HQJ] Federal Reserve Bank of Kansas City / Denver / Oklahoma City / Omaha

As Rates Tick Up, Growth in Operating Loans Boosts Farm Lending
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The volume of non-real estate farm debt continued to increase in the fourth quarter of 2018.

The volume of non-real estate farm debt continued to increase in the fourth quarter of 2018. The increase was driven by growth in
operating loans, which reached a historically large average size. Rounding out a year characterized by lower farm incomes, uncertainties

about agricultural trade and the growth of lending volumes, interest rates on agricultural loans trended higher.
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Section A: Fourth Quarter Survey of Terms of Lending to Farmers

Non-real estate lending continued to increase in the fourth quarter, according to the National Survey of Terms of Lending to
Farmers. Total non-real estate farm loans were up nearly 8 percent from a year ago (Chart 1). This was the seventh consecutive
quarter of annual growth in loan volumes, with an average growth rate in 2018 of about 12 percent. As lending needs increase,
the size of farm loan portfolios at commercial banks also grow, and both have contributed to a shift in loan volumes based on
the size of the farm loan portfolio. Non-real estate loan volumes at the largest agricultural banks, or those with farm loan
portfolios larger than $25 million, were up about 16 percent from the fourth quarter of 2017. In contrast, the volume of

lending at banks with farm loan portfolios less than $25 million was down 15 percent.
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Chart 1: Non-Real Estate Farm Loan Volumes by
Purpose
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The increase in farm financing also continued to be driven by lending to fund current operating expenses. The volume of
operating loans reached a historical high for the fourth quarter, increasing more than $10 billion, or 22 percent year over year
(Chart 2). Loans in this category account for the largest share of non-real estate farm loans and have increased in the last eight
quarters by an average of 12 percent. While representing a much smaller portion of total lending, loans to finance farm
machinery and equipment nearly doubled from the fourth quarter of 2017. The volume of loans for all other purposes declined

over that same period.
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Chart 2: Non-Real Estate Farm Loan Volumes by
Purpose, Fourth Quarter
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Source: Agricultural Finance Databook, Table A3,

Alongside an expansion in the overall volume of non-real estate farm lending, the size of individual loans also continued to
grow. Since declining modestly in late 2016, the average size of all non-real estate loans has increased year over year for almost
two years and at an average pace of 10 percent (Chart 3). Adjusting for inflation, the average size of all non-real estate loans
reached the highest fourth quarter level since 2014, and the average size of loans to fund current operating expenses grew to

the largest on record for the fourth quarter.
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Chart 3: Average Size of All Non-Real Estate Farm
Loans
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As the volume of farm loans continued to increase in the fourth quarter, interest rates also increased. The distribution of rates
has shifted significantly in recent years, and in the fourth quarter 40 percent of all non-real estate farm loans were charged a

rate more than 6 percent (Chart 4). At this time in 2017, a quarter of all loans were charged an interest rate less than 4 percent.
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Moreover, in the fourth quarter of 2015, nearly half of all loans carried a rate less than 4 percent while only a fraction had arate

more than 6 percent.
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Chart 4: Distribution of Interest Rates on Non-
Real Estate Farm Loans, Fourth Quarter
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The combination of increased lending needs and higher interest rates has continued to raise the cost of financing at a modest
pace. For a mid-sized Midwest farm operation that has not increased its financing needs in recent years, annual interest
expenses have increased just about $3 an acre (Chart 5). However, for operations that have required a moderate amount (10
percent per year) of additional financing, annual interest expenses have increased about $10 an acre. In the current price
environment, this increase in annual interest expense would equate to about three bushels of corn an acre, a modest but

nontrivial amount of production.
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Chart 5: Annual Interest Expense on Operating
Loans for a Hypothetical Midwest Grain Farm
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*Assumes a 1,000 acre farm operation specializing in com production with cost of production totaling S600 per acre, financed
costs of production totaling 5300 per acre and an average annual vield of 175 buwfacre. Monthly payments are assumed as
interest only with zero principle reduction prior to maturity.

**Scenario A conditions with 5 percent anmual increase in financed costs of production.

“#%¥Soenario A condition with 10 percent annual increase in financed costs of production,

Sources: Agricultural Finance Databook, Table A5, and author calculations.

Section B: Third Quarter Call Report Data

Third quarter Call Report data also showed that total farm debt at commercial banks continued to increase. Loans extended to
farmers from commercial banks have increased at an above-trend rate for nearly four consecutive years and have not declined
year over year in any quarter since 2011 (Chart 6). Driven by modest increases in lending for both real estate and non-real
estate, total farm debt increased more than 3 percent, with real estate loans up more than 4 percent and non-real estate loans up

about 2 percent.
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Chart 6: Farm Debt Outstanding at Commercial Banks
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Sowurce: Agricultural Finance Databook, Table B.1.

As farm debt has increased, delinquency rates on loans for both production and farm real estate have continued to edge higher.
Despite remaining near historical lows, the share of delinquent loans in the third quarter for both categories increased roughly
25 basis points from a year ago (Chart 7). While the increase in delinquency rates on non-real estate loans primarily was driven

by loans past due less than 90 days, the increase in delinquency rates on real estate loans was driven by nonaccruing loans.
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Chart 7: Delinquency Rates at Commercial Banks
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Sources: Agricultural Finance Databook, Tables B.2, B.3, B4, B.5. and Board of Govemors.

In addition to higher rates of delinquency on farm loans, financial pressures in the agricultural sector also have led to an

12
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upward trend in farm bankruptcy filings, despite a slight decline in the 12-month period ending in September. Since reaching a

10-year low in 2014, the number of filings has steadily increased; filings, however, remained well below highs reached in 2010

(Chart 8, left panel). Despite the increases in borrowers’ financial stress, however, returns at agricultural banks remained

relatively strong (Chart 8, right panel).

As Rates Tick Up, Growth in Operating Loans Boosts Farm Lending
https:/ /www.kansascityfed.org/agriculture/agfinance-updates/ag-finance-dbk-1-17-2019/


https://www.kansascityfed.org/agriculture/agfinance-updates/ag-finance-dbk-1-17-2019/

Chart 8: Farm Bankruptcy Filings and Bank Financial
Performance
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Sources: Agricultural Finance Databook, Table B.7. and United States Courts

In contrast to the strength of earnings performance, liquidity at agricultural banks continued to tighten. With the weight of
increasing loan volumes, the average loan-to-deposit ratio at all agricultural banks trended higher in the third quarter (Chart
9). The level of liquidity was lowest at banks with headquarters in the San Francisco and Minneapolis Federal Reserve Districts
and noticeably higher among banks in the Dallas District. Dallas also was the only District that exhibited an increase in

liquidity compared with a year ago.
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Chart 9: Liquidity at Agricultural Banks, Third Quarter
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*The loan-deposit ratio is defined as total loans divided by tolal deposits, Based on third quarter 2018 data, agriculiural banks are defined as banks with
a farm loan ratio of a1 least 18.37 percent.
Source: Agriculural Finance Databook, Table B.8.

Section C: Third-Quarter Regional Agricultural Data

An important factor for liquidity at agricultural banks, demand for non-real estate farm loans remained strong in the third
quarter. According to regional Federal Reserve surveys of agricultural credit conditions, bankers in all participating districts
reported a modest increase in loan demand with the exception of Dallas (Chart 10, left panel). Growth in the need for farm
financing continued to place downward pressure on the availability of funding at agricultural banks (Chart 10, right panel).
Respondents in the Chicago District reported a more significant decline in available funding while bankers in all other districts

except Dallas reported modest declines.
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Chart 10: Changes in Non-Real Estate Farm Lending,
Third Quarter
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Source: Agriculiural Finance Databook., Table C.1.

Alongside growing demand for farm lending, loan repayment rates continued to trend lower. Responses from bankers in all
participating Federal Reserve Districts indicated a decline in the rate of loan repayment compared with a year ago; the fastest
pace of decline was reported in the Chicago and Minneapolis Districts (Chart 11, left panel). Similarly, the increase in collateral
requirements was most significant in those two districts (Chart 11, right panel). Stricter lending requirements are a likely

response by agricultural bankers to the combination of rising finance needs and a slower pace of repayment.
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Chart 11: Selected Agricultural Credit Conditions,
Third Quarter
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*Diffusion Index is calculated by subiracting the percentage of respondents who indicated “lower” from the percentage of
respondents who indicated “higher” and adding 100
Source: Agricultural Finance Databook, Table C.1.

Consistent with national data, interest rates also continued to rise across each Federal Reserve District. In the third quarter,
rates charged on operating loans remained slightly higher in the Dallas District while respondents in the Chicago and
Minneapolis Districts reported the largest increases from a year ago (Chart 12, left panel). The comparison of rates on
longer-term real estate loans across regions was similar, with bankers in the Dallas District continuing to report slightly higher

rates and those in the Chicago and Minneapolis Districts indicating a slightly faster pace of increase (Chart 12, right panel).
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Chart 12: Average Interest Rates On Farm Loans,
Third Quarter
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Despite tightening credit conditions and higher interest rates, farm real estate values generally remained stable. In fact, the

value of nonirrigated farmland increased in many states in the third quarter (Map). The increase averaged 5 percent for states

with positive changes from a year ago. North Dakota, Texas and Oklahoma exhibited the largest gains while declines were

modest in Nebraska and Kansas; there were only slight changes across most other states.
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Map: Value of Nonirrigated Cropland,
Third Quarter 2018
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Conclusion

Lending in the farm sector continued to grow in the fourth quarter of 2018 alongside a similar increase in interest rates on
agricultural loans. As a result of strong demand for farm loans, liquidity at agricultural banks trended lower and collateral
requirements continued to tighten in the third quarter. Delinquency rates on farm loans inched up, but remained low from a
historical perspective, and financial performance at agricultural banks remained relatively strong. Despite mounting pressure
on the farm sector and limited profit opportunities, the value of farm real estate has continued to provide ongoing support and

remains a key area to monitor in the coming months if leverage continues to increase.
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