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RISK MANAGEMENT IN AGRIBANKING

Lindley Finch*

Through the proper use of new products and techniques including hybrid

seeds, fertilizers, herbicides, insecticides, irrigation, and cultural practices

not

the

in existence only a few years ago, great progress has been made in reducing

risks in agricultural production. However, less progress has been made in

identifying, evaluating, and managing the financial risks during the production,

Processing, and merchandising of farm products.

We are all aware of the dramatic increase in the amount of capital and

credit used each year by fewer farm operators. We are also aware of the increased

costs of inputs and the extremely volatile prices of farm products. If it is

true, as commonly believed, that about one-half of the farms are debt free,

then the total farm debt is highly concentrated. Many of the most aggressive

and resourceful producers are relatively young. They have the amibition to

expand to their level of management ability which frequently exceeds their capital.

In this atmosphere, it is obvious that the financial risks to the lender

as well as the borrower are often large, numerous, and constantly changing.

It is also evident that neither the extension nor the administration of credit

is an exact science.

While much credit is extended to farm operators with little or no debt

or with very substantial equity, the trend clearly is in the direction of oper-

ators with a high ratio of debt to net worth. Credit then is being applied for

and extended more on the applicant's capacity to generate profits than on his

I
_ *Lindley Finch is Vice President and agricultural consultant, Continental
llinois National Bank and Trust Company of Chicago, Illinois.
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collateral. This situation requires the borrower to present performance data in

concise lender language and to convince the lender of his ability and determinati

to perform in accordance with the projections. Lenders then are in the business

of evaluating the risks involved and the applicants' ability, to execute the plan

under consideration.

Evaluating the inherent risks in a production plan and evaluating the

borrower's level of business and financial competence, his 'attitude toward risk,

and his ability and determination to succeed in the face of adversity are

crucial. But the procedures for this kind of evaluation are much less precise

than those used in evaluating collateral. Honest miscalculations are made by

both borrower and lender. Additionally, the most carefully prepared plan often

must be quickly and dramatically adjusted for reasons beyond control, such as

changes in weather and prices. Such changes may dictate a capital requirement

far from the original projection.

Our experience with credits to large producers and to agribusinesses has

been most satisfactory and profitable. Because our portfolio of such loans has

been dominated by large credits, especially loans to cattle feeders, our present

volume is lower than several months ago, but increasing. We have had no losses.

Our policies of actively 'soliciting new business remain unchanged.

Our policy includes dealing only with borrowers who are experienced and

dedicated to their chosen field and who can and will provide appropriate

data on projections and performance at frequent intervals as needed by us for

proper credit administration. We change margin requirements as conditions dic-

tate. Formal loan agreements are often quite detailed, providing for minimum

working capital, use of borrowing base formula, debt to worth ratio, hedging

policies, capital expenditures, etc.

Farm borrowers must compete with all otheres for credit as they always

have, but I believe the competition will be much keener and the price higher in
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the future. With the Federal government deficits so large and continuing, the

U.S. Treasury may be the chief competitor for dollars. The price of credit in-

creasingly is based on the prime rate, the amount of officer time required

to extend and administer the credit, plus compensating balances (or their

equivalent in additional interest rates) and "out of pocket" expenses. We

make total use of the capital markets to obtain funds when necessary.

Our bank has on retainer a private market forecaster who provides us with

his projection of livestock prices, by months, for one year in advance, revised

quarterly -- plus a weekly letter interpreting market performance. We have a

similar service for grains.

Prudent bank management dictates regular and substantial transfers to

reserves for loan losses. Such reserves have increased under the IRS formula

as elegible loans outstanding increased.

Progress is being made in controlling financial risks by forward contract-

ing, by risk sharing with processors, and by the use of the futures markets.

Livestock producers traditionally had no alternative to accepting all the risks

until live animal futures contracts were instituted in the mid-1960s. For

various reasons, producers have been reluctant to use some of these measures.

Not all lenders have been favorable to risk sharing techniques and, thus, have

not encouraged producers to consider their use. Additionally, some people are

emotionally disturbed at assuming "paper losses" but are accustomed to changes

in the cash market. We constantly counsel our customers to continually consider

the various risk management techniques in both production and marketing.

It is my belief that many lenders, as well as borrowers, feel uncomfortable

in their ability to identify and evaluate the inherent risks associated with

farm operating loans. I feel strongly that both borrowers and lenders want,

and should be more familiar with, the techniques of risk management.



Traditional farm operators, indeed production agriculture in total, have a

most enviable credit record with banks, perhaps better than any other major Indus

try. This is due, at least in part, to the farm family's ability to "button

up" expenses when necessary and dig in for next year. But farm operators are

experiencing the same cash input as many other business people, and their abilitY

to reduce expenditures is much more limited than in the past.

Risk management is considered so important, and so elusive, by some of our

most successful farm operators that they have retained financial consultants

to give them professional guidance in evaluating risk management alternatives

in their own individual operation.

Risk management deserves a very high priority by those in the field of

economic research concerning the food chain.


