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Agricultural credit standards tighten

By Jason Henderson, Vice President and Omaha Branch Executive, Federal Reserve Bank of Kansas City

gricultural borrowers are
increasingly concerned
about access to credit. Amid

economic weakness and a financial
crisis, commercial banks have tight-
ened credit standards for various
types of loans. While agricultural
borrowers may be concerned about
credit availability, agricultural lend-
ers are equally concerned about

the creditworthiness of agricultural
borrowers as the farm economy
weakens.

As the financial crisis deepened, ag-
ricultural banks outperformed other
commercial banks—but they still
saw their profits decline. Despite

Handbook updates

For those of you subscribing
to the handbook, the following
updates are included.

Cash Rental Rates For lowa
2009 Survey — C2-10 (14 pages)
Farmland Value Survey — C2-
75 (2 pages)

Please add these files to your
handbook and remove the out-of-
date material.

continued on page 6

questions regarding credit availabil-
ity, commercial banks are extending
credit to agricultural borrowers at
lower interest rates. The soft erosion
in agricultural loan quality, how-
ever, has led agricultural lenders to
tighten credit standards and shift
more financial risk to borrowers.

Solid, but falling profits at
agricultural banks

The U.S. financial crisis has
trimmed the profitability of agri-
cultural banks and other commer-
cial banks. However, agricultural
banks performed much better than
their banking peers. The strongest
performance emerged from smaller
agricultural banks.

Based on Agricultural Finance
Databook information, the financial
performance of agricultural banks
weakened in 2008." The Federal Re-
serve defines agricultural banks as
commercial banks with agricultural
loans accounting for more than 14
percent of their loan portfolio.? Ac-
cording to the Federal Reserve, the
average return on assets and equity
at agricultural banks steadily de-
clined in 2008. By September 2008,
the return on equity at agricultural

banks declined to 7.6 percent, and
the rate of return to assets edged
down to 0.8 percent (Chart 1).

Agricultural bank returns, however,
were much stronger than returns at
other commercial banks. By Sep-
tember 2008, returns for all com-
mercial banks had plummeted more
than 70 percent, with the return

on equity dropping to 2.86 percent
and return on assets falling to 0.28
percent.’ Agricultural banks also
had much stronger performance
than other similarly sized small
commercial banks, those with less
than $500 million in assets. The re-
turn on equity and assets at smaller
banks was 2.4 and 0.3 percent,
respectively, well below the returns
at agricultural banks.

Several factors contributed to the
dip in agricultural bank profits.
First, interest rates on agricultural
loans have declined, trimming gross
revenue on loan activity. According
to agricultural credit surveys from

continued on page 2
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Agricultural credit standards tighten, contlnued from page 1
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banks with less than $500 million in assets.

Figure 1. Average Return on Equity and Assets at Commercial Banks (Third Quarter)
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the Federal Reserve, interest rates on all types of agri-
cultural loans have dropped significantly below 2006
levels.* The average interest rate on operating loans
dropped from more than 9.0 percent in 2006 to 7.0
percent in the fourth quarter of 2008. During the same
time, the average rate on farm real estate loans fell from
roughly 8.5 percent to 6.75 percent.

A rise in the cost of capital also squeezed bank profits.
One measure of the cost of funds is the London In-
ter-Bank Offered Rate (LIBOR), the rate banks pay to
borrow funds from other banks in the London money
market and a benchmark for other short-term interest
rates. In September, the financial crisis fueled a spike in
LIBOR, which raised the cost of funds for banks. The
spread between the interest rate paid to acquire funds
(LIBOR) and the interest rate earned on agricultural
loans narrowed, suggesting lower profit margins (Chart
2). In the fourth quarter, the spread widened as LIBOR
fell sharply, suggesting some improvement in bank
profitability.

However, loan delinquencies have edged up, trimming
agricultural loan profitability. In 2008, delinquency
rates on agricultural loans climbed steadily from 1.08
percent in the first quarter to 1.23 percent in the third
quarter (Chart 3).”> At the same time, net charge-offs

on agricultural loans rose from 0.12 to 0.19 percent.
Delinquency rates and net charge-offs on agricultural
loans rose faster in the largest 100 U.S. banks. In fact,
at smaller commercial banks, delinquency rates on agri-
cultural loans actually declined.

Figure 2. Agricultural Loan Interest Rates and LIBOR
Commercial Banks (Third Quarter)
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Figure 3. Charge-offs and Delinquency Rates on
Agricultural Loans
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Delinquency rates and net charge-offs on agricultural
loans remain well below other types of loans, and help
explain the relative strength of agricultural bank profit-
ability. For example, the delinquency rate on all types
of loans and leases was 3.65 percent in the third quar-
ter of 2008, almost triple the rate on agricultural loans.
Net charge-offs were 1.46 percent, more than seven
times the size of net charge-offs on agricultural loans.

Impact on agricultural lending

Despite their relatively strong performance, agricul-
tural banks tightened lending standards to preserve
capital and manage the risk arising from the economic
downturn. Agricultural banks continue to originate
agricultural loans at relatively low interest rates. How-
ever, banks are increasing collateral requirements and
shrinking loan maturity as agricultural loan quality
deteriorates.

Agricultural banks, in general, report ample funds
available for operating loans. For example, according
to the agricultural credit survey of the Federal Reserve
Bank of Kansas City, 70 percent of bankers reported
the amount of funds available for farm operating loans
in the fourth quarter of 2008 was unchanged from the
year before, with an additional 14 percent having more
funds available. And these banks expected to have
roughly the same amount of funds available in the first
quarter of 2009. Moreover, only 4 percent of the bank-
ers reported refusing a loan due to a shortage of funds,
the same percent as in 2007.

Nevertheless, agricultural bankers responding to the
Kansas City Fed’s agricultural credit survey reported
raising collateral requirements on operating loans.® In
the fourth quarter of 2008, the collateral requirements
index rose almost 20 percent above year-ago levels
(Chart 4).” Other Federal Reserve data indicate that
farm real estate accounted for roughly 17 percent of the
collateral used for the nation’s farm operating loans in
the fourth quarter of 2008, up modestly from previous
years. The use of farm real estate as collateral was more
prevalent in larger operating loans. Moreover, small and
mid-sized banks tended to use farm real estate as collat-
eral more often than larger banks.?

The increase in collateral requirements does not appear
to have severely restricted loan activity in the agricul-
tural sector. In fact, farm debt levels rose through 2008.
By the third quarter of 2008, farm debt held at com-
mercial banks was 8.2 percent above year-ago levels,
with real estate debt up 10 percent and non-real estate

Viake: EXME

Figure 4. Collateral Required on Agricultural
Operating Loans in Tenth Federal Reserve District
135 Diffusion Index 135
130} 130
1251 125
1204 120
15+ 115
110 110
105 ms
0 . _ mo
2000 2001 2002 2003 2004 2005 2006 2007 2008
Source: Federal Reserve Bank of Kansas City

debt up 6.3 percent. The volume of non-real estate
loans rose sharply in the fourth quarter, with increases
to both the crop and livestock sectors.

While banks still made loans, they adjusted loan terms
in response to the increased risk associated with farm
lending. The average risk rating on agricultural loans
edged up in 2008, and bankers continued to report de-
teriorating loan quality as livestock profits were elusive
and margins declined for the crop sector.” And carry-
over debt appears to be rising, as more agricultural
bankers reported an increase in operating loan renew-
als and extensions in the fourth quarter. In response

to higher risk, banks reduced the length of operating
loans. For example, after steadily rising since 2001,
loan maturity on agricultural loans dropped 20 percent,
to 12 months, in the fourth quarter of 2008. Simply
put, as agricultural risk increased, banks were more
reluctant to extend loans for longer periods of time.

Risks to agricultural lending in 2009

The recession poses many risks to agricultural lend-
ing in 2009. In terms of supply, the further deepening
of the financial crisis could limit funds for agricultural
loans. At the same time, a weaker farm economy could
erode the creditworthiness of agricultural borrowers
when loan needs are most pressing.

A primary risk to agricultural lending is the avail-
ability of funds. Banks can raise funds from a variety

of sources—equity and debt markets, deposits, and
nontraditional sources such as Federal Home Loan
Banks. A deeper financial crisis could threaten a bank’s
ability to raise funds from nondepository sources. For
example, some large agricultural lenders have struggled

continued on page 4
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Agricultural credit standards tighten, continued from page 3

to raise debt capital by issuing commercial paper. After
peaking in November 2007, the volume of commercial
paper issued by domestic financial institutions had
dropped roughly 15 percent by the fourth quarter of
2008. Moreover, equity values of larger banking institu-
tions have fallen, which also limits their ability to raise
capital.

Bank deposits are a major source of loanable funds for
agricultural banks. The risk is that lower interest rates
on CDs and other savings vehicles could slow bank
deposit growth, limiting funds available for agricul-
tural loans. Through the third quarter of 2008, do-
mestic deposits at agricultural banks remained above
2007 levels, according to the FDIC. Still, rising job
losses from the recession pose a risk to deposit growth
because people could lose their income stream and tap
savings for household needs. In turn, fewer deposits
could limit funds for agricultural loans.

Despite these risks, smaller agricultural banks have
access to federal government and Federal Reserve
funds. In response to higher risk, agricultural bank-
ers indicate they are increasing their use of guarantees
from the U.S. Department of Agriculture’s Farm Service
Agency. Moreover, small agricultural banks have access
to primary and secondary credit funds through the
Federal Reserve’s discount window and have the ability
to request funds for seasonal credit, especially during
the planting and harvest seasons, when funding needs
are more significant.*

Another pressing concern is the creditworthiness of
agricultural borrowers. In 2009, profit margins for crop
producers are expected to narrow, and profitability

for livestock producers is expected to remain elusive
(Henderson and Akers). While loan defaults remain
low, delinquency rates, charge-offs, and risk ratings are
rising, and continued deterioration in the agricultural
economy could further erode the creditworthiness of
agricultural borrowers. Further weakness in agricul-
tural loan quality could lead to additional tightening of
lending standards and an increase in loan denials for
agriculture.

Also, the expected decline in agricultural income has
contributed to softer farmland values. Agricultural
credit surveys from the Federal Reserve indicate that
farmland values edged down in the fourth quarter
of 2008. Farmland is a major source of collateral for
agricultural loans, especially for smaller agricultural

Decision Maker T

banks. The decline in farmland values could shrink the
amount of collateral available for agricultural loans.

In sum, the financial crisis and resulting recession
have dimmed economic prospects for the agricultural
economy and trimmed profits at agricultural banks.
Still, agricultural banks have performed much better
than other commercial banks and appear to have funds
available for agricultural loans. However, a steeper
downturn in the agricultural economy could erode
the creditworthiness of borrowers and further tighten
credit standards on agricultural loans. With the com-
bination of weaker profits at financial institutions and
rising risk on agricultural loans, agricultural borrow-
ers are being asked to accept more of the financial risk
emerging from a volatile agricultural environment.

Endnotes

! Unless otherwise noted, statistics on agricultural bank perfor-
mance and agricultural lending were obtained from the Federal
Reserve’s Agricultural Finance Databook, www.federalreserve.
gov/releases/el5/default_2008 htm.

* Agricultural banks have an agricultural loan concentration
higher than the average agricultural loan concentration for all
commercial banks. In 2008, the average agricultural loan con-
centration was 14 percent.

> Commercial bank statistics are obtained from the Federal
Deposit Insurance Corporation (FDIC), www.fdic.gov/bank/
statistical/index.html. The FDIC identifies agricultural banks as
those with 25 percent of the loan portfolio concentrated in agri-
cultural loans. As a result, the FDIC cohort of agricultural banks
is limited to smaller banks than the Federal Reserve definition.
Their return on assets and equity dropped to 1.01 and 9.21
percent, respectively, by the end of the third quarter, slightly
stronger than the returns on Federal Reserve agricultural banks,
suggesting that smaller agricultural banks are outperforming the
mid-sized agricultural banks.

* Data obtained from Federal Reserve agricultural credit surveys
can be obtained from the Agricultural Finance Databook, www.
federalreserve.gov/releases/e15/default_2008.htm, or from the
Federal Reserve Bank of Kansas City, www.kansascityfed.org/
agcrsurv/agermain. htm.

> Charge-off and delinquency rate data were obtained from the
Board of Governors of the Federal Reserve, www.federalreserve.
gov/releases/chargeoff.

© Commercial banks have tightened credit standards on other
types of loans. According to the Senior Loan Officer Survey con-
ducted by the Federal Reserve, commercial banks, in general,
have tightened credit standards on all types of consumer and
business loans (commercial real estate and C&l loans). Over 80
percent of commercial banks report tightening credit standards
for mortgage, consumer installment, credit cards, commercial
real estate and C&1 loans in 2008.

continued on page 5
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" Bankers indicated whether collateral requirements during

the current quarter were higher than, lower than, or the same

as in the year-earlier period. The diffusion index number was
computed by subtracting the percent of bankers who responded
“lower” from the percent who responded “higher” and adding
100.

% Small and mid-sized farm lenders had less than $25 million
in farm loans. Large farm lenders had more than $25 million in
farm loans. See the Agricultural Finance Databook for a more
detailed description.

¢ See Henderson and Akers (2009) for a summary of farm profit-
ability in 2008.

10 More information on the Federal Reserve’s discount window
and seasonal credit program is available at www.frbdiscountwin-
dow.org/index.cfm.

No time to get greedy
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very spring brings its own risks for what is

undeniably a risky profession. That being said, it

seems to us that the challenges farmers face this
year are greater than normal.

The first challenge is fertilizer. With fertilizer prices
headed to the sky last summer, some farmers decided
to protect themselves against even higher prices by
contracting ahead for this summers prices. As we all
know, prices went south and what might have been

a wise decision leaves some farmers facing unusually
high input costs. For those farmers it will take ideal
weather and extraordinarily high yields to take some of
the sting off those high costs.

But, farmers weren’t the only ones last summer who
booked 2009 fertilizer orders at high prices. Lots of fer-
tilizer distributorships are now holding large quantities
of expensive fertilizer. With prices substantially lower,
we are watching a stare-down contest between farmers
who want lower priced fertilizer and dealers who want
to minimize the financial blood-bath that is awaiting
them. Each side is waiting for the other to blink first.

The longer this stare-down goes on, the greater the risk
that there will be a last-minute rush of fertilizer orders
by farmers which may result in supply problems. This
will be especially true in those areas that needed every
snow-free day last fall just to get the corn crop in. Even
if they had wanted to, there was no time to make the

usual fall application of anhydrous. That means that
there will be more acres depending on a spring fertil-
izer application.

Given the slowness in fertilizer markets, some fertilizer
plants have shut down waiting for paying customers to
come through the door. If all of the spring orders come
in at the last minute, there may not be enough time to
get the product manufactured and delivered in time for
this spring’s corn, rice, and cotton crops.

Last years high prices are still wreaking their damage
on agricultural markets.

Second, the balance between soybean acres and the
acreage for alternate crops like corn, cotton, and pea-
nuts is extremely touchy, given what is expected to be
relatively low year-ending stock levels of soybeans. Pro-
duce too few soybeans and the price heads up the next
peak on the roller coaster. Produce an abundance of
soybeans and it would not be surprising to see soybean
prices below $6.00, dashing all hopes for a new price
plateau.

The ethanol-induced surge in corn acreage over the last
two years complicates this equation. Given the yield
drag some farmers experienced with corn-on-corn,
many farmers are thinking it may be time to return to a
fifty-fifty corn/soybean rotation.

continued on page 6
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Another complicating factor is the price and avail-
ability of fertilizer. It costs a lot less to put in an acre
of soybeans than an acre of corn. Will farmers swing
to soybeans to minimize their exposure to high input
costs?

Then again, depending on the weather, farmers may
have little choice of what to plant. Get a stretch of
good weather early in the season and corn will go in
the ground—assuming appropriate seed varieties are
available. Push the planting date too late and it will be
soybeans.

Then again, combine abundant soybean acres with 160
bushel national average corn yields and the price of
both may be in the tank.

As Yogi says, “It ain’t over 'til its over.” This year that
may be particularly true.

Our third concern for the coming season is corn mar-
keting. We are still worried about the impact that index
funds may have on commodity prices—particularly
corn— in the coming months. Though these funds,
which hold long positions, have taken a beating since
last summer, some are still holding large long positions
hoping for an increase in prices.

If they were to decide that prices have no hope for
recovery and as a result liquidate their long positions,

g
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prices would fall even further than they otherwise
might. This could also happen if some of that money
were to decide that stocks have hit bottom and now is a
good time to get into the stock market.

The other issue we see is the amount of grain that farm-
ers are still holding. The present prices are not enticing
farmers to bring corn to town and sell. The present
prices seem meager compared to last summer’s highs.
But we could see still lower prices this summer if a
large portion of last fall’s harvest hits the market in July
and August in preparation for the new crop.

Yet, given that we are going into this new production
year with adequate, but not large stocks, a serious
reduction in coming-year yields could vault prices
right back to the levels of last summer—making those
who have not sold much of last fall's harvest look like
geniuses.

But going with that possibility smacks more of specula-
tion than a sound marketing plan. In times like these it
is easy to get caught up in the emotions of the markets.

As always, farmers should keep their eye on the bottom
line. After all, covering all production costs (or surviv-
ing) is an excellent outcome.

*Written with the research and assistance of Harwood D.
Schaffer, Research Associate with APAC.

Updates, continued from page 1

Internet Updates

Decision Tools

compare various market outlets.
Current Profitability

price data.

Corn Profitability — A1-85
Soybean Profitability — A1-86
Ethanol Profitability — D1-10

The following updates have been added on www.extension.iastate.edu/agdm.
Livestock Enterprise Budgets for lowa — B1-21 (22 pages)

The following Decision Tool has been added on www.extension.iastate.edu/agdm.
Comparison of Transaction Costs by Market Outlet — Use this calculator to estimate transaction costs and

The following profitability tools have been updated on www.extension.iastate.edu/agdm to reflect current
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