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INFORMATIONAL MEMORANDUM
March 9, 2005
To:

Chairman, Board of Directors



Chief Executive Officer



All Farm Credit Banks and Associations
From:

Thomas G. McKenzie, Director and Chief Examiner


Office of Examination
Subject: 
Capitalizing Collateral Risk 
Are you comforted or concerned by the continuing rise in agricultural real estate values?  While most would agree that an increase is better than a decline, we do nonetheless have concerns, especially in certain parts of the country.  
The purpose of this Informational Memorandum is to explain our concerns and to encourage you to evaluate collateral risk that may be rising in your portfolio.  We define collateral risk as that portion of agricultural real estate values that is not supported by the capitalized net cash farm income from the normal production and prices of agricultural products.  We believe you should review your portfolio risk management systems, underwriting standards, and capital plans.  

The strong upward trend in the value of farm real estate reflects continued prosperity in the U.S. general economy and the agricultural sector.  However, as shown in the chart below, we also note that the growth of land values has been higher than the inflation rate for the past 12 years and grew 7.1 percent nationally between Jan. 1, 2003 and Jan. 1, 2004.
  Furthermore, some areas have more recently experienced double-digit increases – a situation not generally seen since the 1970’s and early 1980’s. 
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Even more significant is that the growth in agricultural real estate values has substantially outpaced the growth in net cash farm income during this 17-year period as shown in the chart on the following page.  Is a market correction in order; and if so, when?  What will trigger the correction, and how deep will it go?
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[image: image1]We believe that most factors supporting the increase in values are stronger and more sustainable today than they were during the 1980’s, when agricultural real estate values plummeted in many locations.  Nevertheless, we have concerns because several events could again converge and adversely impact real estate values.  Significant factors that you should monitor include: 
· Declines in the disposable income or investment strategies of non-traditional investors in agricultural real estate; 
· Industry-wide distress; 
· Changes affecting the profitability of specific commodities, such as exports or changes in government support payments;

· Rapid increases in real estate mortgage interest rates; and, 
· Downturns in local or national economies.  
We recognize that some institutions already measure collateral risk as a key component in their overall portfolio risk management system and capital calculations.  For those institutions whose risk assessment process does not fully consider collateral risk, we urge you to address the following points in your assessments.  We believe institutions should:

· Consider using the income approach to value for real estate appraisals;

· Measure and monitor collateral risk in consideration of the values supported by the “net cash farm income” of the collateral taken;

· Factor collateral risk into their overall portfolio risk management systems; and,

· Adjust their risk management systems, including underwriting standards and capital levels, to ensure they are in balance and your institution is well positioned to absorb downturns in agriculture or the general economy.

Such an analysis is especially timely as Farm Credit System (FCS) institutions implement the new 14-point risk rating system and determine the collateral coverage on each borrower note as part of the loss-given-default component.  We also observe that most FCS institutions reversed a substantial portion of their general reserves in their allowance for loan loss accounts (ALL) during 2004.  While the reversal was in keeping with revised accounting procedures, we recognize you may have previously considered aspects of collateral risk coverage in your ALL determinations.  With implementation of the recent accounting procedures, collateral risk coverage may be more appropriately addressed as part of analyzing the adequacy of risk funds.  The ultimate objective of considering the above-mentioned points in your portfolio analysis is to ensure your institution is appropriately recognizing, planning for, and capitalizing the collateral risk that may be building in your portfolio.
To alleviate concerns with rising real estate values, we will examine, as appropriate, your institution’s controls for assessing and managing collateral risk.  We will also evaluate the incorporation of your portfolio analysis into your institution’s capital and business plans and whether underwriting standards remain appropriate.  We urge your credit and risk management officials to carefully review this memorandum and its attachments, which provide additional information and criteria that FCA examiners will use in our evaluation of your loan portfolio and capital management. 
If you have any questions about this Informational Memorandum, please contact Hal Derrick, Chief Appraisal Specialist, Special Examination and Supervision Division, at (703) 883-4266, or at e-mail address derrickh@fca.gov, or Roger Paulsen, Senior Supervisory Examiner, Special Examination and Supervision Division, at (703) 883-4265, or at e-mail address paulsenr@fca.gov.
Attachments 

(1) Agricultural Real Estate – Income-Capitalization Valuation
(2)  Tables from the USDA Land Values 2004 Summary
Attachment 1
Agricultural Real Estate –

Income-Capitalization Valuation

Over the last 15 years, System institutions’ underwriting standards have been strengthened and, without exception, should now require loans to have adequate net income, equity, collateral coverage and reasonable margins for future adversity.  However, in light of the prolonged period of increasing farm real estate values and the divergence of income producing capacity from underlying collateral, we are encouraging each institution to revisit the issue of collateral risk in its portfolio. 
One key tool available to your institution for assessing collateral risk is the use of the income-capitalization appraisal technique. Section 614.4240(k) of the regulations
 defines the income capitalization approach to mean the procedure that values real estate by measuring the present value of the expected future benefits of property ownership.  The regulations define two methods of deriving the income-capitalization value of the collateral.  They are:

(1) Capitalizing a single year's income expectancy or an annual average of several years' income expectancies at a market-derived capitalization rate that reflects a specific income pattern, return on investment, and change in the value of the investment; or

(2) Discounting the annual cash flows for the holding period and the reversion at a specified yield rate or specified yield rates that reflect market behavior.

These two methods are developed by establishing a market-derived capitalization rate or by discounting future earnings based on a discount rate reflective of the market.  The most common method of developing the income-capitalization value has been to establish a capitalization rate based on market-driven rental rates.  While we recognize that market-driven rental rates may not always be readily available, we expect institutions to develop appropriate sources of information to support capitalization rates for the agricultural properties being financed in their portfolios. 

Use of the income-capitalization approach enhances an institution's ability to assess and manage underlying collateral risk that has significant implications for your overall portfolio risk management system.  For example, low capitalization rates for real estate collateral may indicate a need to adjust the conditions under which a specific loan is made, while an aggregate analysis of loans with low capitalization rates on underlying collateral may indicate a need to adjust the institution's underwriting standards, adjust portfolio management practices or allocate higher levels of capital.  
Collateral risk should be measured, monitored, and factored into an institution’s portfolio risk assessments.  From regular assessments of collateral risk, among other factors, the institution’s underwriting standards, risk management systems, and capital plans should be adjusted to ensure they remain in balance and appropriate for emerging and strategic risks in the institution’s portfolio.  

Tables from the USDA Land Values 2004 Summary
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Attachment 2








� Additional information and discussion on agricultural real estate valuation and collateral risk is included in Attachment 1, entitled “Agricultural Real Estate – Income-Capitalization Valuation” and in the USDA tables in Attachment 2.


� Further, 12 CFR § 614.4265(d) and (e) of the collateral regulations require each loan transaction exceeding the $250,000 threshold level to include documentation of the real estate collateral's income and debt servicing capacity.  We believe that loans above the threshold level take on greater significance as the borrower’s reliance on farm income to make loan payments increases.
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