ing value of the dollar, slow economic growth
abroad, expanded agricultural production in
other areas of the world, and the realignment
of trade patterns that has followed from the
heavy foreign debt burdens of several countries.

Livestock producers have also experi-
enced adversities in the 1980s. Growth in do-
mestic per capita meat consumption has slowed
sharply in recent years. In part, the slowing
reflects an aging population and the tendency
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of older people to consume less meat. It also
reflects consumers’ response to dietetic concerns
that have arisen in recent years. Red meat
producers have been especially hard hit by the
slower growth in meat consumption.

The unexpected realities of the 1980s en-
compass far more than just internal changes in
agricultural markets. In particular, an unbal-
anced mix of a tight monetary policy and a
stimulative fiscal policy since 1979 contributed
significantly to the changing realities for agri-
culture in the 1980s. So too did the stepped-up
moves toward financial market deregulation.
These factors dramatically altered trade pat-
terns in world markets by contributing to the
turnaround from the downtrending value of the
dollar in the 1970s to the uptrending dollar so
far this decade. These factors also contributed
significantly to a surge in inflation-adjusted in-
terest rates and an altering of terms on farm
loans.  Maturities on farm loans became
shorter. The use of fixed-rate loans diminished
as lenders moved toward variable-rate farm
loans and/or more frequent rate renegotiations.
The changing terms of farm loans, in the face
of very high interest rates so far this decade,
added considerably to the cash outflows of
many farmers. Indeed, to an unknown extent,
the financial stress among many farmers today
reflects their being saddled with annual debt
service requirements that could have been
considered at best only a remote possibility
when the debt contracts were negotiated in the
1970s.

The changes of the 1980s, while encom-
passing far more than just agricultural markets,
are nevertheless vividly reflected in measures
of farm sector earnings and farm asset values
(Table 1). Indicative of the boom conditions
of the previous decade, net cash farm income,
adjusted for inflation, in the 1970s averaged 27
percent higher than in the 1960s. But so far
this decade, real net cash farm income has av-
eraged 22 percent lower than in the 1970s and
the lowest since the early 1960s. Total net farm
income has fallen even more sharply so far this
decade while averaging the lowest since the
Great Depression. Because of the decline in
earnings, a growing contingent of farmers face
the problem of having insufficient cash intlows
to meet family hiving requirements and simul-
taneously meet annual debt service require-
ments. Cash flow shortages are most acute
among highly leveraged farmers who rely

Table 1
Real farm sector earnings surged
in the 1970s, but are down sharply
in the 1980s

Net cash Total net
income income

(billion dollars)
Annual averages

1960-64 $18.0 §16.7
1965-69 19.3 16.0
1870-74 248 21.3
1975-79 22.4 17.7
1980-84 18.3 12.0

mostly on farm earnings for their livelihood.
They are less severe among the many, and
typically smaller, farmers whose livelihood is
also supported by oft-farm earnings.

Traditional measures of farm sector
earnings encompass income returns to labor,
management, and capital. Over time, the
share of sector earnings attributable to labor
and management has declined with the de-
crease in the number of farmers and the coin-
cident substitution of capital for labor and
management. While the share of farm sector
earnings attributable to capital has increased,
the decline in total sector earnings has never-
theless resulted in a considerable decline in the
income return to farm capital. The lower in-
come return to capital, and the growing pessi-
mism regarding any near-term recovery, have
triggered a sharp drop in farm asset values
(Figure 1). Forthcoming revisions in U.S. De-
partment of Agriculture estimates are likely to
show that the value of farm sector assets has
retreated by about a sixth since peaking in the
early 1980s. The most pronounced decline has
been in land values, which nationwide are off
19 percent since 1981. The extent of the de-
cline varies widely among states, with the
sharpest declines occurring in the western Corn
Belt and the southern Plains states. Among the
five states of the Seventh Federal Reserve Dis-
trict, land value declines since the 1981 peak
range from nearly 20 percent in Michigan to
more than 45 percent in Iowa.

The decline in farm asset values adds sig-
nificantly to the financial stress in agriculture.
All farmland owners have suffered a substantal
decline in net worth in the past few years. At
the beginning of 1985, equity in farm sector
assets, adjusted for inflation, was off' 33 percent
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from the 1980 peak and the lowest since 1973,
At a minimum, this erosion in farm sector eq-
uity has undermined the credit-worthiness of
agriculture.  Moreover, for highly leveraged
farmers who are simultaneously faced with
cash-flow shortages, the erosion in equity has
undermined the value of the collateral that se-
cures their debts and has accelerated the small,
but growing, number of farmers headed toward
technical insolvency. Because these farmers
owe a proportionately large share of the out-
standing farm debt, the stress in agriculture
extends deeply into farm lenders.

The extent of the problem among farmers

A recent study by the USDA' is the most
thorough analysis to date of the extent of the
financial stress among farmers. The USDA
study focused on various degrees of debt lever-
aging by farmers, as well as cash flow patterns
for various sizes and types of farms. The study
concluded that as of early 1984 the majority
(83 percent) of the nation’s 2.2 million farm
operators were relatively free of financial stress.
However, the remaining 17 percent of the
farmers were identified as falling within three
classes of financial vulnerability. Slightly over
3 percent were estimated to be technically in-
solvent, with debts exceeding assets. Another
3.3 percent having cash short-falls and
debt/asset ratios of .7 to 1.0 were regarded as
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having “extreme financial problems” and likely
to become technically insolvent if recent con-
ditions were to last another two years. A third
category, comprising 10 percent of all opera-
tors, was regarded as having leverage and cash
shortfall burdens sufficient to warrant a “seri-
ous financial problems” label. These farmers
were considered to be in danger of reaching
insolvency in about four years if recent condi-
tions were to prevail (Figure 2).

In addition to considering the financial
vulnerability of all farm operators, the USDA
study also focused on a subgroup that might
be more representative of family-size commer-
cial farms—those with annual sales of $50,000
to $500,000. In concentrating on this group
of some 680,000 operators (37 percent of all
farmers), the study was able to abstract from
the large number of small operators that typi-
cally rely on non-farm earnings to overcome
financial shortfalls in farm operations. Also
abstracted from the family-size commercial op-
erator analysis were the few very large farms
that, although often highly leveraged, usually
are able to generate positive cash flows because
of superior management skills, scale cconomies,
or the specialty nature of the farm operations.
The analysis suggested that in carly 1984, more
than a fourth of all family-size commercial
tarms fell within the three classes of financial
vulnerability. About 4.5 percent were consid-
ered technically insolvent, 5 percent were re-
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garded as having “extreme financial
problems,” and nearly 17 percent were consid-
ered to face “serious financial problems.”

To understand the extent of the problem
among farmers, it is also helpful to consider the
amount of assets owned, and the amount of
debt owed, by financially vulnerable farmers.
The available evidence suggests that financially
vulnerable farmers own a proportionate share
of farm assets owned by all farm operators but
they owe a larger share of the farm operator
debt.  Roughly 15 percent of the operator-
owned farm assets as of early 1984 was owned
by farmers who were in the three classes of fi-
nancial vulnerability (Figure 3). By compar-
ison, such farm operators apparently owed
more than 45 percent of the outstanding farm
operator debt {Figure 4). Translating these
findings into dollars is difficult, in part because
of varying estimates of the distribution of total
farm sector assets and debt between farm op-
erators and landlords. By some accounts, how-
ever, the findings i1mply that financially
vulnerable farm operators owned about 10
percent of the $1 trillion in farm sector assets
as of early 1984 and that they owed more than
40 percent of the $215 billion in outstanding
farm sector debt at that time.

The 10 percent share of all farm sector
assets owned by financially vulnerable farm
operators might not initially seem alarming.
However, in the context of the adjustments that

Figure 4
Distribution of farm operator debt by farmers
with varying degrees of financial stress

(January 1984)
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financially vulnerable farmers need to make to
ease their financial stress, the 10 percent share
is considerable. When faced with cash inflows
insufficient to service debt requirements, finan-
cially stressed farmers and their lenders must
consider options for liquidating farmers’ assets
in order to pay debts down to levels that are
compatible with the farmers’ reduced earnings.
Unfortunately, the markets for farm assets,
even in the best of times, are not sufficient to
handle the amount of asset liquidation needed
to quickly overcome the financial stress. For
instance, only about 3 percent of farm real es-
tate assets change ownership annually. This
suggests that even with strong markets, it
would take more than 3 years to complete the
transfer of the roughly 10 percent or more of
the farm sector assets that need to be trans-
ferred from financially vulnerable farmers to
financially strong owners. It would take even
longer when markets for farm assets are weak,
as has been the case in recent years. Forcing
the equivalent of more than 3 years” worth of
asset transfers from financially weak farm-
ers—along with normal transfers that would be
expected to continue because of retiring farm-
ers, estate settlements, and so forth—into a
short period of time could potentially be very
destabilizing to markets for farm real estate and
other farm assets. Because of this, many ob-
servers point out that agriculture needs an ex-
tended period of time to make the adjustments



of financially stressed farmers in a manner as
orderly as possible.

The USDA study summarized above
pertains to conditions as of early 1984. Since
then, farm asset values have declined consider-
ably and farm earnings have continued at de-
pressed levels.  If the analysis were to be
updated, presumably it would show that the
proportion of farm operators considered to be
financially vulnerable has risen and that the
debts of those farmers would constitute an in-
creased share of total farm sector debt. A
number of observers, using various degrees of
analytical rigor and focusing on various ge-
ographic regions, have attempted to gauge the
current magnitude of the problem. Rough
generalizations from  these attempts suggest
that a fourth to a third of the farm operators
may now be regarded as financially vulnerable
and that these operators owe more than 60
percent of farm operator debt, or about 55
percent of total farm sector debt.

Despite these efforts, definitive estimates
of the extent of the financial stress among
farmers and the amount of farm debt they owe
are hard to pin down. Reflecting this, a new
study released in late July by the USDA? found
that as of the first of this vear, some 19 percent
of all farm operators, accounting for 62 percent
of farm operator debt, had debt/asset ratios (40
percent or more) that are typically considered
to result in financial stress under current con-
ditions in agriculture. This proportion of farm
operators was notably less than has been sug-
gested in other studies. Moreover, the new
USDA study found that a considerable portion
of the highly leveraged farmers, even among
those that were technically insolvent, had cash
flows more than sufficient to meet operating
expenses, current principal and interest pay-
ments, and family living requirements. In ex-
cluding those highly leveraged farmers that had
positive cash flows, the new USDA study con-
cluded that 13 percent of all farm operators,
accounting for 45 percent of farm operator
debt, were encountering significant financial
stress as of early 1985.

The above findings, relative 1o other
studies, provide a tempering interpretation of
the extent of the current financial problems of
farmers. Yet the new USDA study stll depicts
a somber view. In focusing just on farmers’ cash
flows, regardless of their individual debt/asset
ratios, the new study found that half of all farm

operators, accounting for 64 percent of farm
operator debt, were facing negative cash tlows.
Even among the more typical commercial
family farm operators, some 43 percent had
negative cash flows. If cash flows do not im-
prove, financial stress will likely increase.

The extent of the problem among lenders

Estimates of the amount of debt that 1s
owed by financially vulnerable farmers are far
from precise, yet it is clear that such debt rep-
resents a considerable share of the more than
$210 billion in total outstanding farm sccior
debt. It is therefore not surprising that the fi-
nancial stress among farmers has become very
apparent among lenders that serve farmers.

The credit needs of farmers have long
been supplied by a variety of sources, ranging
from banks to institutions in the cooperative
Farm Credit System, to agencies of the federal
government, and life insurance companies. In
addition there is a catch-all category identified
as “individuals and others.”

The cooperative Farm Credit System
(FCS) for several years has been the single
largest institution serving the borrowing needs
of farmers. The FCS is a borrower-owned co-
operative that lends almost exclusively to
farmers and farmer cooperatives. The system
comprises 12 Federal Land Banks that provide
farm real estate loans to farmers; 12 Federal
Intermediate Credit Banks, which work pri-
marily with local Producton Credit Associ-
ations (PCAs) in providing short- and
intermediate-term loans to farmers; and 12
Banks for Cooperatives and a Central Bank for
Cooperatives that finance farmer cooperatives.
The FCS’s lending operations are funded pri-
marily through the sale of securities. The
components of the FCS that lend (o
farmers—the Federal Land Banks and the
FICBs/PCAs—accounted for nearly a third of
the outstanding farm debt at the end ot 1984
(Table 2). FLBs were by far the dominant
tarm mortgage lender while FICBs/PCAs
ranked a distant second to banks in non-real
estate farm debt.

Banks accounted for 23 percent of out-
standing farm debt at the end of 1984. Banks
provide both real estate and non-real estate
loans to farmers, but their most significant role
is in non-real estate lending to farmers, where

( Conlinued on page 12)



Table 2
Distribution of farm debt by lender

% of % of
farm nonreal % of
real estate all
estate farm farm
debt debt debt
(5112B) ($101B) (5213B)
Banks 9.1 39.2 23.4
Farm Credit System 31.9
FICBs/PCAs 18.6
FLBs 44.0
Federal Govt. Agencies 17.3
FmHA 9.0 15.5
SBA 2.3
Cccc 8.8
Life insurance companies 11.1 5.8
Individuals/Others 26.8 15.7 215
100 100 100

they accounted for 39 percent of the $100
billion in such outstandings.

Federal government agencies, following
sharply accelerated growth since the mid-
1970s, accounted for 17 percent of outstanding
farm debt at the end of 1984. These govern-
ment agencies, the Farmers Home Adminis-
tration, the Commodity Credit Corporation,
and the Small Business Administration, all
provide some degree of subsidized credit to eli-
gible farmers. The Farmers Home Adminis-
tration provides both real estate and non-real
estate loans to farmers and accounted for [2
percent of all outstanding farm debt. In addi-
tion, the FmHA provides guarantees on loans
made by commercial lenders to farmers. The
Small Business Administration, although no
longer actively engaged in farm lending, still
accounts for a minor share of the outstanding
non-real estate farm debt, representing disaster
loans made in the late 1970s and early 1980s.

The Commodity Credit Corporation’s
role in farm lending is largely a function of that
agency’s role in supporting prices of several
farm commodities, chiefly grains, cotton, and
soybeans. Farmers who participate in the gov-
ernment price support programs for those
commodities are entitled to pledge their crops
as collateral for a non-recourse loan from the
CCC. TFarmers’ use of this source of financing
tends to fluctuate widely, depending on the re-
lationship between market prices and the
amount of loan per bushel (the loan rate) that

a farmer can receive from the CCC. When
market prices are at or below the loan rate,
tarmers make extensive use of the CCC loan
program. Conversely, high market prices en-
courage farmers to sell their grain rather than
put it under loan with the CCC.

Other lender classifications include life
insurance companies—whose farm mortgage
lending accounts for 6 percent of all outstand-
ing farm debt—and a “catch all” category
identified as “individuals and others”—which
accounts for 22 percent of farm debt. Much
of the farm real estate debt held by individuals
and others represents seller financing on farm
real estate transactions. Merchant and dealer
credit—including the financing provided by
farm equipment manufacturers—is an impor-
tant component of the non-real estate lending
by individuals and others. In addition, farm
loans provided by individuals and others in-
cludes financing provided by families and
friends of farmers as well as by organizations
such as savings and loans and local credit or-
ganizations, for which separate estimates are
not maintained.

Without a doubt, all farm lenders have
been affected by the financial stress confronting
farmers. Because of differences in the avail-
ability of data, however, the effects can be
documented much more easily for some lenders
than others. Very little is known, for example,
about the extent of problems among lenders
included in the “individuals and others” cate-
gory.” On the other hand, there is considerable
evidence on the emerging problems at banks,
the FmHA, the Farm Credit System and, to a
lesser extent, life insurance companies. Among
these lenders, the FmHA probably has the most
extensive farm loan portfolio problems, a dis-
tinction related to the FmHA’s role as a lender
of last resort for farmers (Table 3). Delinquent
farm loans held by the FmHA as of mid-1985
approximated $6.4 billion, equivalent to more
than a fifth of the FmHA’s total portfolio of
farm loans. These latest readings reflect a vast
deterioration from 6 years earlier when delin-
quent farm loans held by the FmHA amounted
to only $400 million, or 3 percent of its then
outstanding portfolio of farm loans.

A number of measures depict the deteri-
oration in farm loan portfolios held by banks.
For example, a new reporting requirement im-
plemented for most banks in 1984 suggests that
net charge-offs of farm loans—mostly loans to
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Table 3
Delinquencies in farm loan
portfolio held by FmHA

Amount delinquent

Million As % of
dollars outstandings

% delinquent
3 years or more

1977 $213 3% 22%
1978 288 3 24
1979 417 3 24
1980 823 o 20
1981 1,688 7 21
1982 2,928 12 31
1983 4,125 16 35
1984 5,390 21 53
1985 6,388 22 N.A,

farmers not secured by real estate—by banks
nationwide totaled between $850 and 3900
million in 1984 (Table 4). Among the banks
completing the reports, net charge-offs of farm
loans in 1984 represented 2.2 percent of the
year-end portfolio of all such loans at those
banks. The ratio of net charge-offs to out-
standings varied widely by state, with banks in
California reporting by far the highest propor-
tionate charge-offs (6.1 percent). In states
covered by the Seventh Federal Reserve Dis-
trict, net charge-offs of farm loans as a percent
of outstandings ranged from a low of 0.9 per-
cent among banks in Michigan and Wisconsin
to a high of 2.9 percent among reporting banks
in lowa. lowa ranked third to Missouri and

Table 4
Net charge-offs of farm loans
at banks in 1984

Million As % of

dollars farm loans
United States $850 2.2%
7th District states 200 21
inois 5.1 1.9
Indiana 16 1.2
lowa 115 2.9
Michigan 5 8
Wisconsin 12 9
Other selected states
California 238 6.1
Kansas 48 2.1
Minnesota 53 23
Missouri 45 3.0
Nebraska 75 25

Federal Reserve Bank of Chi dgo

California in relative charge-offs of farm loans
in 1984.

An insight into the deterioration over
time that has hit banks because of the financial
stress in agriculture can be gained from a
comparison of overall performance measures
between agricultural banks and other small
banks (Figure 5)." Among agricultural banks
nationwide, net charge-offs of all loans have
risen dramatically in the 1980s. In 1984, net
charge-offs of all loans at agricultural banks
were equivalent to 1.22 percent of total loans
outstanding at those banks at year end. That
was about 6 times the relative level of charge-
offs recorded annually by agricultural banks in
the 1970s and it was double the charge-off rate
reported by other small banks. A similar pat-
tern is evident in the sharp rise in the annual
provision for loan losses at agricultural banks
so far this decade (Figure 6).

With the surge in the annual provision for
loan losses, earnings at agricultural banks have
declined sharply. In 1984, net income after
taxes at agricultural banks nationwide fell to 9
percent of equity capital.  That contrasts
sharply with the 1970s and early 1980s when
net return to equity at agricultural banks an-
nually ranged between 13 and 16 percent. It
also contrasted with the 12 percent net income
return to equity achieved by small, non-
agricultural banks in 1984 and it marked the
second consecutive year out of the past 12 in

Figure 5
Annual net charge-offs of all loans at
banks as a percent of total loans
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ire 6
Annual provision for loan losses at
banks as a percent of total loans

percent
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which relative earnings at small, non-
agricultural banks surpassed those of agricul-
tural banks.

In conjunction with the decline in
earnings, the proportion of agricultural banks
with negative earnings has risen sharply. Last
year, 12 percent of the agricultural banks na-
tionwide reported negative earnings, up from
the more typical 1 to 2 percent of the banks
that reported losses in the 1970s and early
1980s (Table 5).

Despite the recent downturn in earnings.
agricultural banks have continued to add to
their very favorable capital positions. At the
end of 1984, capital accounts at agricultural
banks nationwide were equivalent to 9.5 per-
cent of total assets of those banks (Figure 7).
This new high was up from a capital ratio of
9.0 percent for agricultural banks at the end of

Table 5
Percentage distribution of agricultural
banks by rate of return to equity

0 to 510 15%,

Negative 4% 14% plus

1970 1 5 66 28
1975 2 5 55 40
1980 2 42 55
1984 12 9 60 19

Capital as a percent of assets at banks

percent
96
9.2
agricultural
banks
8.8
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1979 and it was a full percentage point above
the capital ratio for small, non-agricultural
banks at the end of 1984. The strong capital
position of agricultural banks, along with the
tendency of most deposits at agricultural banks
to be covered by FDIC insurance, gives sub-
stantial assurance that agricultural banks can
weather the financial problems in agriculture.

Performance of FCS also wanes

Of the private lenders serving farmers, the
FCS may be the most vulnerable to the finan-
cial problems among farmers. That could be
the case because the bulk of its assets (90 per-
cent) are in loans to farmers or farm-related
businesses and the bulk of its funding is ob-
tained from the sale of its securities to investors
in national and international markets. While
performance measures for the FCS have dete-
riorated considerably in recent years, the sys-
tem, overall, achieved positive earnings in 1984
and it remains well capitalized by industry
standards.

Net loan charge-ofts among the 37 banks
in the FCS reached $122 million in 1984,
sharply above the levels of prior years (Table
6). FLBs accounted for more than $90 million
of the total charge-offs, with FICBs accounting
for an addiuonal $22 muillion. In additon,
charge-offs at PCAs reached $285 million in
1984, equivalent to 1.6 percent of outstanding



Table 6
Loan charge-offs and provision for loan
losses among banks of the Farm Credit
System and PCAs

1981 1982 1983 1984

Net loan charge-offs
Million dollars

37 banks® 13 13 8 122

PCAs N.A. 169 237 285
As % of outstandings

37 banks* .02 .02 .01 16

PCAs N.A. 74 121 1569

Provision for loan losses
Million dollars

37 banks 104 75 39 15561

PCAs 101 110 189 214
As % of outstandings

37 banks” 13 .09 .05 .20t

PCAs 45 51 96 1.19

*Comprised of 12 FLBs, 12 FICBs, 12 BCs, and 1 central BC.
tincludes $33 million in allowances for loan losses transferred
from local associations to a Federal Land Bank.

tarm loans held by PCAs at year-end.
Interestingly, the charge-off rate for PCAs in

1984 was about midway between the charge-oft’

rate on farm loans by all banks (2.2 percent)
and the charge-off rate on all loans by agricul-
tural banks (1.22 percent).

Similarly, annual provisions for loan
losses have increased steadily in recent years
within the FCS. The 37 banks of the FCS set

Figure 8
Net earnings of the 37 banks in the
Farm Credit System
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aside $121 million in provision for loan losses
last vear, with $71 million of the total coming
from FLBs and another $41 million coming
from FICBs. In addition. the allowance for
loan losses of one Federal Land Bank was in-
creased by a $33 million transfer from local
FLB associations within that bank’s district.
Among PCAs in 1984, the provision for loan
losses rose 1o $214 million, extending the con-
sistent uptrend that has been evident the past
tour years.

With the uptrend in provision for loan
losses, earnings among the institutions in the
FCS have steadily declined.  Net earnings of
the combined 37 banks fell to less than $450
million in 1984, down from nearly $1 billion
two years carlier (Figure 8). PCAs in 1984 ex-
perienced a net loss of $11 million, in sharp
contrast to the net earnings of $250 to $300
million recorded in 1981 and 1982 (Figure 9).

While earnings in the FCS have eroded
in recent years, the system remains well capi-
talized. As of the end of 1984, the 37 banks in
the FCS had more than $9.2 billion in capital,
up from $6.2 billion at the end of 1980 (Table
7). The increase pushed capital to the equiv-
alent of nearly 12 percent of outstanding loans
(versus 9.3 percent at the end of 1980) and
nearly 11 percent of total assets.

By industry norms, the capital of the FCS
would be considered most adequate. Never-
theless, the FCS faces a major challenge in that

Figure 9
Net earnings of Production Credit
Associations
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Table 7
Capital accounts of the 37 banks
in the Farm Credit System

1980 1981 1982 1983 1984

In.billion dollars

Stock &
certificates N.A. 4.56 4.98 506 5.14
Surplus N.A. 2.90 3.60 3.91 410
Total 6.19 7.47 8.58 897 9.24
As % of loans 93 9.8 10.9 11.3 119

its capital and its problem loans are unevenly
distributed among the 37 banks within the sys-
tem. The future viability of the FCS may
largely hinge on its ability to mobilize 1ts capi-
tal and its problem loans to achieve propor-
tionate distributions within the system. Recent
actions that transterred the bad loans of one
FICB to a newly formed FCS entity that was
capitalized by all 37 banks within the FCS offer
hope that the system will successfully meet the
challenges that lie ahead.

1985 another rough year for lenders

1985 is clearly shaping up as another year
of declining performance for agricultural lend-
ers. Preliminary figures for the first quarter
show that net charge-offs of farm loans by
banks nationwide were up more than 65 per-
cent from the same period in 1984. A first
quarter report for the 37 banks in the FCS
shows that relative 1o the same period a year
ago, net loan charge-offs were up by a multiple
of 2.5 and that net earnings were down nearly
a fifth. Moreover, the volume of problems
loans is stll rising rather than diminishing with
the increased charge-offs. As of March 31,
nonperforming loans at agricultural banks na-
tionwide constituted 4.5 percent of the total
loans at those banks, up from 3.5 percent a year
carlier.” Similarly, the FCS reported having

nearly $1.6 billion in nonaccrual loans as of the
end of March, up from §1.4 billion at the end
of 1984. In light of the first quarter results and
the increased volume of problem loans, it seems
clear that the performance measures tor banks
and the FCS in 1985 will show considerable
deterioration from last year’s measures.

Yas Department of Agriculture, “The Current

Financial Condition of Farmers and Farm
Lenders,”  Agriculture Information Bulletin No.
490, March, 1985.

* U.S. Department of Agriculture, “Financial
Characteristics of U.S. Farms, January 1985, Ag-
riculture Information Bulletin No. 495, July 1985.

¥ Several ad hoc reports, however, have alluded to
the increased aging of accounts receivable among
firms that sell inputs to farmers and to the increased
frequency with which farm real estate has reverted
back to previous owners because of the inability of
recent buyers to meet their land contract payments.

' The following discussion draws heavily from the
work of Emil Melichar of the Board of Governors
of the Federal Reserve System. Melichar defines
agricultural banks as banks with a farm loan-to-
total loan ratio in excess of the unweighted average
of these ratios at all banks. “Other small banks”
is defined as banks with less than $500 million in
assets and having a below-average ratio of farm
loans to total loans. The average of the ratios of
farm loans to total loans among all banks is about
17 percent.

Under this definition, there are roughly 5,000

agricultural banks nationwide. These banks are
quite small, with total assets averaging just over
$30 million. The involvement of agricultural banks
in lending to farmers is extensive. Farm loans
account for 37 percent of the total loans at these
banks.
* The bulk of the nonperforming loans represents
loans with interest delinquent 90 days or more and
still accruing and questionable loans that are no
longer accruing interest.
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