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emonade

We welcome your contributions to Lemonade—
an article where ag lenders share challenging
experiences and their suggestions for how you
might avoid a “sour” situation.

Bigger is
not always
better

by Robert H. Matthews

Most of us involved in agricultural
lending are capable of measuring the
risk on the typical agricultural produc-
tion loan. If a bank wants to lend to
agriculture, certain uncontrollable risks
must be assumed, such as adverse
weather, overproduction, low prices,
damage to crops by disease and pests
and other unknown events.

During the past 35 years, it has been
my experience that the uncontrollable
risks are not the ones that cause us the
most difficulty. Although it would be
naive to say that we have not had
problems or won’t have problems due
to bad weather and other factors, my
message in this article will focus on
other risks created by people. These
are the risks caused by such human
weaknesses as greed, ego, overconfi-
dence and poor judgment. It is conve-
nient that these weaknesses can apply
to either farm customers or bankers.

Although the names and location in
this story have been changed, this article
is based on an actual banking situation.

26

Robert H. Matthews is senior vice
president and senior agricultural of-
ficer for Rainier National Bank in
Seattle, Wash. He currently serves on
ABA'’s Agricultural Bankers Div-
ision Executive Committee and is
past chairman of the Washington
Bankers Association Agriculture
Committee.

The operation

The four Roulette brothers owned
and operated a large farming operation
in a western Colorado irrigation proj-
ect. The cropping program was well di-
versified and included about 3,000 acres
of irrigated crops such as sugar beets,
potatoes, onions, beans, wheat, toma-
toes and rotation crops. The farmland,
both owned and leased, was of high
quality and capable of top production.
While many of the crops were grown
under contract, potatoes and onions
were packed fresh through two pro-
duce sheds owned by the brothers.

Business structure

The business structure included two
separate corporations and a general
partnership. Roulette Bros. was a gen-
eral partnership between Joe, Ted, John
and Charles Roulette. Roulette Produce
Co. was a separate corporation owned
by all four brothers and managed by
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Ted. Roulette Pacific was a separate
corporation owned by all four brothers
and managed by Joe. John and Charles
acted as general supervisors for all the
operations. The farming partnership was
the linch-pin that held the entire opera-
tion together.

Characteristics of the borrower

Roulette Bros. was highly regarded
by the bank, suppliers, employees, other
farmers and the produce industry. Fol-
lowing are some strengths and weak-
nesses that were recognized by the bank.
However, the weaknesses that would
ultimately destroy the operation were
misleading.

Strengths

1. Excellent farmers—top producers

2. Good character and integrity

3. Well regarded in the community

4. Performed on financial obligations
with suppliers and their bank

Weaknesses

1. The brothers exhibited excessive
pride and egos that had to be
nurtured by being the best and
biggest.

2. A competitive battle existed be-
tween Joe and Ted as to who
would end up as “Top Gun.” This
tended to divide the operation in-
to two distinct camps with Joe
running his operation, Ted run-
ning his, and John and Charles
floating in between. This was not
of great concern because the fami-
ly was very close, and each opera-
tion was doing quite well.

3. The brothers had a burning desire
to have a fully integrated opera-
tion. They wanted to control
production, processing and mar-
keting for all of their crops and

not be dependent on other pro-
cessors to get the job done.

4. They had tendencies to take exces-
sive risk in expansionary moves,
unrelated business ventures and
the growing of crops.

5. They were reluctant to spend very
much time on financial manage-
ment, planning or setting finan-
cial goals. They also lacked un-
derstanding of proper debt levels
and working capital.

6. They had bad habits of overdraw-
ing their bank accounts, pushing
the bank too much for credit de-
cisions and leaning on their sup-
pliers excessively. These bad hab-
its were negated by prompt pay-
ment of payables to suppliers, and
a successful operation that was
able to perform on bank loans.

Banking relationship

The size of the Roulette operation
and the high-cost crops grown required
a large annual production loan and ex-
tensive term loans to finance equipment.
The operation also required various
other interim loans to acquire, level
and develop land and to build build-
ings. The boys had a strong appetite for
new farm equipment, fancy pickups and
big cars. They were the largest loan in
this rural bank. They were able to clean
up their bank debt each year, maintain
adequate working capital and service all
intermediate and long-term debt. The
account was difficult to handle. Also,
the bank was constantly being pushed
to do more for what had been an expan-
sion-minded, aggressive customer with
an excellent track record.

Deterioration and collapse

It is always easy to critique the events
of the past. It is not so easy to under-
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stand what is happening to us when it
is happening. This was the case with
Roulette Bros. over a three year span.

Year one

The farming operation was function-
ing properly. A large production loan
was in place at the bank, and the prior
year had been highly profitable due to
a “hot” onion market. After many years
of good performance with the bank, a
few trouble spots were starting to show
in the bank relationship.

1. Production of crops gradually fell

off.

2. Overdrafts at the -bank became
larger and more frequent.

3. The bank had less communication
with the customers and experi-
enced delays in obtaining perti-
nent information.

4. It became difficult to track crop
proceeds, and the partnership
tended to finance the produce
companies.

5. There was a higher than normal
level of capital expenditures, along
with a rather substantial increase
in acres farmed, and a decrease in
the margin (although still positive)
of estimated income over expense.

During year one, Joe Roulette an-
nounced to the bank that he had hired
an experienced tomato processing ex-
pert and asked that the bank entertain
his request for a term loan to build a
tomato paste plant. He also asked for a
revolving line of credit to carry inven-
tory and receivables. The amounts were
uncomfortably substantial, but the pur-
pose (vertical integration to process
crops) made some sense.

Lots of veiled threats and pressure
were used against the bank to induce it
to grant the loans. The loan requests
were turned down based on the prem-
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ise that the new credit needed, plus the
normal farm operating loans, were more
than Roulette Bros.’ financial resources
could support. At this point, the boys
agreed to hold the line on the project,
and the bank agreed to reconsider the
following year. It was fairly obvious
that the relationship had become some-
what strained over the denial of the
new credit request.

Year two

The four brothers came to the bank
early in the year to discuss their credit
requirements for the coming season.

“As the year wore on,
trouble began to develop.”

They stated that they had located
long-term money to build the tomato
plant, and that they only needed their
normal (but larger) farm operating loan
and a revolving credit for their processing
plant. They had obtained a commit-
ment from a long-term lender to in-
crease the real estate loan on their
farmland, and the proceeds would be
used to provide equity for the process-
ing plant—a separate corporation.

In looking at the entire picture, the
bank concluded that if everything
¢clicked,” the requested loans would
work out, but the risk level on the
credit was rising very rapidly. The loans
were approved. The brothers proceeded
to put their crops in the ground and
started construction of the new plant.

As the year wore on, trouble began
to develop. Crop production and qual-
ity were dropping off. It became appar-
ent that management was devoting its
time to getting the plant up and run-
ning, and the farming operation was
suffering.
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In the fall of that year, the plant
started to operate, and there were
myriad technical and production prob-
lems typical of a new processing plant.
Tomatoes being processed belonged to
Roulette Bros., and the new product
was difficult to sell because prices were
low.

The boys came in to borrow under
the revolving credit, but there was not
sufficient collateral to justify the loan
request and the company had no work-
ing capital. It appeared that the pro-
cessing plant would have to shutdown.

e boys were able to locate four new
investors who made a substantial capi-
tal contribution and provided limited
guaranties for the revolving credit. The
picture for the processing operation
looked a little brighter.

Year two ended very uncomfortably
for both the borrower and the bank.

Year three

Roulette Bros. again came into the
bank to discuss their credit require-
ments for the coming year. The finan-
cial statements for the partnership, the
two produce companies and the pro-
cessing plant all showed substantial
deterioration. The credit requirements
for the farm were up due to a carryover
of the prior year production loan.

“There was ample
evidence of financial
stress.”

The processing plant and two pro-
duce companies were struggling, and
they were unable to pay Roulette Bros.
for potatoes and tomatoes delivered.
There was ample evidence of financial

stress. Larger suppliers were requiring
personal guaranties and the boys were
not getting along.

After a great deal of deliberation, the
bank decided to continue the produc-
tion loan for one more year and con-
tinue with the revolving credit on a
formula basis month-to-month. To se-
cure the farm operating loan, the bank
insisted on a mortgage, which was re-
luctantly provided, on all farmland.

“It has been my experience
that the uncontrollable
risks are not the ones
that cause us the most
difficulty.”

Around the middle of year three, the
processing company requested substan-
tial advances to pay for packaging
materials, taxes, tomatoes delivered by
growers and other expenses. There was
no collateral available to support addi-
tional loans, and the farm production
loan was too ‘‘tight” to stand any ad-
vances other than to grow and harvest
crops. The outside investors in the pro-
cessing plant refused to put in more
funds and would not increase their
limited guaranty. It was very obvious
that operating losses had decimated all
equity and working capital, and the
tomato plant was insolvent.

After loans to the processing plant
were turned down, it was apparent that
the entire Roulette Bros. operation was
in danger of collapse. The processing
plant was forced into involuntary bank-
ruptcy, and the farming operation and
two produce sheds were liquidated dur-
ing the following two years.
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“A bank should not allow
itself to be pushed into a
decision that it knows or

suspects is wrong.”




