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PBlC HISK IN FARM CREDT

CHAPTER I

INTRODUCT ION

General Statement

The risk of declining prices constantly confronts
the borrowers and lenders of agricultural credit, Price*

of a single farm commodity may fall as much as 50 per-

cent in one year resulting in a drop in gross income
equally as great. Debt paying capacity can be no greater

than the earning power of the farm and the farmer. Earn

ing capacity of the farm depends to a great extent on
price trends. Extended price declines may place even

conservative loans in jeopardy.
As a group, farmers are in the debtor class. They

hold title to land and commodities. ?dhen prices fall

they lose much. Many good farmers are liquidated. When

prices rise many reap a windfall. The windfall itself
may be unhealthy in the long run if it diatorts values,
creates false booms, and causes overexpansion.

Agriculture is also beset with production risks
such as drought, flood, frost, wind, hail, diseases, and
insects. An individual farm or a whole region may have

its production cut to zero by any such natural huard.



Generally speaking, the farmer can do little to combat
such hazards except in an indirect way throu4i crop 1n"
eurance, storage operations, better management, and cap
ita]. investment for flood control, irrigation, etc. If,
1owever, the natural hazards are lessened there yet i'e
mains the uncertainty of income caused by low prices or
unfavorable price relationships.

A further risk encountered by lenders and borrow
ers end one that runs through all aspects of farm credit
is what mig)t be termed appraisal risk. it is imposs
sible for human judgment to consider all of the changing
elements of' appraisal and arrive at an evaluation that
is 100 percent correct. The economic elements of evalu'.

ation as enumerated by E. C. Young ares (1) Prices of
farm products, (2) prices of products used in prothio
tion, (3) technological changes resulting in charging
unit costa, (4) taxes, (5) interest ratea, (8) rate of
capitalization.

The physical elements of appraisal are sometimes
equally as difficult to evaluate. Overlapping soil
types are often overlooked. Discrepancies in the actual
acrea,e in cultivated land, orchard, brush and pasture

Young, E. C., Use of the Normal Value Concept as a
Stabilizing Influence In Agriculture. Jour. Farm
Economics, 22:148, February 1940.



often appear in the evaluations of capable appraisers,
There is also the tendency to appraise toward the
regional average with the result that the good farms
are appraised too low and the poor quality farms too
high. Loan difficulties usually start on these same

poor quality farms. Even with the best appraisal there
remains the poasibility of loss because of a depressed
real estate market at the time sale of the property is
desired.

Objective and Technique

It is the ob,joctive of this paper to study in *

general way a few of the relationships that exist be
tween price risk and farm credit. The study will be con*
ducted by observing the past relationship of farm prices
to net income to people on farms, the relationship of
farm prices to pricos of goods used in agricultural pz'o

duotion, the secular movements of prices of farm com-

modities and farm real estate, the general effect of net
income on debt paying capacity, and the variation in the
purchasing power of different groups of farm coimnoditteg

in respect to debt paying capacity. From these observa-
tions an analy2is of the place of price risk in the
plans of borrowers and lenders will be .de.



The study is ,enera1 in nature and indirect in
approach. It is impossible because of everchanging con..

dittons and insufficient data to compile information
which would indicate that for an individual farm in a
certain re ion under given management conditions a cer
tam debt could be supported and paid out in so many

years. It is likewise impossible to say that for a

given drop in the index of farm prices a certain percent
of' mortgaged farms will be foreclosed. General rela-
tionehips and the normal margin of safety, however, can
be discovered,

Source of Data

A multitude of' regional and sectional studies have
been made in the field of farm credit to determine the
reason for farm credit failures. There is also art ac
cumulation of information and etatistir's in the field
prices, This paper draws principally from the latter,

The following indexes have been used:
1. Index of prices received by farmer$ for all.

commodities. (August l9O9.July l914lOO)
Source: Agricultural Statistics, U. S.
Department of Airiculture, 1944, 1945,
1946.

Index of' price paid by farmers for all com..
modities, bought for use in production, ex..
cluding interest and taxes and conwiodities
used for family maintenance. (19lO..l914
100) Source: Agricultural Statistics, U. S.
Department of Agriculture, 1944, 1945, 1946.



Index of realized net income from agricul
ture to persona on farms, excluding gov'
ernmerit pannenta, computed from figures on
realized net income in millions of dollars.(l91019l4loo) 8ouroe, The Farm Income
Situation, U. 3. Depsrtment of Agriculture,
Bureau of Agricultural Economics, June
1946.

Index of agricultural commoditioi by
groups. (August 1909'.July 19l41OO)
Source: Agricultural Statistics, U. S.
Department of Agriculture, 1944, 1945, 1946.
Index of farm real estate values. (1912a.1914100) Source: The Farm Real etate
Situation, Circular No. 754, United States
Department of Agricultur., Bureau ol' Agz'i'..
cultural Economies, December 1946.

Index of wholesale prices of farm produciu.
tion, 1800.1946. (1910"1914=100)
Sources 1800-1910, Warren, George F. and
Pearson, Frank A. Gold and ?ricea, New
York, J. Wiley and Sons, 1935.
1910.1946, Agricultural Statistics, U. S.
Department of Agriculture, 1944, 1945, 1946.
Index of wholesale prices of nonagricultural
products (191O-1914=1oo)
Source, l8OO"l91O, Warren, George F. and
Pearson, Frank A. Gold and Prices, New
York, J. Wiley and Sons, 1936.
1910".1946, Agricultural Statistics, U. 8.
Department of Agriculture, 1944, 1945,
1946.

Limitation of Data

Lending money to farmers is, in some respects, a
individualized business. Each loan represents a differ
ent 8et of conditions. Io two farms or farmers are exact'..
ly alike. The risk involved will vary accordingly. This



paper will treat price risk on a general basis and there'.
fore will et forth only general principles which can be
adapted to specific regions after the accumulation of
the necessary data.

Considerable use will be made of total net lflCQlflS

figures for tho United States. Net income itself is an
elusive figure. Iconomista and statisticians of the
Bureau of Agricultural Economics who compile farm income

reports admit that there ii a wide margin of error in
their estimates of income from garden, greenhouse, and
forest crops.

¶he total farm income in the United States ob
scurea the income fluctuations of regions and certainly
of individual farms. Furthermore, reduced production or'

failure in some areas Is partly balanced by Increased
prices to otborproducers so that national farm Income
figures tend to remain more constant than individual
farm incomes,

The value of the index of prices paid by farmers
for goods used In production is limited by the fact that
different types of farming require expenditures in dif'.
ferent proportions for different commodttie. There Is,
however, the tendency Ior all comaioditioe to follow the
same trend.



CHAPTER II

NATURE AND EFFECT OF AGRICULTYJRAL PRICE CIAiTGE

General Statement

As indicated by Figure i on the following page,
prices of agricultural products tend to follow the girl-'
eral price level but with fluctuations above and below
the general level tending to be more pronounced. This

Is partially explained by the fact that several hundred
conmiodities and manufactured products are inc]nda in a
general price index. The general price index includes
manufactured goods over which there is considerable

production control. Agricultural production, on the
other hand, is not easily controlled In response to
short run supply and demand conditione.

Changes in the supply of farm products account
for some price changes, especially for fluctuations
around the general price level. Changes in supply tend

to be offset by changes in price, so that for some corn-'
mod ities a small supply is more valuable than a. large
Bupply. The elasticity of demand is the determining
factor. Changes in prices of farm products caused by
changes in the price level are seldom offset by changes
in supply except after a difficult period of adjustment.
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When the price level changes, prices of raw .
terials move faster and farther than the average of all
commodity prices. Agricultural products in many respects
can be considered raw materials. Feeds and cereal grains
are more basic In character than meat and dairy products,
As might be expected, there seems to be less price fluo
tuation among the more finished products of agriculture.

A Price level and Unit Purch*sin Power

An unfavorable economic situation for agr!culture
often the result of disparities between the selling

prices of ftrm products and the prices of goods and
services used in production. The use of the term price
disparity is based on the assumption that the activities
of our economy should work together. In reality, the
pricing mechanism functions in such a way that wide dif.'
forencee in price relationships often occur.

One concern of this paper is with certain aspects
of the changes which occur between prices paid by farm
ore f or the factors of production and prices received
for farm commodities as they affect net income and pur
chasing power. Changes in market conditions and price
relationships are constantly occurring with favorable
and unfavorable consequences. A persistent disparity
that continues beyond a reasonable time of readjustment
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leads to uneasy long.'term agricultural credit. On the

other hand, a short-time disparity such as might occur
in the price of perishables could have harmful conee
quencea in the field of production credit.

To measure the condition of disparity it is best
to compare the course of prices actually received at the
farm with prices of goode bought by farmers for produc
tion. A retail index of goods used in production is more
indicative of actual conditions. An index of this type
a constructed by the Bureau of Açricultural Economics.

It should be noted, however, that a comparison of prices
received and prices paid does not show the entire rela'
tionship because it leaves out of consideration the pos
sible changes in production efficiency and quality. Some

loss of accuracy is unavoidable, but no other general
measures are available.

The most obvious generalization that can be made

in regard to tarn, prices is that they change more rapidly
and go to greater extremes than commodities used In pro
duotion. This tact is shown graphically in Figure II,
Table I shows the extent of change. on a percentage basis
for the two groups for selected periods,
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Table

ercentage Change in Indexes of
Prices Paid and Prices Received by Farmers

1910-1914 = 100

The degree of loss in per unit purchasing power

has varied considerably from group to group of farm corn-

niodities, The term unit purchasing power may be defined

as the buying power of a farm commodity in terms of the
cost of the goods used in its production. As shown in

Table II, the purchasing power of grains in 1919 was 128
percent of the base period. In 1923. it had fallen to 92

percent and by 1929 to 79 percent. There wore, of' course,

many changes in grain farming methods during this period
so it cannot be said with any certainty that there was a

corresponding change in the economic position of the

grain farmer.

Period Prices p aid Prioeø received
percent pero eM

1910.. 1919 +93 +115
1920-1922 -28 -39
19231925 +6 18
1926-1927 -2 -8

1928 +3 +6
1929-1932 -26 -59
1933-1937 +25 +79
1938-1939 -30 -22
1940-1945 +43 +113



trable Ii
Average JiXt Purchasing Power of Groups of

Farm Commodities for Selected Period

1910'-1914 = 100

Based on indexes of pioes received for commodities and
prices paid for commodities used in production.

9ab1e III shows the degree of change in purchasing
power that has occurred in the past among different
groups of' farm commodities The purchasing power of

dairy products has changed less than the average of all
farm products. Grains, meats, and wool have changed

considerably more.

A arm
c ouunod -

Year ities
Dairy
roducts

1eat
roducta Cotton Woo

1919 112 105 108 128 126 145
1921 88 99 76 92 72 65
1929 101 111 109 19 98 3.16
1932 62 79 43. 43 48
1937 90 96 96 88 68 122
1939 78 90 92 59 57 102
1945 118 113 121 100 100 132



arm
coinmod- Dairy

Period ities 'roduct
percen perce

Table III

Percentage Change in Unit Purchasing Power of
Different Grouos of Farm Conmiodities

14

Food Meat
sins an

percen percen perce

Based on changes shown in Table

A Changing Price Level and Income

The purchasing power of gross farm income has been

more stable than the per unit selling prices of farm

products. Between 1929 and 1932 selling prices fell some

58 percent on the average. Buying prices were falling

at the same time, however, and production was being main-

tamed, with the result that the net loss of total pur-

chasing power amounted to 39 percent (table III). This

was severe but much less so than prices alone would in-

dicate, There would, therefore, seem to be danger of

drawing erroneous conclusions concerning the effects of

price change if attention is confined to the price of

farm connnodities a1one.

1919-21 -21 -6 -28 -30 -55
1921-29 +15 12 -14 +78
1929-32 -39 -29 -48 -46 -59
1932-37 45 +22 +115 +63 +154
1937-39 -13 -6 -33 -4 -16
1939-45 +49 +26 +41 +32 +30
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Relative changes in the economic status of agri-
culture are, therefore, better measured by net income
than by price changes or gross income. Net income fig

urea measure in some degree the disparity between prices
paid and prices received.

Equal changes in gross income resulting from

equal price and production chanee may represent quit.
different movements of net income. When gross income is

sustained through the maintenance of a high volume of

output, as waa true of agricultural income from 1929 to
1932, correspondingly high prothiction expenses may force

net income to a very low figure. Fixed charges in the
form of taxes, interest, etc. take a far greater propor-
tionate part of the reduced gross income of fax'mera in
depression than of the larger gross income of prosper-
ity. The incom. available for debt retirement is ocr-
reepondingly reduced. For instance, from 1929 to l92
the gross income of farmers declined some 5 percent--
13,824 million dollars to 6,406 millIon dollars. The

cash available to farmers after payment of production
expenses was reduced 70 peroent--6,044 million dollars
to 1,832 million dollars. Percentage changes in net and
gross income for other periods are listed in Table XV.



Table IV

Percentage Change in Gross and Net Income

l9l0. 1914 = 100

eriod
p

a

Based on gross and net income. Appendix, page 40.

Prices received for farm commodities are the
greatest single factor affecting the variation in both
gross and net agricultural income. This relationship ii
explained by the fact that agricultural production is
relatively constant, that about one bait of all farm
costs are non-cash costs, and that costs for goods and
labor used in production tend to move with prices re-
ceived. The simple coefficient of determination between

prices received for all farm commodities and realized
net income of farm operators is 0.88 (appendix, page 40).
The regression coefficient between prices received and
realized net income is 1.14, indicating that not farm
income changes about 1.14 percent for each one percent

16

1910.1919 +155
1919-1921 -61
1921.1929 +68
1929".1952 -'.70
1932-193? +166
1937-1939 -22
1939-1945 +235



change in prices received, The net income curve in

iure II demonstrates this relationship.

A Chn4in Price Level and Fixed Expenses

1929 the total farm debt amounted to over 12

billion dollars (table V). Interest payments came to

approximately '700 million dollars. This represented

slightly over six percent of the total cash income to
farmers. Farm mortgage debt, the moat important item

in the total farm debt, amounteci to about 9,250 million
dollars in 1929, with interest payments of about 550
million dollars. The total farm debt in 1919 was much

smaller, about 4,445 million dollars.
The average long.'term Federal Land Bank farni

mortgage is amortized over a period of 30 to 40 years.
Reduction of the total income naturally tends to require
a higher percentage of the net income to meet the fixed
charee incurred in a 1ong'torm debt, in 1932 the total
farm debt amounted to 10,728 million dollars, Interest
charges alone amounted to 590 million, or about 13 per.
cent of the total cash income. Taxes levied against
agriculture in 1932 amounted to 504 million dollars, or
10,6 percent of total cash income as compared with 5.6
percent in 1929. Taxes and interest required around 13
percent of the total cash income in 1929 and around 23
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percent in 1932. Fixed charges become increasingly

important as prices decline.
The situation constitutes the crux of the longterm

farm credit problem. Beavy fixed obligations incurred at
a definite time under conditions prevailin at the moment

must later be met when an entirely new set of prices and
value relationships exist The amount of the loan end

the interest rate are fixed. The purchasing power of

the farmer's dollar changes. The farmer may have to pay

his debts with expensive money.

Farm debts are contracted under diverse condi.
tions. Loans are being made all the time. Some are

made at the high point of a price cycle1 some at the law
point and others in between, If a certain number of
loans o bad during a period of deflation, a return to
a high price level would not necessarily correct all the
mistakes because many factors other than prices deter.
mine the suoceas of a loan. A favorable ratio between
prices paid and prices received could also exist without
total income being sufficient to correct the inequaltu.
ties The farmer's debt is fixed but everything else
may be changing.

Table V gives the interest expense on the total
arm debt as a perccntage of cash income for the whole

of agriculture. Al). farmers, however, are not in debt
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to the same degree. Other's are completely free of debt. 
The significance of interest and taxes to the cash in'. 

come of persons in debt is, in reality, more pronounced 
than is indicated by Table V. 

Changing ic ol Land Valu 

The generally accepted theory regarding land value 
is that value depends upon capitalized current income and 

capitalized anticipated income. The market value of farm 
land inevitably follows the current and anticipated in'.' 

come of the land with past income history tempering the 
market value somewhat. t. Ii. Bean measured the relation* 

ship between farm prices and land values for the years 
1912 to 1936 and found that about 62 percent of land 

values are associated with prices in the current ye 
25 percent with prices in the previous crop year, and U 

percent, 6 percent, 6 percent, 5 percent, and 1 percent 
with prices in the respective previous yeaz'c.(2) Beants 

study indicated that aotual values corresponded closely 
with estimated values except for the depression years of 
1930 to 1933 and the immediate recovery years during 

which actual values fell below estimated values. On the 

(2) Bean, Louis H., Inflation and Price of Land, Journal 
of Farm conomice, 20z315, February 1938. 



Table V

Interest Exenae on Total Farm Debt a a Percentage of
Cash Receipts for Selected Years

Arbitrary interest rates used: 1920 = 6.0
1929 = 5.5
1932 5.5
1937 = 5.0
1945 5

se from Statistical Abstract, U. 3. Bureau of Con3merce, Bureau of
Census, 1946, pp. 626"627.

Total farm deb 12,321 12,362 10,728 8,407 7,007
Interest 739 26 879.91 590 420.35 350.35
Cash income* 12,608 11,303 4,747 9,217 21,552
Interest as a percent

of cash income 64 60 13.0 4.5 1.6
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basia of Bean's analysis estimated values have con-
tinued to be above actual values since 1931. This can
largely be accounted for by the memory in the niinde of
moat farmers of the depression of 1932.

A comparison of the index numbers of farm prices

and farm real estate values since 1912 shows less infla's'
tion for the 1946 period than for the 1920 period. The

index of farm prices in 1919 stood at 215 percent and
1945 at 202 percent while the index of farm real eata
in 1920 was 170 percent and 142 percent in 1946. The

farm price Index in 1946 was 233 percent. If the cue-
tomary time lag occurs the real estate Index should be
higher in 1947 than in 1946.

Farm real estate values tend to follow farm in
come but do not show the same pronounced fluctuations.

Figure III shows that there have been only three general
movements in real estate values since 1912 two upward

movements and one downward movement. From 1912 to 1920

real estate values rose 75 percent, dropped 57 percent
between 1920 and 1933, and rose again 96 percent be-
tween 1833 and 1948. The length of the farm real
estate cycle has made it very difficult for a borrower
or lender to ride it out from one period to a like
position on another cycle.
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CHAPTER III

SUARY AJL) R. COMENi)AT IONS

SiiIficance of Price Risk to Loan Policy

Rising prices and increased agricultural income
increase the Incentive to expand and therefore the need
to borrow. Prospective income looms higher and the value

of the security is expected to increase. The situation
is ideal for a time. When the drop in prices comes,

liquidation of loans is often required and a general
tightening of available credit occurs1

The obvious answer to this situation is the adop..
tion of a striot credit policy during good times and a

more liberal one during bad times, always keeping in mind

the probable earning capacity of the farm for the next
few years. Rowever, it is not always possible to follow
the obvious course. Competition for loans Is severe,
especially in the better farming areas. Lending agencies

sometimes find It necessary to make high ratio loans to
keep up their volume during periods when borrowers and

lenders alike are filled with the exuberance of good
times. Farmers are quick to take advantage of easy
credit conditions. From the lender's standpoint it is
primarily a matter of company policy as determined by
conditions within the company and the nature of the

23
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competition. From the borrower's standpoint it
ter of judgment on how to avoid the unfortunate.

A more logical extension of this policy for the
debtor and croditor is to liquidate rather rapidly when

prices are hi so that the debt ratio will be within *
safe margin by the time the trend changes. When prices

are low the lender should not lose sight of the "normal"
concept of prices and values.

This policy implies the use of sound price fore
casting. It may be argued, of course, that no one is *1"
ways accurate in price forecasting. However, short time
price movements are not of particular interest in long..

term farm credit if the debt ratio is at all reasonable.
Abnormal difficulties are brought on by extended periods
of depressed prices and poor timing of credit operations
so that loans are made at the top of the cycle.

A. price history of the tlnited States since 1800
shows four peak periods. The first three peaks 1812,
1865, 1919 were about 50 years apart with generally
falling prices for 25 years and generally rising prices
for 25 years (figure I). The shorter period from 1919 to
1947 was characterized by more violent fluctuations.

Borrowers and lenders of 1ong.term credit must
base their operations on the probability of violent price
chanes. They cannot, however, forecast the time end
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extent of price changes with any degree of certainty.
Neither will they be able in all oases to recognize the
high and low points of the cycle. They must, therefore,
use an arbitrary percentae of the security value or an
arbitrary percentage of the earning power of the farm
as a safeguard.

Significance of Price Risk to Debt Ratio

Lending agencies coimonly follow the practice of
lending 40 to 50 percent of the appraised value of the
security. This margin is made to cover not only probable
declines n the market price and earning power of the
security, but also errors in appraisal, foreclosure coats
in the event foreclosure is necessary, loss of interest
during delinquency, depletion of the soil, depreciation
of the buildings, etc.

Furthermore, the established margin must be ap
plied to all loans to give protection against the inevi
table foreclosures. The lender does not laiow at the time
& loan is made whether it will be successful. Re cannot

rely on the average of all loans to compensate for the
loss from delinquencies and foreclosures since he can col*
lect only his interest and principal from even the beat
loans. The margin must therefore be extended to include
loans which may prove to be far below average. The
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experience of the edera1 land banks is indicative of the
high cost of foreclosure.

The Fedleral land banks iave lost approximately 25

percent of their investment of farms foreclosed or deeded
to tbem.3) To ascertain the sitificance of this loss
it is necessary to have data on the book value of the
acquirements. Estimates of this amount were not eneoun
tered in the course of this study. Bowever, by using the

average number of forced sales per 1,000 mortgaged farms

for a somewhat normal period, an estimation can be made.

I)uring the five years, 1934..38, the avsra,e number of
forced sales per 1,000 of all farms mortgaged to. the
Federal land banks was 22.2 per year.4 Assuming the

farms foreclosed represented a like percentage of the
total value of the loan investment, a loss of .55 per
cent (0.0222 X 0.25) per year was experienced. A fore

closure rate of eight percent would wipe out a).]. possible
gains derived from interest charges.

A few of the costa involved in foreclosure should
be mentioned. Farm mortgagee will ordinarily be

Farm Credit Administration. The Profitable Use of
Farm Credit. Cir. No. E4, Washington, D.C., p. 42,
October 1939.

Horton, Donald C., et a].. Farm Mortgage Credit
Facilities in the United States, Miscellaneous Pub-
lication No. 478, U.S.D.A., Washington, D.C., p. 3'?,
1942.



Doane AgrIcultural Service, Agricultural Digest0St. Louis, Missouri, p. l064'1092, November l9$.

27

delinquent one or two years before foreclosure action is

taken. If court action is necessary for the lender to

obtain title to the security, more time will elapse. The

tIme neoesaary for court foreclosure or foreclosure under

power of sale varies with different state laws. Doee'i

Agricultural Service estimates the average tine required

in Oregon for a lender to acquire title, free of all

rights of redemption, an 15 months, 10 days, and the

average court cost as 130.3? dollars on an average loan

of 2,990 dollare.(5)

Unpaid interest at four percent for two years an

foreclosure costs of 4.3 percent per loan account to

12.3 percent of the loan Investment, In such a case I

would be necessary for the lender to recover 123 percent

of his loan Investment to cover the expense of foreolo..

ure and unpaid interest. Recovery of this percentage

Is unlikely because of the close correlation between the

number of forec1onuro and depressed real estate values.

Rights of redemption ax's of major importance to

lenders In some states. Alabama, the extreme case tn

this matter, has set two years an the time limit for re..

demption by the borrower, oil depletion and depreo1ati
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of the buildings will proceed at a more rapid rate dur-
ing delinquency. After a lender acquires title, he often
finds it necessary to make repairs to bring the farm back

into saleable condition.
There are, then, many factors dfrectly associated

with price risk which the lender must consider in eatab'.
lishing a reasonable debt ratio. At the same time the
borrower is interested in having sufficient equity to
avoid delinquency during periods of low income. The

debtor as an individual is not protected by the average
condition of al]. debtors. The farmer who is foreclosed
probably loses everything. He is, moreover, most vulner
able to delinquency and foreclosure during periods of
depressed income. The loan margin and expected earning

power, therefore, must be sufficient to cover the poset-'
bility of' periods of low income.

Nany factors are involved in determining whether
a loan is safe. Such factors as soil, else of farm unit,
type of farming, etc. are Interrelated and Important to
the eventual success of a farm loan. While not overlook.'

ing these factors the scope of this study is confined to
the place of price risk in the plans of borrowers and
lenders. What, then, has been the history of farm real
estate values and how can that history be related to
present conditions?



29

Farm real estate values have tended to follow
farm income Inoome flue tuat ions, however, have besn

more erratic and have moved to greater extremes than
real estate values. The most severe drop since 1912 oo
otured between 1929 and 1933 when the United States index
of real estate values foil 40 percent. The situation
was, of course, more acute in certain areas than in
others. Such a precipitous drop, while likely to occur
only after several years of depressed prices, ntst,
nevertheless, be considered as a possibility.

, study of changes in the farm real estate index
from year to year between 1922 to 1931 reveals that real.
estate values fell, on the average, less than two per
cent per year (figure III). During this period agri.
culture enjoyed what has since become regarded as a very
favorable position although it may not have been con
aidored so at the time. From the standpoint of price
risk only, a loan of 7 percent of' market value in 1922
would have, in view of subsequent events, proven satis-
factory. The characteristic which distinguished the
1922"1930 period was the comparative stability of agri*
cultural income. This situation permitted amortization
to proceei at a steady rate so that by 1931 the debt
ratio could have been within the bounds of safety. The

success of a 75 percent loan in 1922 would probably have



been the result of' fortuitous circumstances rather than
sound loan policy.

UPfortunately the majority of loans are not mad
at the time which history indicates as the most favor
able. More credit is available and hopes are higher dur.
ing prosperity. Young farmers and tenants find it easi
er to become owners when agricultural income is high.

During good times there is also a faster turnover in farm
real estate, largely because of the desire of older far-
mers to retire.

The common practice of lending 50 percent of ap'.

praised value can be examined In the light of past
events. The safety of a 50 percent loan at current value
depends to a great extent on timing. If' the loan is made
at the high point of the cycle and the following decline
In farm income continues downward without a break, as

occurred in 1931, dIfficulties are sure to develop.
Foreclosure may result. The lending agency may have th.

alternative of foreclosing and selling at a loss or
operating the farm at a loss until values return to a.
satisfactory level. Lending agencies generally are not
in the business of managing farms unless forced to do
so.

Lenders wish to avoid having an outstanding debt
greater than the market value of the security but under



the pressure of competition for loans many mistakes have

been made. The following table illustrates bow the
downward trend in farm real estate values from 1920 to
1933 reduced the debt margin of a loan of 50 percent of
market value made in 1920, aa8wning no amortization.

ab1e VI

50Percent Made in 1920 PercentageLoan as a
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Based on index numbers of estimated value of farm real
estate, 1912-46. (1921-14100). Appendix, page 40.

Solely on the basis of index value, a loan of 43
percent in 1920 was equal to the value of the property
thirteen years later. On the ether hand, a 50 percent
loan based on index value in 1933 was equal to only 26
percent of the 1946 index value.

of Index Value in Later Years

Yea Percent Year Percent

1920 50 1934 112
1921 54 1935 108
1922 61 1936 104
1923 63 137 100
1924 65 1938 100
1925 67 1939 100
1926 68 1940 100
1927 71 1941 100
1928 72 1942 93
1929 72 1943 86
1930 74 1944 75
1931 80 1945 68
1932 96 1946 60
1933 116
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i:i, for the purpose of illustration, it is as
sumed that a 20 percent margin was sufficient to cover
the probable errors in appraisal, foreclosure costs, loss
f interest, and physical deterioration of the security,

Table VI indicates that a loan of 60 percent of market
value in l20 was not sufficient to cover the drop in
security value during the depression years. The lender
was further handicapped by the slow recovery of rea].
estate values.

A 60 percent loan made during a more normal period,

1928 for instance, would have been comparatively safe.

The loan investment would have equaled 84 percent of the
security value in 1933. If fluctuations in the future
are no more severe than those in the past, a 50 percent
margin during norma]. periods should provide sufficient
protection,

1om the borrower's standpoint, however, there
another aspect to be considered. Land values have fallen
in response to a like though more severe downward movo

ment in agricultural income. If a loan made in a norma:
period were not based on a farm budget that showed net

income at normal prices at least twice as great as the
amortization payment, difficulties wou'd have developed.

The borrower mast be especially conservative in

his long-term credit operations because of the probabi1i
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of terrific declines in net income, The fact that ored'.
it is available and the value of the security sutft-
dent to protect the lender does not mean that the debt
will be any less burdensome to the debtor,

Si&ntfioanoe f Price Risk to Payment Plan

Instability of income is the condition which
causes many farm credit failures. The fluctuations in
prices received have been noted. The fact that net in
come fluctuate a more than prices received has also been
mentioned. The farmer's debt and the annual payment,
however, remain fixed. As net income goes down fixed

debt expenses take a higher percentage of the total.
The most logical answer to this situation is a flexible
payment plan.

Flexible payment plans came under consideration
in a theoretical way after th. unprecedented number of
debt failurin 1932 to 1933. Many of these failures
were not due to overestimation of the long..tiine earning
power of the farm but to low farm prices and an unsatis'.
factory payment plan which did not apply the inureased
earnings of good times against the outstanding debt.

The primary purpose of a flexible payment plan
is to build up a reserve to carry through the bad years
and If the reserve is insufficient, to ;ive the debtor



more time before being declared delinquent. As pointed
out by F. F. Hill, the chief disadvantage of such a
plan is the difficulty in measurin, changes in the
farmer's debt-paying ability. (6)

Nat income on the individual farm is an exceeding-
ly variable fig,izre. It is doubtful if a lending agency
could be found to asree to a contractual arrangement
whereby payment on the outstanding debt is dependent on
net income. Gross income is a more stable figure but
is subject to the same bookkeeping difficulties as net
income.

The problem is to find an index of debt paying
capacity that is understood by both parties to a loan
and can be incorporated in a loan contract. There are
several possibilities. A contract involving the payment
of a given share of the crop is sometimes used. Pay*

ments varying with the price of the principal crop have
been used to some extent.

The index of the wholesale prices of agricultural
products as compiled by the Bureau of Labor Statistics
is perhaps the beet indicator of apricultural income for
the purpose of a flexible payment plan. In the first
place, any index that established some flexibility in

(6) Hill, F. F. Flexible Payment Plans for Farm Mort
ga<e Loans. Jour. Farm 1conomics, 20:269, February
1938.
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payments would be an improvement for the debtor. The

wholesale price index is generally understood. Its
fluctuations are not as pronounced as those of certain
ainle farm products. The amount of the annual payment

could be determined by the percentage change above or

below the period selected as normal in the wholesale
price index.

There is also the question of wbethe the interest
payment on the outstand in d e b t should also fluctuate.
AEain there is the question of ;etting a lender to a'ee
to such an arrangement The income from interest is the
only cain the lender receives. The first part of the
reserve should perhaps be set aside to take care of in.
tereat charges in the years when they cannot be met fr
Income. This policy could be extended to allow interest
to accumulate to a predetermined amount before the debta'
would be declared delinquent. As an alternative to this
plan the entire amortization payment could fluctuate with
the index chosen. The excess above interest could then
be applied a,ainst the principal.

Production credit in agriculture Is ordinarily
considered short"term credit. The length of the product.
tion cycle determines the term of the loan. Production



loans are made for a term of 12 months or less with the
tacit understanding that renewals will be made if the
situation warrants Such extensions are often made with
the result that short-term credit becomes intermediate
credit. Complete refinancing in tthe form of long..tor*i

real estate loan may be necessary eventually to retire
all old short-term debts,

In production credit the loan budget is of great
importance. Borrowers and lenders are interested in
avoiding renewal of short-term debts. The expected in-

come of the debtor, therefore, must be great enough to
cover production and living expense and leave sufficient
money to pay the debt. The lending agency cannot rely
on the value of the security for complete protection.
Coniniercial banks especially are hard hit when a good deal
of their outstanding loans must be renewed.

The bank may not be in a position to renew lo*
because of demands by depositors. Farmers may lose

heavily because of forced sales. The lender will lose
the good will of his clients. A more conmion case, how-

ever, is for the bank or other lender to renew the loan
and to keep closer account of the financial condition of
the borrower through the loan budget.

The element of price risk enters into the estin*
tion of the budget. The expenses connected with the
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production of crops and livestock will not vary appre
ciably in the short run. Feed prices, however, may show

considerable fluctuation and the need for careful esti*
tion of this item is, therefore, greater.

In the estimation of income the borrower and
lender must be especially careful. Fox' the purposes at

estimating income for production credit normal prices

cannot ordinarily be used. The current price can be used

only for a harvest loan or when economic conditions are

fairly stable. A certain amount of price forecasting is

inevitable.

Prices of grains, cotton, wool, and meat animals

declined 50 percent or more in 1820. The decline in 1932

was even more severe. Net income to persons on farms de-

dined 61 percent from 1919 to 1921, '70 percent from 1929

to 1932, and 22 percent from 1937 to 1939 (table IV).

Declines of 60 or 70 percent of net income are calamitous

in short-term credit operations. When a heavy real. estate

loan Is also being carried there is sometimes little

chance for the debtor to consolidate his debt into a
long-term, low-interest rate loan.

Production Credit Associations have followed the

policl of lending 50 to 75 percent on hogs, 65 to 85 per-

cent on the appraised value of livestock on range *

pasture, and 60 to 80 percent on the value of the primary



Farm Credit Administration, Rules and Regulations
for Production Credit Associations Organized 1nder
the Farm Credit Act of 1933, Washington, I). C.,
U. S. Government Printing Office, pp. 10.15,
March 1934.
Butz, Earl L. The Production Credit System for Far
mersA Wabgton, D. C., The Brookinga institution,p. 2, 94
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security on general purpose ioanz.7) The renewal option

is permitted for one to three years if the security is
8ufficient and other conditions are favorable.

Losses of the associations from 1933 to 1943 were
exceedingly low. Only 0.16 percent of the total cash
advanced (exciud lug renewals) by the aesoc tat ions was

lost through nonpa7ment.(a) This would seem to indicate
that the ratios established were sound for periods of
generally rising prices. Lower ratios will undoubtedly
be followed when supply and demand conditions indicate

the possibility of a sharp decline in prices.
A situation frequently found In production credit

operations is the use of chattels as security for capital
loans. This is especially true in livestock losn.s where
a good part of the borrower's net worth Is tied up in
breeding stock. The same economic conditione that make

It easy for etockmen to pay their debta are also respon
sible for the availability of easy credit. Lenders gen

erally are looking for places to put thir money. 8took-

men feel that they are perfectly good for capital loans
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on the basis of the market value and earning power of
their security. Lenders are more or lose forced by the
nature of the situation to grant capital loans. It ía
generally agreed that this Ia not a desirable policy,
however, because of the danger of extreme changes in the

value of the security. For this reason the lender cannot
lend to the same extent on chattels as he can on real
estate.
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1910 7352 3753 103
1911 708]. 3435 95
1912 7561 3671 10]. 97

1913 7821 3786 104 100
1914 7638 3518 97 103
1915 '7968 3745 103 103

1916 9532 4687 129 108
1917 13147 7011 193 117
1918 16232 86'74 239 129

1919 17710 9249 255 140
1920 15908 6778 187 170
1921 10478 3603 99 157

1922 10883 4057 1].]. 139
1923 11967 4842 133 135
1924 12623 5128 141 130

1925 13567 6103 168 12
1926 13204 5699 15'? 124
1927 13251 5706 157 119

1928 13550 5695 157 117
1929 13824 6044 166 116
1930 11388 4329 119 115

1931 8378 2744 76 106
1932 6406 1832 50 89
1933 6924 2569 71 73

1934 8040 3382 93 76
1935 9022 3986 110 79
1936 10356 4812 132 82

1937 10898 4825 133 85
1938 9589 3915 108 85
1939 9740 3754 103 84
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Index farm
real estate ±/

Gross farm income to farm operators including cash
receipts from farm markotings, the value of farm'
produced food and fuel consumed on farms, and the
rental value of farm dwellings, hut excluding
government payment a.
Source: The Farm Income Situation, U. S. Department
of Agriculture, Bureau of Agnic. Economicr, p. 21,
June 1948.

Realized net Income to persons on (arms. Represents
jrosa farm Income less production expenace.
Source: The Farm Income Situation, 11. S. Department
of Agriculture, Bureau of Agnic. Economics, p. 21,
Juno 1946.

Realized nob income to persons on farms. Index
numbers computed from realized net income (1910"14
100).

Farm real estate: Index numbers of estimated value
per acre, United States, 19l2.'46. (1912s14100)
Source: Regan, M. M. and Johnson, A. R. The Farm
Real Estate Situation, l945.46, Waahington, D.C.,
U. S. Government Printing Office, pp.6.'7, 1947.

1940 10199 4015 111 84
1941 13214 5940 183 85
1942 17702 8744 240 9

1943 22113 11716 322 99
3.944 23089 12260 337 114
1945 23813 12542 345 128
1946 27300 14000 385 142
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