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Farm Bank

Performance

During 1997

by Keith Leggett

Keith Leggett is ABA senior
economist. If you have questions
or comments about this article,
Leggett can be reached at 202-
663-5506. His e-mail address is

kleggett@aba.com
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T otal agricultural creditexpanded
for the fifth consecutive year to
$162.2billionin 1997. Agricul-

tural loans held by banks increased to

more than $64 billion for a 39.7 per-

cent market share. In 12 of the past 13

years, banks have increased their

market share of agricultural credit.

According to USDA, in 1997, banks

accounted for 45 percent of all new

farm credit.

Farm banks! had another excel-
lent year in 1997. Farm banks re-
mained highly profitable; capital re-
mained at high levels both in absolute
dollar terms and as a percent of as-
sets; and asset quality remained good.
In 1997, only one farm bank failed,
and only six farm banks have failed
since 1993.

The following analysis compares
the performance of the 3,095 farm
banks in 1997 to the performance of
the same set of institutions in previous
years; with the performance of non-
farm banks;? as well as with the
performance of the overall banking
industry.

Performance of Farm Banks

The nation’s 3,095 farm banks had
strong earnings in 1997, driven by
increasing loan volume, good interest
rate spreads and low loan loss provi-

! Farm banks are defined as commercial banks
with assets less than $500 million whose ratio
of domestic farm loans to total domestic loans
exceeds the unweighted average of this ratio at
all FDIC-insured commercial banks. This ratio
stood at 16.22 percent in 1997, 16.23 percent
in 1996, 16.62 percent in 1995, 16.29 percent
in 1994, 16.59 percent in 1993, 16.63 percent
in 1992, and 16.76 percent in 1991.

2 Nonfarm banks are defined as commercial
banks with assets less than $500 million whose
ratio of farm loans to total loans is below the
unweighted average of this ratio at all FDIC-
insured commercial banks.
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When your clients face trying economic times - - -
Borrowers and/or lenders may need specialized professional expertise

Your institution may face the difficulties associated with foreclosure on
agricultural operations

Capital Agricultural Property Services, Inc. - --

An alternative to staffing to meet short-term needs
Nationwide professional farm management and brokerage firm
Managing approximately 500,000 acres across the nation
Well-versed in the business, marketing and horticultural aspects of
the nation’'s agricultural operations
Closely networked within the industry
Maximizing performance of agricultural investments is primary goal

Property Management
Inspections; management review; oversight of existing operators
Lease negotiation, or alternative operating arrangements
Accounting services, including budgeting, bill payment, and reporting
Crop marketing
Property development projects

Real Estate Brokerage
Traditional private treaty
Auctions using the multi parcel (freedom tract) method

Consulting (business, horticultural, operational)

We are knowledgeable, confidential, prudent and reliable.
We would welcome the opportunity to discuss your particular needs.

Capital
Agricultural

Property
ervices, Inc.

The Farmland Professionals

Licensed Real Estate Brokers
800-243-2060 www.capitalag.com




Return on Average Assets

Non-Farm
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Source: FDIC

the previous year. Every major as-
set category experienced vigorous
gains during the year except secu-
rities. More than 93 percent of
farm banks’ assets were earning
assets in 1997.

Total loans at farm banks grew
13.1 percent during the year to
$100.1 billion. Loans accounted for
58 percent of farm bank assets in
1997, up from 55.9 percent the
previous year. On the other hand,

sioning. These banks earned a record
$2.1billionin 1997, $206 million higher
than the amount earned in 1996. Farm
banks reported a 1.25 percent return

securities fell to 30.4 percent of
farm bank portfolios from 32.6 per-
cent the year before. As a result of
robustloan growth, farm banks’ loan-

on average assets (ROA) in
1997. By comparison, the ROA
for nonfarm banks was 1.29
percent, and the average for all
banks was 1.23 percent.
Despite increased competi-
tionforloans,® net interest mar-
gins at farm banks increased 6
basis points to 4.29 percent in
1997 — reversing a trend of de-
clining net interest margins over
the previous four years. Net
interest margins at nonfarm

1993 1994 1995 1996 1997

Source: FDIC

Loan-to-Deposit Ratio

68.0%

banks were virtually unchanged
at4.53 percent, and banks nationwide
reported a 6 basis point decrease in
netinterest margins to 4.21 percentin
L

Balance Sheet Developments
Assets

Farm banks held $172 billion in total
assets in 1997, up 8.4 percent from

3 According to the ABA 1997 Farm Credit
Situation Survey, many farm banks have iden-
tified the resurgent Farm Credit System (FCS)
as their main competitor. By arbitraging its
government sponsored enterprise (GSE) status,
the FCS is able to offer below-market rates to
attract new customers or maintain existing
relationships.
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to-deposit ratio rose to 68 percent in
1997. As Figure 2 shows, loan-to-
deposit ratios have increased steadily
during the past five years.
Therelatively highloan-to-deposit
ratio at farm banks — coupled with
continued strong loan demand — may
lead to a situation where the demand
for credit outpaces deposit growth
and alternative funding sources. Al-
most half (49 percent) of the banks
that responded to the ABA 1997 Farm
Credit Situation Survey reported that
deposits were not growing fastenough
to meetloan demand.* However, only
1 percent of responding banks re-
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ported that they turned down
creditworthy customers in the
last 12 months because of the
lack ofloanable funds, and all
of these institutions were
smaller than $100 million in

» 30
assets. =
A large number of the| 720
farmbankssurveyedindicated | ¢
that they used nondeposit
sources of funds to meet li-
quidity orloanable funds needs :
ourc

— 85 percent used federal

Agricultural Loans By
Farm Banks

Production

T

1995

T

1993 1994 el

e: FDIC

1996

funds, 45 percent used ad-

vances from the Federal Home Loan
Bank (in 1996 only 33 percent of
banks were using advances), 26 per-
centused repurchase agreements, and
19 percent used seasonal borrowings
from the Federal Reserve Discount
Window.

In sum, while the majority of farm
banks currently have the resources to
meet the credit needs of their custom-
ers, if credit demand continues at its
current pace, these banks may face a
shortage of loanable funds in the near
future.

Loans

Loan growth was strong in 1997 as
farm banks continued to shift their
asset mix away from lower yielding
securities toward higher yielding loans.
Real estate loans expanded by 15
percent in 1997 to $47.8 billion, and
C&I loans increased 12 percent to
$14.5billion.

Agricultural loans, both for land
purchases and production, rose 13.6
percent in 1997 to $36.7 billion, from
$32.3 billion in 1996. But despite the

4 About one out of three banks under $100
million in assets reported that deposit growth
was not growing fast enough to keep up with
loan demand.
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growth in dollar volume, agricultural
loans have steadily decreased as a
percent of farm bank loan portfolios.
In 1993, 39.4 percent of farm bank
portfolios was held in agricultural
loans; by year-end 1997, it had de-
clined to 36.8 percent.

Loansto finance agricultural pro-
duction rose 13.5 percent to $23.5
billion, up from $20.7 billion in 1996.
Strong growth rates continued to be
reported in farm loans backed by real
estate, which rose 13.7 percent dur-
ing the year to $13.2 billion. The rapid
growth in this category is the result of
increased use of land as collateral
for agricultural loans; only a very
small portion of these loans are for
land purchases.

Nonfarm real estate lending at
farm banks rose 15.5 percent in 1996
to $34.6billion. Residential real estate
loans grew 14.2 percent to $21.6 bil-
lion from $18.9 billion the previous
year. Banks nationwide also reported
increased demand for residential real
estate loans.

Consumer loans at farm banks
rose 6.7 percent in 1996 to $12.8
billion. Nonfarm banks also reported
a 6.7 percent growth in loans to indi-
viduals, and all commercial banks re-
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Are Non-Performing

Non-Farm

0.0

1993 1994 1995 1996
Source: FDIC

Percentage of Loans That

assets plus OREOs stood at
$33.7 billion or 0.67 percent
of total assets, down from
0.76 percent a year before.
Loans 90+ days past due also
declined in 1997 t0 0.33 per-
cent. Reserves forloanlosses
at $54.7 billion were 162.4
percent of nonperforming
assets.

There have been some con-
1897 cerns that increased lending
by all commercial banks may

ported loans to individuals as un-
changed.

Asset Quality

Asset quality at farm banks remained
favorable in 1997. The ratio of
nonperforming loans to total loans
was 1 percent, compared with 1.1
percent a year ago. Loans 90+ days
past due —a good leading indicator of
future credit problems — were 0.35
percent of total loans for farm banks,
down slightly from 0.40 percent a
year ago. Farm banks also reported
that $147.4 million in loans were re-
structured in 1997, down 8.8 percent
from the previous year.

Loanloss provisions increased 10
percent from $301.2 millionin 1996 to
$332.1 millionin 1997. Total loan loss
reserves — $1.5 billion at year-end
1997 — represented 150 percent of
nonperforming loans compared with
142 percent at year-end 1996.

The only cloud on the horizon was
a 2.5 percent increase in the dollar
volume of nonperforming assets plus
OREOs, which rose to $1.2 billion in
19597

Asset quality was also favorable
for all commercial banks during 1997.
As of Dec. 31, 1997, nonperforming

be compromising underwrit-

ing standards and hence increasing ~

risk. The Federal Reserve’s Senior
Loan Officer Opinion Survey found
some evidence that banks were eas-
ing their loan standards for commer-
cial credit because of stiff competi-
tion from banks and nonbanks. How-
ever, the Office of the Comptroller of
the Currency found that the lending
standards for agricultural loans could
be characterized as either conserva-
tive or moderate at 98 percent of the
banks surveyed.

Nonperforming
Agricultural Loans
Nonperforming agricultural loans de-
clined $11 million to $280.4 million as
of December 1997. As a percent of
total agricultural loans, nonperforming
agricultural loans fell to 1 percent in
1997 from 1.16 percent in 1996.
According to the ABA’s 1997
Farm Credit Situation Survey, farm
banks reported that there was an
overall improvement in the quality of
the farm loan portfolio in 1997. This
marks the fourth consecutive six-
month period during which farm banks
reported net improvements in the con-
dition of farm loan portfolios. Almost
one-third of the banks reported an
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improvement in the overall
quality of the farm loan port-
folio for the last six months of
1997, while only about 18 per-
cent of the banks indicated a
deterioration.

One-quarter of the banks
responding to the Farm Credit | 1°
Situation Survey reported that 0
farmers in their market area| -10
had run into financial difficul-
ties due to their use of hedge-
to-arrive contracts. About 7.5

40

Quality of Ag. Loan Portfolio

(Net Percent of Banks Reporting Improvements)

1995 1996 1997

Source: Farm Credit Situation Survey

Jan.-July July-Dec. Jan.-July July-Dec.

percent of responding banks
reported holding loans that may be at
risk because of these contracts.

Loan Losses
Netloan charge-offs (charge-offs less
recoveries) on the total loan portfolio
at farm banks increased for the third
consecutive year to $249 million from
$230.8 million in 1996. Net charge-
offs as a share of average loans at
farm banks experienced a slight drop
to 0.26 percent in 1997 from 0.27
percent the year before.

Net charge-offs of farm loans fell
by $16.6 million to $45.5 million — a
decline of approximately 27 percent.
The decline in net charge-offs of farm
loans reflects the continued improve-
ment in the farm economy and in the
asset quality of farm bank portfolios.

Deposit Liabilities

Total deposit liabilities at farm banks
rose 7.6 percent in 1997 to $147.2
billion. By contrast, nonfarm banks
and all commercial banks reported
increases of 12.1 percent and 7 per-
cent in deposits, respectively. Inter-
est-bearing deposits grew more rap-
idly in 1997 than noninterest-bearing
deposits. Core deposits at farm banks
increased $7.7billion to $129.1 billion
in1997.
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In 1997, farm banks increased
their reliance on brokered deposits as
a source of funding. Brokered depos-
its grew by 41 percent to $821.2
million; however, brokered deposits
account for less than 1 percent of total
deposits.

Approximately 24 percent of farm
banks reported a decline in their de-
positbase in 1997, up from 18 percent
in 1996. The primary reasons cited
were increased competition from
mutual funds and other depository
institutions. Those farm banks that
reported an increase in deposits indi-
cated that a stronger local economy
was the principal cause.’

Capital
Total equity at farm banks rose 9.1
percent to $18.1 billion in 1997. As
has traditionally been the case, farm
banks maintained a higher equity capi-
tal-to-assets ratio than other banks —
10.3 percent in 1997. Nonfarm banks
reported an equity capital-to-assets
ratio of 9.7 percent, and for all com-
mercial banks the ratio was 8.33 per-
cent in 1997.

As of December 1997, all farm

5 1997 Farm Credit Situation Survey, American
Bankers Association.
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Efficiency Ratio

1993 1994 1995 1996 1997

Source: FDIC

increase in 1996. Interestincome
grew by $1.1 billion in 1997 to
$12.7 billion, while interest ex-
pense grew by $507 million to
$5.9billion. The favorable inter-
estrate environment coupled with
strong loan demand allowed net
interest margins to grow by 6
basis points to 4.29 percent.

Noninterest Income
and Noninterest Expense

Noninterest income at farm banks

Equity Capital Ratio

1993 1994 1995 1996 1997

Source: FDIC

fell by 3 percent to $1.1 billion
during 1997. Moreover,
noninterest income as a percent
of average assets decreased 6
basis points to 0.66 percent.
Farm banks continued to suc-
cessfully contain their costs in
1996 — noninterest expense in-
creased only 7.5 percent in 1997
to $4.64 billion. Noninterest ex-
pense as a percent of average

banks met the minimum requirements
to be categorized as adequately capi-
talized, and 98.6 percent of farm banks
are in the well-capitalized category.

Income Statement Developments
In 1997, farm banks reported that
their net income increased $206 mil-
lionto $2.05 billion. As aresult, ROA
increased to 1.25 percent. Return on
equity (ROE) increased 31 basis points
to 11.86 percent. The growth in ROE
can be attributed to the increased use
of leverage by farm banks and the
growth in earning assets.

Interest Income and

Interest Expense

Net interest income at farm banks
increased 10.2 percent to $6.77 billion
in 1997, compared with a 7 percent

38

earning assets was virtually un-
changed at 3.03 percent.

Farm banks’ success in manag-
ing costs is reflected in their overhead
or efficiency ratio, which is well be-
low the industry norm. A low ratio is
indicative of an efficient institution
because it measures how well a bank
uses its earnings capacity. The effi-
ciency ratio at farm banks stood at
57.22 percentin 1997, 11 basis points
lower than 1996 and 100 basis points
below the 1995 level. By comparison,
the efficiency ratio for all banks in
1997 was 59.15 percent.

Looking Forward

The ongoing financial crises in Asia
raise asset quality issues for farm and
rural lenders. According to USDA,
agricultural exports will be down 3 to
6 percent in fiscal years 1998 and
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1999, and the economic performance
of the farm sector will be lower than
the 1990-1997 average. Net cash in-
come of the farm sector in 1998 is
projected to be $52 billion—down 7 to
8 percent from 1997 inflation-adjusted
levels.

Moreover, the Federal Agricul-
ture Improvement and Reform Act of
1996 (FAIR Act) sets aside 60 years
of federal government supply-man-
agement policies. Direct cash pay-
ments from the government are ex-
pected to be $7.4 billion in 1998 — 17

percent below the annual average
$8.9billion received during 1990-1996.
According to the FDIC, approximately
45 percent of active agricultural lend-
ers examined between April and Sep-
tember 1997 have portfolios tied to
crops affected by the phase-out of
government payments.

The long-term implications for the
farm sector are not clear. There is a
potential for increased volatility in the
agricultural economy because of the
reduction in government intervention
to stabilize farm commodity prices. jal
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