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CHAPTER I
INTRODUCTION

The purpoese of this study i1s to identify specific financial obstacles
te entry into farming in five Oklahoma areas and provide information
concerning alternative solutions. Barriers to entry are not unique to
only the areas of the study. Entry problems constitute a continuing
dilemma for all agricultural productien regions. The dynamic agri-
cultural environmment with its changing human resource s@tuations
require that increased research emphasis be given the entry or
establishment phase of the farm firm life-cycle.

The chroneolegical aging of existing farm operators and the asso-
ciated implications give impetus to the study of entry problems. U.S.
Census data reveal that the average age of U.S. farm operators increased
from 47.6 years in 1950 to 51.7 years in 1964 [42, p.527]. Approximately
40 percent of the U.S. farm operators were 55 years of age or older
in 1964 and 17.4 percent of these operators were age 65 or older [42].
Therefore, a significant proportion of the current number of farm
operators will be retiring or reaching points of reduced efficiency
within the next decade. This fact alene points to the substantial
future demand for new cperators and specific solutions to overcoming
entry barrigrs. Without an efficient transfer of assets to beginning
farmers, the capital resources invelved will be abéorbed by existing

production units, proelonging the eventual need for new entrants.



The areas of study were selected to provide an effort as comprehen-
sive as possible for the wide varieties of resource and enterprise
situations prevaient in Oklahoma. AcknOWIedginé that a study of all
situations would be infeasible, the areas selected represent a gamut of
farming situations for which the methodology used can be widely

applicable.
The Problem

In 1964, 4,881 Oklahoma commerciai farm operators were 65 years of
age or older and 11,528 farmers were 55 to 65 years of age [42]. By
1969 the number of farm eperators in the 65 and older category had
almost doubled to 8,015 [43]. The number in the 55 toc 65 age group-
ing increased to 15,266. Forty-five percent of the commercial farm
operators in Oklahoma were 55 years of age or older in 1969. The
average age of all commercial farm operators was 51.7 years in 1969.
The resulting implications of these data are that younger farmers will
soon have to succeed the aging entrepreneurs in order to sustain
agricultural production.

Because of historical attempts by farm firms to meet income goals,
achieve economies of size, and adept new technology, the amounts of
capital required to acquire a financially viable farm unit have in-
creésed significantly [43]. Therefore, acknowledging that barriers
to entry are present in various forms, the most difficult ebstacles
appear to proliferate from the financial aspects of capital acquisition
related to entry. The development ef personal skills, acquisition of
education technolegy, and accumulation of managerial capacity are

obstacles easily identifiable as being internal to the individual.



Conversely, the acquisition of adequate amounts of debt capital is an
external problem of often indeterminant magnitﬁde.

 Very little tangible evidence is available with respect to what
factors now constitute restrictive capital barriers to entry into pro-
duction agriculture for given areas of Oklahoma. In recognizing these
restraints the pertinent questions become: What are the minimum resource
requirements for a viable farm unit? What are the specific alternatives
for overcoming the capital barriers to entry? The agricultural
. industry and especially individual farmers, both potential and
established, have much at stake in the answers to these questions.

This study was designed to shed some light on these problems.
Objectives

The specific objectives of this study include:

(1) To gather information regarding agricultural lender practices
and attitudes toward prospective farmer entrants;

(2) to determine relevant financial alternatives available to
beginning farmers;.

(3) te estimate minimum capital requirements for a specified
inceme level in the areas of study;

(4) to identify specific capital barriers to entry for the farm
situatiens in the areas of study;

(5) te analyze alternative financial strategies available and

pertinent to beginning farmers in the study areas.



Previous Research

Minimum Resource

The initial work in determining the minimum resource requirements
for specified income levels was cenducted in 1957 by Brewster [12]. 1In
this work, Brewster presented the following question that minimum
resource research could help answer:

For various regions and types of farming systems, what

bundle of resources represents the minimum size of farm and

the minimum earnings that would offer a reasonable chance for

success? Farms with these resources constitute the safe

floor of American agriculture. Information as to their

characteristics is needed especially by beginning farmers,

particularly from the standpeint of safe credit commitments

by themselves as borrowers and by farm lenders, whether pub-

lic or private [12, p.4].

Brewster's 1957 study was undertaken to determine the minimum re-
sources required to attain specified levels of income for farm operators
on selected types of farms in six areas of the United States. 1In
addition, this early work examined the effects of various farm owner-
ship-acquisition plans en family living residuals obtained via minimum
resource research. Brewster later discussed the methodoloegical preblems
of a minimum resource study at the Seuthern Farm Management Committee in
October, 1957 [11]. In this paper he considered the methodological
problems related to (1) the attributes of the income requirements, (2)
the values to be minimized, and (3) the construction of resource
situations to be considered.

Barnhill expanded Brewster's early work to include 15 major types
of farming areas in 1962 and 29 types of farming areas in 1964 [4].

This report briefly analyzed the effects of variations in yields and

price-cost relationships on minimum resource requirements.



Strickland determined minimum resource requirements for an area
in the low rolling plains of Southwestern Oklahoma [41]. This study
examined the effects of variable hired labor prices, land prices, and
soil types. It also intrnduced the concept of owngd resources (non—
labor resources owned by the operator) into minimum resources studies.

Plaxico and Goodwin presented a paper at the Agricultural Policy
Institute in North Carolina in which they estimated minimum land and
capital requirements needed by farmers in various areas to earn the
equivalent of an averége factory wage under alternative assumptions
with respect to product prices and institutional restrictions [33].

The relationship between minimum resource requirements and economic
equilibrium has been reviewed by Varley and Tolley [44]. They noted
that the minimum resource model under varying land prices approaches the
profit maximization model under these conditions. Connor further devel-
oped the analytical approeach suggested by Varley and Tolley and applied
it to a minimum resource study of the Oklahoma Panhandle [13]. This
study extended the owned resource concept as an adjustment criterion
under different land prices, yields, and soil resource conditions [14].

Halbrook utilized the eoperational model developed by Cenner to
analyze the effects of off-farm employment, yield levels, owner equity,
and land quality on minimum resources required for specific levels of
income to livestock producers on the eastern prairies of Oklahoma [20].

More recently, Walker investigated the minimum size wheat-feed
grain farm required to obtain specified labor, management, and owned
capital returns and pay business overhead costs in Nerthcentral Oklahoma

[45]. This study investigated alternative levels of yields, off-farm



employment, equity positions, interest rates, land prices, and product

prices.

Finance

In contrast te research invelving minimum resource requirements,
little work has been accomplished toward relating specific production
alternatives to available financial alternatives in overcoeming barriers
to entry. Those studies which cite a need for this type of endeavor
typically outnumber those actually completed. In addition, many re-
search efforts have merely stated the difficulties associated with
entry rather than investigating the feasibility of alternative solutioens.

Lee expressed a need for the type of research undertaken in this
study in the following statement:

Concern has been expressed that entry inte farming will

become even more difficult and that this will lead to domination

of the farm sector by large-scale interests with special access

to nontraditioenal sources of financing.

To evaluate these possibilities, we need first to know

the magnitude of capital needs at the firm level .... Thus,

research is needed on problems related te getting started in

farming ... [29, p. 1553].

A history ef capital accumulation by Michigan farmers was presented
in 1961 by Brake and Wirth [10]. This analysis included a questionnaire
regarding the various means of capital acquisition used by operators
in becoming established in farming. It also presented a comparisen of
selected financial and structural information related to operators who
began farming in succeeding time periods.

Baker and Irwin coenducted a study which included an evaluation of

the effects of lender liberalism or conservatism, experience, and dis-



crimination as to loan types on the financial planning of selected types
of farms in Illineis [3].

Hunter researched the farm characteristics and capital growth of
352 Farmers Home Administration borrowers in southeastern Oklahoma [26].
This study summarized data obtained from a representative group of
farmers using FHA as a source of credit to.obtain capital. resources.

Seibert interviewed 45 farmers in 1961 who had begun farming with-
in ten years prior to the study [36]. His work attempted.to identify
sources of credit and other means used. by beginning. farmers to.initially
acquire capital resources. The NC-15 Technical. Committee. conducted
similar research for 13 ecomonic subregions in. the Northcentral U.S.
[34]. The resulting publication provided.a. variety of practicable
information regarding the various alternatives.to.resource.acquisition
toward completing the entry process.

Watzek interviewed several beginning. farmers. in.one. county in
Indiana to examine the relationships between. financial.success and
family assistance, education, farm size, and beginning. financial posi-
tions [46]. His study revealed that approximately. 80. percent. of the
farmers interviewed received some form of family. assistance to get
established and that part-time farmers made very. limited. financial
progress.

Krause. conducted résearch in 1971 regarding. successful. and un-
successful Farmers Home Administration and. Production. Credit. Associa-
tion borrowers.in South Dakota [28]. This study.attempted to develop
hypotheses about. and measurements of personality.characteristics. asso-

ciated with borrowers' financial success. Krause suggested that the



use of personality variables may be a more feasible way of evaluating

borrowers than requiring complete farm operating information.

Most recently, Boehlje outlined the impertance of and need for
increased emphasis on research regarding the life cycle of the family
farm firm and entry-exit problems [9]. He suggested the following
methodolegy to conduct practicable research related to overcoming
barriers to entry:

To investigate the entry problems, survey procedures
might first be used to describe and classify the various his-

torical and current metheds utilized by farmers to enter the
agricultural sector ....

Next, minimum resource analysis techniques such as mini-
mum resource programming can be used to estimate the minimum

land, laber, and physical capital requirements for successful
entry into farming in the future ....

Decision models that include the alternative methods of
resource acquisition could be used in this analysis. Consis-
tent with the limited equity of moest new entrants, these
models could be structured to minimize the equity capital
requirements subject to the constraints impesed by financial
institutions and customary lease and rental arrangements and
a minimum profit restrictien [9, p.25].

Much of the remaining content of this study is very similar te

the suggestions for analysis outlined by Boehlje.
Areas of Study

The geographic areas to which this study applies include north-
eastern, southeastern, southcentral, northwestern, andﬁpanhandle.regions
of Oklahoma as depicted in Figure 1. These areas are centered by
Wagoner, Atoka, Garvin, Woodward, and Texas counties, respectively.

The northeastern Oklahoma area constitutes a portion of the soil
classification region referred to as the Cherokee Prairies. Small

grain-livestock production is the principle type of farming. Wheat,
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oats, grain serghums, alfalfa, corn, cotten, and soybeans are the major
crops grown here. Large quantities of prairie hay are harvested for
‘both local use and sale outside the area. Much of the cropland acreagé
has been reduced since the 1930's and has been reseeded or improved with
bermuda grass, brome, and fescue. The average annual rainfall in this
area ranges from 37 te 42 inches [1§, Pp. 13,27},

The southeastern Oklahoma area includes portions of the seil clas-
sification regions known as the Ozark Highlands, Forested Coastal Plainms,
and Cross Timbers. Average annual rainfall here ranges from 38 to 44
inches with an average growing season of 200 to 230 days. The primary
crops include small grains, grain sorghums, peanuts, and some corn.
Improved pastures of bermuda grass, clover, and fescue have been esta-
blished on acreages cleared of brush and timber. Commercial forests
are dominant in the area and cattle are raised on free‘range in the
wooded hills. Much of this area is deveted to livestock proeductien
[19, pp. 21,25,31].

The southcentral area iﬁcludes portions of the soil classification
regions Cross Timbers and Reddish Prairies. This is a moist subhumid
area which has an average annual rainfall of 28 to 35 inches and an
annual growing season of 200 te 225 days. Wheat, grain sorghums, peanuts,
soybeans, and alfalfa are the principle crops. The rolling areas are
used for small grain-cattle farming, while the more wooded areas are
used primarily fer livestock production. Mixed native grasses and
alfalfa are cut for hay and used locally as well as sold commercially
[19, pp. 13,14,30,36,37].

The northwestern Oklahoma area selected comprises a portion of the

Rolling Red Plains soil classification regions. This dry subhumid area
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has an average annual rainfall of 22 to 28 inches and a typical growing
season of 190 to 225 days. Occasional high winds, droughts, and high
moisture evaporation characterize the region. Small grain-cattle farm-
ing constitutes the principle enterprise situation. The primary crops
of wheat and grain sorghum are grown on the clayey and extremely sandy
soils, respectively. Medium-sized cow herds are wintered on locally
grown sorghum and alfalfa hay. Grama and buffalo grasses dominate the
clay soils of native pastures while tall grasses are dominant on the
loam and sandy soils [19, pp. 13,14,42].

The panhandle area is part of the soil classification region known
as the High Plains. This is a semi-arid area where the annual rainfall
ranges from 17 to 22 inches. The growing season is the shortest in the
state and long drought periods are common. The primary crops are wheat
on loam soils and grain sorghums on the sandy lands with some alfalfa
and corn grown on irrigated bottomland or upland soils. Buffale and
grama grasses oJminate the native pasturelands which are low in grass
forage yield but high in nutritive value [ 19, pp. 12,14,49,50].
Irrigation techniques are widely used for approximately half the

existing cropland [12].

Outline Of Following Chapters

The order of presentation for the remainder of this thesif is as

follows:

Chapter II describes the theoretical considerations for using the
minimum resource model. The conceptual effects of different levels of
land prices, operator equity, and product prices are evaluated using

land as the resource to be minimized. The theoretical relationship

'
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between minimum resource solutions and profit maximations solutions are
also discussed.

Chapter III provides information regarding the structures, back-

'greunds, policies, and significance of seven financial intermediaries
considered pertinent and accessible to potential entrants.

Chapter IV presents data obtained via a questionnaire survey of
sixty-one agricultural lenders in the five areas of Oklahoma. Informatien
obtained from (1) commercial banks, (2) Farmers Home Administration,
(3) PFederal Land Bank Associations, (4) Production Credit Asseciations,
(5) private individuals, and (6) 1ife insurance companies, regarding
loan terms, services offered, and attitudes toward beginning farmers
are presented.

Chapter V describes the operational linear programming model used
to estimate the minimum resocurce requirements (and representative farm
sizes) in each area for a specified income level. The assumptions in-
volved, the data used, and the results obtained are explained.

Chapter VI presents the effects of three output price levels upon
the net incomes and capital requirements of the representative farms.
The subsequent effects of six operator equity-land rental situations
and three financial alternatives are investigated. Implications are
explored as to the relative feasibility of accomplishing entry into
farming in each situation.

Chapter VII summarizes the results of the study and presents the
;onclusi@ns and their implications for overcoming capital barriers to

entry.



CHAPTER II

THEORETICAL CONSIDERATIONS IN ESTIMATING
RESOURCE REQUIREMENTS FOR BEGINNING

FARMERS

One of the objectives of this study is to identify specific
capital barriers to entry for beginning farmers in particular regions
of Oklahoma. Brewster outlined a model which would be effective in
determining the minimum farm sizes and capital requirements that farm
operators could combine with their laber and management to obtain a
specific income level and offer reasonable chances for success [12, p.3].
Boehlje suppoerted the use of this technique for estimating the lpgnd,
labor, and capital requirements for successful entry [9].

The progressively related assumptions which must be made prier
to enlisting this type of analysis are (1) that sufficient motivatioen
for entry is provided by the multiple goals of the prospective entrants,
(2) that specific income goals are justifiable and relevant in terms of
decision criteria for determining minimum resource requirements
[41, p.20].

The purposes of this chapter are (1) to outline the theoretical
model within which minimum resource requirements may be estimated and
(2) to delineate the conceptual relationships between minimum resource
requirements and profit maximization with differing levels of specific

variables.

13
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Theoretical Minimum Resource Models

The Basic Minimum Resource Model

The basic model is depicted in Figure 2. The segmented revenue
curve OEFGHI represents the return to land, operator labor, and manage-
ment from various farm sizes (or land capital amounts) prior to de-
ducting land, operator labor, and management costs. It represents the
returns remaining after hired labor, interest charges on nen-land
capital and other cash costs have been paid.

Land (farm acreage) is considered the variable input in each of
the theoretical minimum resource models illustrated. Farm acreage is
directly related to land capital and highly correlated to total capital.
For this reason, and because the determination of representative farm
sizes constitutes the ultimate objective in using minimization tech-
niques, farm acreage is the variable resource referred to in the
discussion of each of the minimum resource models.

The revenue curve, OEFGHI, reflects the typical pattern of
diminishing returns for additienal increments of land. It approximates
a continuous curve with a series of linear segments which exhibit pro-
gressively lesser slopes as additional increments of land are included
and as different levels and combinations of enterprises enter the solutien.
The kinks along this curve may be indicative of (1) increases in enter-
prises that are land intensive (e.g. livestock), (2) reductions in the
activities that are land extensive (e.g. crops), (3) the indivisibility
of certain inputs, and (4) the exhaustion of certain inputs and sub-
sequent substitution by other types of inputs with different costs —-

such as hired labor for operator labeor.
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If line AB represents a specified return 0OA, a farm size of OL1
would be required to cover unallecated fixed cests. Line CD represents
opportunity returns, AC, for operator labor and management. A farm
size of @L2 is needed to cover fixed overhead costs in addition te pro-
viding opportunity returns te operator labor and management. Land
costs -- rent or interest on land capital plus taxes -- are represented

by the height of line CJ. Above CD a minimum farm size of OL, i1s required

3
to cover all costs.

Given the costs and returns of Figure 2, farm sizes larger than
OL3 will provide profits whereas those smaller than 0L3 will not. This
acreage is noet the most profitable farm size nor is it the equilibrium farm
size for the area. The most profitable farm size is at OL4 where the

difference between OEFGHI and CJ is the greatest. However, at OL4,
profits are being realized and new entreprenuers would be attracted to
farming or existing operators would be encouraged to expand. Since
additional land is needed to obtain these profits, competition weuld
result and land prices of rental rates would be expected to increase.
Market forces would cause land costs te change and CJ would shift
upward to CJ'. Under these conditiens the profit maximizing size of
farm would be OLSO

Within this framework of analysis it is poessible that land prices,
interest on land capital, or rental charges could increase beyond these
levels which denote the profit maximizing farm size. These increases
would be due to changes in exogenous market forces -- such as unusually
high interest rates, increased demand by 'tax-loss'" farmers, or increased

investment by speculators. This additional competition would cause

total land cests to change as depicted in Figure 3, shifting CJ upward
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to CJ'. Given the costs and returns assumed in Figure 3, no profits
would be realized. New entreprenuers would not attempt entry inte
farming and some existing operators would be forced out of productioen.
The situation described abeve would eoccur unless potential or
established operators (1) could significantly reduce unallocated over-
head costs, (2) obtain supplementary inceme through off-farm employment,
or (3) are willing te accept less than an opportunity return for their
labor and management. The selection‘of any one of these alternatives
or some combination of all of them has the potential of reducing total
costs to a level such that a prefit maximizing size of farm could

be achieved. In Figure 3, this would represent a reduction in the
costs of operatoer labor, management, and unallecated fixed resources
from OC to OC'. Total costs (CJ') would then decrease by the amount CC'
to the level C'J'' which would ence more result in an eptimum farm

size of OL_.
ot Py

Minimum Resource Model with Variable

Levels of Owner Equity

Owner equity is defined as the nonlabor owned resources of the
operator. The introduction of owned resources into the minimum
resource model results in reduced external capital cests (Figure 4).
First, as land equity increases, land capital costs would decrease and
the slope of the land costs curve would change from AJ te AJ'. Second,
as nonland equity increases, less interest on operating capital is
deducted from gross revenue, raising thg returns curve from OI to OI'.
Conéeptually, the zero equity level would by the same as depicted in

the basic minimum resource medel illustrated in Figure 2.
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Inherent in the minimum resource model with variable levels of
operator equity is the assumption that the operator does not require an
opportunity return for his owned resources. That is, in Figure 4, the
specified level of income needed to cover unallocated fixed costs and
provide opportunity returns for operator labor and management is not
greater than OA.

A farm size of at least OLl is required for a specified income
level at zero equity, but a minimum farm size of only OL2 is required
with 50 percent operator equity. Theoretically, a farm size between
OL1 and OL2 would result from varying the equity level from zero to
50 percent -- such as 25 percent.

An alternative means of analyzing this model involves the assumption
of a farm size fixed at OLl. With zero equity, no profits are
realized and only the specified cests are being covered. However, with
farm size fixed at OL1 and a 50 percent equity level, returns
greater than specified costs are being obtained. Similarly, returns
over and above the specified costs would result when equity levels
vary from zero to 50 percent. These relationships pertray the types
of analyses used in a portien of this study.

Various levels of land rental sheuld not be confused with variable
levels of operator equity. Rental rates are assumed analagous to
interest charges on land capital and do not shift the cost and return
curves as do variable equity levels. Thus, rental situations are

represented by the relationships for zero equity as depicted in the

basic minimum resource model, Figure 2.
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Minimum Resource Model with Variable

Product Prices

The conceptual minimum resource model with variable product prices
includes not one, but a family of returns curves, as illustrated in
Figure 5. This model proffers possibilities for analyzing minimum
resource requirements for prespective entrants inte agriculture in an
uncertain marketing environment.

Assuming that the cash costs given for the preceding models are
unchanged and that the returns specified in theose models were obtained
with average product prices, a minimum farm size prevails at 0L2, as
shown in Figure 5. When high preduct priceé are introduced into the

model, the required farm size decreases to OL However, when low

1°
prices are used, no feasible solution exists and the model assumes
characteristics similar to those described by Figure 3. That is,
adjustments to reduce operator laber, and management opportunity
returns as well as unallocated overhead costs are necessary to obtain
a minimum farm size.

An alternative means of analysis materializes if the farm size is
assumed fixed at OL2° This would represent the leng-run equilibrium
farm size where profit maximization eccurs using average product prices
and returns are just equal to the specified cests. If product prices
increase to high levels, shifting the returns curve upward to‘OI',
profits will be realized and entry inte farming will be relatively
easier. Conversely, if proeduct prices fall to low levels the returns
curve shifts downward to OI'' and entry becomes more difficult, if not

impossible. Varying prices in this manner permits an analysis of

entry feasibility in an uncertain marketing envirenment where year to
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year prices fluctuate about a "normal" or typical condition. These
latter situations provide a foundation for portions of the analyses

used later in this study.1
The Profit Maximization Model

A minimum capital requirement selution may differ from the
conventioenal profit maximization solution because the bias is toward
high returns per dellar of capital in the former. Thus, the optimal
solutien would contain enterprises which substitute labor and ether
non-capital inputs for capital. The minimum resource model was used
because of the efficiency with which it generates "approximate" amounts
of capital needed to obtain a given income level.

Figure 6 illustrates the relationships between optimal solutiens
for situations where (1) capital is minimized and (2) profits are
maximized in obtain specified levels of incoeme Yl...9' If solutions
are sought which minimize capital, the expansion path would approximate
isocline CA. That is, capital is treated as more expensive than labor
(and other non-capital inputs), consequently, eptimal selutions at each
income level are biased towards the less expensive labor inputs. 1In a
conventional profit maximizing framework the expansion path would be
isocline DA and would result in relatively different optimal solutions.
Only if capital and nen-capital inputs (labor) were perfect complements

would the expansions paths follow the same isoecline.

lAlthough certain long run adjustment hypetheses are implicit in
these situations, they are not discussed due teo the scope and purpose
eof this study. TFor detailed explanation of adjustment situatiens
see [13] and [20].
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A profit maximizing formulation of linear programming was used to
obtain optimum organizations for the representative farm sizes selected
via the minimum resource model. The profit maximization model was
used to derive income levels, orgainizations, and resources used for
three price levels,. Direct by-products of the profit maximization model
are shadow prices for resources and stability ranges for activities in
the optimal selution. The costs of substituting other activities are
also given. Some of these values (e.g. shadew prices on capital) are

useful in analyzing the results.

Definitions of Concepts and Terms Used

In the Financial Analysis

Possible confusion may arise regarding the distinction between
returns from the profit maximization solutions and cash flow consider-
ations important to financing. Thus, these concepts deserve further
discussion. The objective of a profit maximizing medel is to erganize
available production alternatives so that net returns over variable
costs may be maximized, given the resources available and the net
prices used [5, p.12]. The resulting erganization specifies the optimal
levels of each preductien activity, land resources used, labor re-
sources required, and teotal capital required, as well as the net income
level attained.

Cash flows are tools of analysis that provide information regarding
provisions for the repayment of operating capital as well as longer term
obligations. In the context of this study, cash flews are used to deter-
mine the feasibility of entry under various economic conditiens. The

capital requirements and net income information contained in profit
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maximizing solutions are requisite to the construction of cash flows and
the ultimate determination of whether or not entry can be accomplished.

Depreciation is an accounting concept which is used to determine
the book value of a particular asset. It is typically considered a
balance sheet item which accounts for an annual loss of value relative
to the predetermined useful life of an asset. Depreciation is included
as an ownership expense (for machinery, equipment, etc.) in censtructing
enterprise budgets and, therefore, shows up as a cost in maximization
solutions. However, because depreciation does not represent a direct
cash outlay by the operator, it must be added to the net incomes
obtained §ia profit maximization to accurately depict cash available
for distributioen.

Uniform charges (in the form of interest rates) are assessed for
all capital requirements in the maximizing model. Therefore, if some
resources are owned, the costs deducted for them in the model are not
actually incurred and must be addgd to the cash flow obtained.

When the charges for depreciation and owned resources have been
added to net inceme from the profit maximization model, the result in-
dicates the cash available for debt retirement and family living.
Firther deductions fer principal payments on borrowed capital (which
depend upon the type of financing alternative used) leave the cash
available for family living expenses and cash reserves or savings if
any. This residual amount can be used te evaluate the relative feasibility
of entry for the given level of owned resources and the financing alter-
natives available.

Changes in net worth (which are balance sheet rather than cash flow

concepts) can be determined once the cash available for family living has
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been calculated. These changes may be determined by subtracting de-
preciation charges from the principal payments (which now become
owned resources) on borrowed capital. Any cash surplus after family
living expenses is also added. A positive change in net worth will
result in increased financial leverage—-or rather, an improved equity
position. This could potentially enable the operater to refinance his
existing debt under another, perhaps more faveorable financing alternative.
Theoretically, oppertunity returns should be included in evaluat-
ing the effectiveness of income levels to accemplish entry. However,
operators may have a '"satisficing" inceme level which prevides an ade-
quate amount for family consumption. The reservation price for owned
capital and operator labor and management might be defined as the
amount of cash for family living deemed sufficient by the operator to
provide for adequate family living, and perhaps firm growth. Assuming
as befere that income goals are relevant and justifiable, operators
with and without owned resources may have similar income goals. This
can be explained by the psychology of operators, for example, who do
not require an opportunity return for their owned resources.. That is,
their endeavors are more toward maintaining an acceptable standard of

living than realizing returns on their fixed investments.



CHAPTER III
ALTERNATIVE FINANCIAL INTERMEDIARIES

Because this study is concerned with low resource, beginning farmers,
the assistance of financial intermediaries of some type is an ultimate
inevitability. Therefore, a therough description of the types of lenders
available to beginning farmers assumes a role equal in importance to
that of specifying the alternative conceptual models relevant to the
analytical framework. This chapter is designed to previde information
regarding the backgrounds, structures, general policies, and significance

of those intermediaries pertinent and available to potential entrants.
Commercial Banks

Commercial banks in Oklahoma are an important source of short
term, intermediate term and long term credit. Commercial banks are
corporations, and depending upon whether they are chartered under state
or fereral law, are denoted as being either state or national banks
[32, p.320]. There are approximately 465 state and national banks
operating in Oklahoma, virtually all of which have some type of
agricultural lean volume [6]. Each of the two types of banks must
adhere to certain restrictions and regulations set forth by their
contrelling agencies. The primary facters which distinguish these banks
from each other, and from other lenders, lie in the regulation of

their long term loans. National banks may make loans against unimproved

28



29

real estate up te 67 percent at the appraised value. They may alseo
make loans against real estate improved by buildings up te 90 percent

of the appraised value with amortization not required except where the
loan exceeds 75 percent of the appraised value. Amortization where
required is based on a maximum 30 year payout with ne requirement that
the loan be fully amortized by maturity if the term is less than 30
years [39]. State banks may make loans up to 70 percent of the appraised
value of the real estate effered as security with no lean being made for
a term lenger than 5 years [40]. The following exceptions, however,
“apply: (1) Real estate loans may be made up to 70 percent of the
appraised value for a term not longer than 10 years if the installment
payments are sufficient te amortize 40 percent or more of the principdl
of the loan within 10 years or less. (2) Real estate leans may be
made up to 80 percent of the appraised value of the real estate for

a term not longer than 25 years providing the installment payments are
sufficient to amortize the entire principle of the loan within a peried
ending on the date of its maturity.

Because various circumstances dictate that banks be flexible in
their lending of short and intermediate term financing, no regulations
exist in this area other than maximum loan limits expressed as a
percentage of total capital and surplus or total deposits and savings
[38].

Commercial banks constituted 15.3 percent of the total farm real
estate debt and 38.3 percent of the total non-real estate farm debt in
Oklahema during 1972. This accounted for 125.14 million dollars in total
farm real estate debt and 516.32 million dollare of total farm nen-real

estate debt [16] and [17].
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Production Credit Associations

The 14 Production Credit Associations (PCA's) in Oklahoma [7] ac-
counted for 163.5 million.dollars of the total non-real estate from debt in
the state in 1972 [17]. This constituted 21.9 percent of the total
non-real estate farm leans held by institutioenal lenders in Oklahoma.

PCA's are primarily short term and intermediate term non-real
estate farm lenders and may make leans with terms of up to 7 years in
length. They may also make real estate loans with terms of up.to 7
years in length [23, p.81].

PCA's operate under the direct supervision of a district Federal
Intermediate Credit Bank (FICBj° The FICB's do not loan meney themselves,
but are merely wholesalers of credit. The origin of the present
structure dates back to its establishment in 1933 at which time it was
entirely owned by the government. On December 31, 1968, all the FICB's
retired their government stock and became wholly ewned by borrowers
through their Production Credit Associations [32, p.449].

Borrowers must buy Class B voting steck in their Asseciation equal
to 5 percent of the total amount of the lean borrowed. Interest must
then be paid on the total value of the lean plus the value of the stock.
The stock can either be retired as the loan is repaid, or may be retained
after the loan has been repaid and cenverted, eventually, to class A
noen-voting stock and earn dividend payments [23, p.81l]. Individual
P.C.A.'s may not loan more than 15 percent to their capital and surplus
on any single loan without prior approval of the local Board of Directors
and the FICB. Individual leans in excess of 35 percent of the total
capital and surplus of an individual assoeciatien require not oply local

and FICB approval, but Federal Farm Credit Board approval [7].
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Production Credit Associations also utilize a variable interest rate.
This results from the FICB's acquisition of loanable funds through
the sale of nine-month debentures. The interest rate to the borrower,
therefore, varies each moenth and is calculated by averaging the interest
rates of the outstanding debentures, and adding to it a margin to cover
operating cost. This margin is typically less than 1 percent.
Production Credit Asseciations vary widely in their detailed
lending practices. Some PCA's, in addition to requiring a 5 percent
stock purchase, require a purchase of additional stock amounting to 5
percent of the first stock purchase. Other associations require not
only the 5 percent initial steck purclase, but an additional 5 percent
equity reserve which is treated similar to the stock purchase with

respect to retirement and repayment alternatives [23, p.81].
Federal Land Banks

The Federal Land Banks System constitutes that poertion of the
Farm Credit System which provides real estate mortgage loans for
farmers. Each Federal Land Bank Associaton (FLBA) is a cerporatien
chartered under the Federal Farm Leoan Act of 1916. Oklahoma, along
with Kansas, New Mexico, and Colorado, is in the Wichita district
which received the first natienal charter in 1917. 1Individual assoc~
iations are under the district supervision of the district Federal Land
Bank. Each asseciation, being a corpoeration, is controelled by a board
of directors. Directors are elected by the member-borrowers of the
association for three-year terms and may number not less than five nor
more than seven. Federal Land Banks have been completely owned by the

FLBA's since 1947, whereas the FLBA's have always been entirely borrower
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owned. Borrowers are required to buy stock in their association equal
to at least 5 percent of the value of their loan., An additional 1
percent is assessed the borrower to cover the costs associated with
the closing of the loan (e.g. appraisals, title searches, and abstract
inspections). Total interest charges are subsequently based on the
initial amount of the leoan, plus the stock requirement, plus the loan
closing.charge [35]. TFLB loans are made for long terms, 5 to 40 years,
and in no case may exceed 85 percent of the fair market value of the
real estate [23. p.80]. Loans are typically made for no mere than 33
years, but in extreme cases are made for up to 40 years [35]. FLBA's
will typically loan money for any purpese providing a first mertgage on
real estate is committed as security.

In 1972 FLBA's held 23.7 percent of the total outstanding farm
real estate debt in Oklahoma. This amounted to 194.16 million dollars

in total farm real estate debt [16].
Farmers Home Administratioen

The genesis of the FHA was marked by the creation of the Resettle-
ment Administration in 1935. This later became kﬁown as the Farm
Security Administration. This erganization, along with the Emergency
Crop and Feed Loan division of the Farm Credit Administration, was
abolished by the Farmers Home Administrati®f . Act of 1946. and replaced
by the FHA [32, p.47].

The FHA in Oklahoma is comprised of a State Office in Stillwater,
Oklahoma, and approximately 67 county offices [2]. The operations of
each county office are maintained by a county supervisor who is

responsible for receiving lean applications. An FHA Committee consists
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of 3 members éppointed by the state director for each county office
area. These committees determine the eligibility of applicants, review
borrower's progress and extend recommendations regarding loan approvals
and lean servicing actioens.

Thé FHA is a government credit agency, therefore, a detailed
explication of its money sources is impertinent to the purpose of
this study. One important note, hoﬁever, is that FHA is authorized by
law to make loans only to those farmers who are unable to obtain
adequate credit from other sources on reasonable terms. Another lending
practice frequently employed by FHA is that of participatien with other
lenders on both real estate and non-real estate loans. Their effective-
ness in arranging real estate participation loans for low equity appli-
cants stems from their acceptance of second liens on farm land as
security.

FHA's are allowed to loan 100 percent of the appraised value of
real estate and non-réal estate assets. By law they are not permitted
to lend more than $100,000 on real estate, provided the total debt
secured by real estate does not exceed $225,000. Also, $50,000 is the
maximum allowable for operating loans or non-real estate leans [23, p.88].

The Farmer's Home Administration accounted for one percent of the
total outstanding farm real estate debt in Oklahema in 1973 [16].

This amounted to 8.277 million dellars of total outstanding debt. They
also accounted for 4.4 percent of total outstanding nenreal estate

farm debt held by institutional lenders in Oklahema in 1973 [17]. This
amounted to 32.783 millien dollars of total debt. As is evident,
Farmers Home Administration does not provide a significant proportion

of the total debt supplied by agricultural lenders in Oklahoma. This is
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primarily because of the limitations placed on them with regard to the

total state allocations received in each fiscal year by the state offices.
Private Individuals

Private lenders are primarily a source of long-term debt capital.
These lenders are composed of retiring farmers who preovide financing
for the purchase of farmland they once owned, as well as a private
individuals who loan accumulated savings.

This group of financiers held 328.6 million dollars in total out-
standing farm real estate debt in Oklahoma in 1972 [16]. This con-
stituted 40.4 percent of the teal outstanding land leans held by all
lenders in Oklahoma. Although, private individuals do provide significant
amounts of farm real estate debt capital, very little information is
available regarding their lending terms and characteristics. This lack
of useful data provided important incentives for obtaining relevant in-

formation via surveying techniques as depicted in the fellowing chapter.
Insurance Companies

Life insurance companies are of twe types: stock companies and
mutual companies. Stock companies are owned by the stock helders who
provide the capital required by the company. Mutual insurance companies,
in contrast, are owned by the pélicy holders. Life insurance companies
prefer diversifications of investments to reduce risks and to develop
good will. They consider it sound policy to spread investment among
different businesses or classes of investments, as well as to spread
them geographically. Farm moertgage loans well satisfy the investment

‘preferences of life insurance companies. These lenders typically make
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only first-mortgage loans on farm and ranch property. In past years

they have characteristically loaned on farm sizes somewhat larger than
the averagéo Because most life insurance companies are chartered in
states other than those occupied by their branch offices, their loan limits
may vary. Insurance companies are authorized by law to grant mortgage
loans up to 75 percent of the appraised value. The average life
insurance company loan is usually greater than the average of other
institutional lenders. Insurance companies loans typically range in
terms frem five te twenty-five years depending oncompany pelicy. These
loans are amortized at rates relatively lower than those used by

other lenders. As a result, a balloon payment at maturity is required.
Insurance companies generally‘prohibit prepayments in any one year
greater than 20 percent of the eriginal amount of the lean. Beyond

this limit a prepayment penalty is assessed the borrower. Some life
insurance companies assess penalities for any amount of prepayment. Loan
procurement may originate in branch offices, through agreements with
commercial banks, or via farm mortgage correspondents such as mortgage
bankers, mortgage companies and real estate offices [32, p.386].

In 1972, only 2.5 percent of total insurance company assets
consisted of farm mertgages [32,p.372]. Life insurance companies
provided 19.8 percent of the total farm real estate debt in Oklahema in
1972 [16]. This amounted to 161.9 million dellars of outstanding

farm real-estate debt.
Oklahoema Schooel Land Commission

Very little data is available as to the percentage of total out-

standing real estate farm debt in Oklahoma provided by the Oklahoma
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School Land Commission. This lender grants only long term farm real
estate loans to borrowers. These loans cannot exceed 50 percent of the
agricultural value of the land as determined by the School Land appraiser.1
No loans can be made in excess of $80,000. Tha amount loaned cannot
exceed an average of $200.00 per acre. Loans are granted for a term of

33 years with interest at the rate of 7 1/2 percent per annum.

Delinquent installments, both principle and interest, bear interest at
the rate of 10 percent until paid. Payments may be made on either annual
or semi-annual bases. An application fee is assessed the borrower
amounting to no less than $50 and no greater than 1 percent of the

amount applied for. Appraisals for the land purchase in question are
made gratis unless tha land lies in more than ene county. In these cases,
the fee is $40 for each additional county. A $50 charge is also made

for the examination of abstracts and transcripts.

In some instances the Oklahoma Schoel Land Commission might be
considered a viable alternative te financing low resources, beginning
farmers. The limitations, however, provided by (1) the $80,000 maximum
loan limit, (2) the 50 percent of appraised value maximum and (3) the
per acre 1limit of $200, necessitate participation with FHA to be con-
sidered a practicable financial alternative for beginning farmers.

As a result, further research was not conducted regarding this agricultural

lender.
Summary of Agricultural Lenders

The backgrounds, structures, and general policies of seven fi-

nancial intermediaries are discussed in this chapter. The primarily

1Miost of this information was taken from a 1974 application form
used by the Oklahoma School Land Commission.
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long term farm real estate lenders are Federal Land Bank, Life
Insurance Companies, private individuals, and the Oklahoma School Land
Commission. Commercial banks and Production Credit Associations are
primarily sources of short and intermediate term operating capital.
Both of these latter financial institutions may alse make long term
land loans subject to their respective regulatioens. The Farmers

Home Administration is a source of both non-real estate and real estate
farm leans. The typical practices and lending procedures utilized by
each of these lenders in Oklahoma (excluding the Oklahoma School Land
Commission) are more fully explained in the following chapter, the

survey portion of this study.



CHAPTER IV

SURVEY OF AGRICULTURAL LENDERS IN OKLAHOMA

Once the minimum resource requirements are determined, as outlined
in Chapter II, the alternative metheds of acquiring adequate funds to
gain control of these resources must be considered. It is imperative to
recognize that not only do various types of agricultural lenders exist
but alse that they encoempass various types of practices, procedures, and
attitudes. This chapter is designed to explicate these items as they
relate to low resource, beginning farmers.

The best available method of investigating the various financial
alternatives proved to be the collection of primary data. This stemmed
from a lack of specific data for each of the areas in question as well
as the absence of any information concerning lender attitudes toward
entrants into agriculture in Oklzhoma.

The-first stepPin compiling relevant data was to design a pertinent
questionnaire for each of the lenders discussed in Chapter III. 1In
review, those lenders are (1) commercial banks, (2) Farmers Home Admin-
istration (FHA), (3) Federal Land Bank Associations (FLBA's), (4) Pro-
duction Credit Associatons (PCA's), (5) private individuals, and (6)
insurance companies. Because of the diverse structures, objectives,
and services offered by each lender, the questionnaires differed in
content. An attempt was made to tailor the questioennaires for their

intended set of respendents and simultaneously maintain some degree of

38
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standardization to provide a basis for comparative analysisl.

The second step involved direct personal interviews with a repre-
sentative sample of lenders in each of the selected areas. To achieve
this a central county was chosen within each area and the agricultural
lenders serving therin were personally visited. Some lending agencies,
however, maintain regional or state offices only (e.g., insurance
companies), rather than supply a representative in each county. There-
fore, the agency office regardless of its lecatien, which served the
selected county, was the subject of the interview.2

Representatives of eighteen commercial banks in the five counties
were interviewed. Questionnaire information was also obtained from
individuals at five PCA's, five FLBA's, five FHA offices, five life
insurance companies, and from twenty-three private lenders. The
reactions supplied by the sixty-one respondents provide the basis for

discussion in the remainder of this chapter.
Types of Loans Granted by Lending Institutions

Selected types of loans were specified in those questionnaires

designed for commercial banks and Production Credit Assoeciations.

lSee Appendix A for a sample of the questionnaires. Exhibit A (the
questionnaire for PCA's) contains all the questions asked agricultural
lenders except private individuals. Exhibit B is markedly different and
shows those questions asked private lenders only.

2
For example, the Durant FLBA in Bryan County serves Atoka County
farmers and was used as a source of information for Atoka County.
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Because all commercial banks and PCA's do not make each of the selected
types of loans, responses were sought which would indicate the number of
lenders who did (Table I). Only three of the PCA's made land loans;

and one of the three granted laﬁd loans on a limited basis only. ‘At
least 15 of the 18 commercial banks granted all the types of loans
specified, with the exception of "other production loans" (e.g., rental

loans). Only 13 of the 18 banks made "other production loans."
Age Distributien of Agricultural Lean Volume

One method of evaluating the attitudes of lenders toward entrants
into production agriculture was to determine the relative age dis-
tribution of the outstanding loan velume of each lender by age
categories at the borrowers. Respondents were asked to estimate the
percentage of their total agricultural lean velume which fell within
selected age groups. These distributions were then averaged for all
lenders in each county and for each lender in all coeunties, and expressed
as a percentage of the total (Table II). Most respondents believed
their loan volume fell into a normal bell-shaped distributien by age.
Differences, however, were identified. Assuming that borrowers
ages 20-30 comstitute low resource, beginning farmers, Atoka County
and Garvin County lenders estimated that 19 percent and 17 percent,
respectively, of their loan volume fell into this category. Texas County
lenders had the least lean velume in this age group, appreximately 11
percent. By lender, FHA's and PCA's estimates were highest, 23
percent and 18 percent, respectively. Of the four lenders, commercial
banks had the smallest proportien of their agricultural lean velume
in this age category. Private lenders and insurance companies will be

discussed individually in subsequent portions of this chapter.
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NUMBER OF PRODUCTION CREDIT ASSOCIATIONS AND COMMERCIAL BANKS
INTERVIEWED WHO GRANT SELECTED TYPES OF AGRICULTURAL LOANS

,

. Production Commercial
Loan Type Credit Associations Banks
‘ (Number of Respondents)
Machinery 5 18
Livestock Breeding 5 17
Livestock Stockers 5 18
Livestock Fattening 5 15
Seed and Fertilizer, Etc. 5 17
Land 3 15
Buildings and Other Improvements -5 15
Other Prod. Loans (e.g. Rental) .5 13
Pasture Establishment 4 15
Total Number of Respondents 5 18




TABLE II

APPROXIMATE DISTRIBUTION OF TOTAL AGRICULTURAL LOAN VOLUME TO BORROWER AGE GROUPS,
FIVE SELECTED COUNTIES OF OKLAHOMA

Age Groups
Respondent s 20-25 26-30 31-35 36-50 51-60 Over 60 Total
(Percent)
Atoka County (all lenders)g/ 9 10 15 33 2l 9 100
Garvin County (all lenders) 5 12 13 L8 17 5 100
Texas County (all lenders) L 7 20 L3 19 7 100
Wagoner County (all lenders) 5 10 19 37 20 9 100
Woodward County (all lenders) 6 | 8 14 40O 27 5 100
Banks (all counties)g/ L 9 16 L6 19 8 100
FLBA's (all counties) 5 8 19 39 22 7 100
FHA's (all counties) 10 13 16 31 26 L 100
PCA's (all counties) 6 12 15 35 23 9 100

2/Lenders consist of commercial banks, Federal Land Bank Associations, Farmers Home Administration, and

Production Credit Associations.

E/bounties include Atoka, Garvin, Texas, Wagoner, and Woodward counties

4
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Interest Rates

Aﬁprimary concern of any poetential borrower, and especially begin-
ning farmers, is the cost:of borrowing money or, more explicitly, the
interest rate. Because the interest rates charged by various lenders
are determined by several factors, the rational credit seeker needs to
be aware of existing rates when selecting from financial alternatives.
The cost of borrowing money, therefore, often becomes the deciding fac-
tor when making a selection and warrants an objective investigation.

Federal Land Bank Associations, being primarily long-term, farm
real estate lenders, have not typically undertaken rapid or drastic
changes in their interest rates. Similarly, the Farmers Home Adminis-
tration has not characteristically made significant alterations in its
rates in past years. This is due primarily to its objectives and the
requisite of congressional approval to initiate changes. At the time
of this study, Federal Land Bank Associations were charging 8.5 percent
annually for all types of loans. Farmers Home Administration's charges
-were 8.75 percent for operating capital and 5 percent for long-term land
loans.

In contrast to the long-term lenders, short-term lending rates are
more frequently subjected to changes. As a result each copmercial bank
interviewed was asked to specify noermal and current interest rates
charged for various types of agricultural leans (Table III). Current
interest rates were those typically being assessed at the time of the
study. Also, because of the unusual state of the national economy at

the time of the study, the respondents were asked to specify an interest
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TABLE III

'NORMAL AND CURRENT INTEREST RATES CHARGED FOR SELECTED TYPES OF LOANS BY
) COMMERCTAL. BANKS, FIVE COUNTIES OF OKLAHOMA

Atoka Garvin Texas Wagoner Woodward All
Loan Type . County County County County County Banks
(Percent)

Machinery

Normal Rate 9.0 8.8 8.6 9.3 9.4 9.0

Current Rate 11.4 10.2 9.9 11.8 9.5 10.6
Livestock Breeding

Normal Rate 9.0 8.7 8.6 9.3 9.4 8.9

Current Rate 11.4 10.2 9.7 11.8 9.7 10.6
Livestock Fattening .

Normat Rate 9.0 9.3 8.6 9.6 9.4 9.2

Current Rate 11.4 10.3 9.7 12.0 9.7 10.7
Livestock Stockers .

Normal Rate 9.0 8.7 8.6 9.3 9.4 8.9

Current Rate 11.4 10.2 9.7 11.8 9.7 10.6
Seed, Fertilizer, Etc.

Normal Rate 9.0 9.5 8.6 9.3 9.4 9.1

Current Rate 11.4 10.5 9.7 11.8 9.7 10.7
Land

Normal Rate 9.3 8.7 8.6 8.9 9.0 8.8

Current Rate 11.4 10.2 9.7 10.1 9.5 10.2
Buildings and Imprdvements

Normal Rate 9.3 9.3 8.6 8.9 9.0 8.9

Current Rate 11.4 10.5 9.7 10.4 9.7 10.3
Pasture Establishment

Normal Rate 9.3 9.4 8.6 9.3 9.4 9.2

Current Rate 11.4 10.5 9.7 11.8 9.7 10.8

Other Production Loans

(e.g. Rental)
Normal Rate 9.3 9.7
Current Rate 11.4 10.5
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rate for each type of loan which they felt to be representative of more
normal cenditions. This followed the assumption that the relatively
high prime interest rates and unusually high inflation rates prevalent
at the time of the study were of a temporary nature.

Interest rates charged for various types of leans in each county
exhibited little variability. The cost of borrowing for relatively longf
term loans was net significantly different from the cost of borrowing for
shorter term loans. The interest charged for land leoans was lower than
the rate charged for loans of other types in three of the five counties,
but enly be a negligible amount. The rates currently charged for various
types of loans ranged from 9.5 percent to 12 percent, while the average of
all the banks ranged from 10.2 to 10.8 percent. Commercial bank
respondents ubiquitously felt that current rates were 1.5 to 2.0
percent higher than interest rates they considered normal.

Production Credit Asseciations were also asked to specify normal
and current interest rates for the same types of loans presented in
Table III. The results are not shewn in detail by county to protect the
confidential nature of the interviews. Similar to commercial banks,
PCA's charged virtually the same interest rates for all types of loans.
The average current interest rate was 9.36 percent. The average normal
interest rate specified by the five PCA's was 7.06 percent. PCA
respondents considered current interest rates to be an average of 2.3

percent higher than nermal.
Percent of Appraised Value Leaned

Only infrequently do agricultural lenders grant leans which amount

to 100 percent of the appraised (or market) value of the asset being
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purchased. As a result the borrower is expected to provide a certain
amount of equity capital. The asset is used to secure a proportion of
the value loaned and protect the lender against losses. Especially in
the case of low resource, beginning farmers, who control little or no
equity, it is important te consider this aspect of borrowing funds.

Productien Credit Associations and commercial banks were asked to
specify the percentage of appraised value typically leaned for the pur-
chase of selected types of assets. The infermatien was then averaged
for all banks in each county, all banks as a group, and all PCA's (Table
IV). A distinction was made between those lenders whe lean 100 percent
of the value of an asset and those who typically loan a lesser amount.
This was done because of the circumstances which nermally induce a lender
to provide 100 percent financing°3

Commercial banks loaned relatively less on. land loans than for
other types of assets. With the noetable exception of pasture establish-
ment loans, banks typically loaned more on short-term assets than
intermediate or long-term assets. That is, the shorter the expected
repayment period of a loan, the greater the amount e¢f meney leaned for
its purchase. Prior to adjusting these loan limits by excluding those
who supplied 100 percent financing, the average amounts loaned for various
assets by all banks ranged from 73.0 to 91.0 percent. After the ad-
justment, the variation decreased to range from 71.0 to 76.0 percent

of the appraised value loaned.

3For example, many banks loan 100 percent of the value of livestock
stockers providing the borrower can supply the wheat pasture, hay, and
other items. Also, one bank leaned 100 percent on land leans which were
90-day interim leans only.
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TABLE IV

AVERAGE PERCENTAGE OF APPRAISED VALUE LOANED FOR SELECTED TYPES OF LOANS,
BY COMMERCIAL BANKS IN EACH COUNTY, ALL BANKS, AND ALL PRODUCTION
CREDIT ASSOCIATIONS: FIVE COUNTIES OF OKLAHOMA

Commercial Banks

Atoka Garvin Texas " Wagoner Woodward All All
Loan Type County County County County County Banks PCA's
(Percent)
Machinery
Average of All Responses 85 76 81 75 83 80 70
Excluding Those Loaning 100% 70 76 74 75 83 76 70
Number Who Loaned 100% 1 1 0 2
Livestock Breeding
Average of All Responses 87 75 83 84 77 81 80
Excluding Those Loaning 100% 75 75 77 73 77 76 72
Number Who Loaned 100% 1 1 2 4 1
Livestock Fattening :
Average of All Responses 87| 75 77 80 87 81 80
Excluding Those Loaning 100% 75 75 69 73 75 73 74
Number Who Loaned 100% 1‘ 1 1 1 4 1
Livestock Stockers 1
Average of All Responses 87 75 82 84 77 81 80
Excluding Those Loaning 100% 75 75 76 73 77 75 67
Number Who Loaned 100% 1 1 2 4 2
Seed, Fertilizer, Etc.
Average of All Responses 100 81 | 92 80 90 89 81
Excluding Those Loaning 100% 0 75 67 75 80 74 69
Number Who Loaned 100% 1 1 . 3 1 1 7 2
Land
Average of All Responses 70 68 76 64 75 73 81
Excluding Those Loaning 100% 70 68 68 64 75 7i 69
Number Who Loaned 100% 0 0 1 1 1
Buildings And Improvements
Average of All Responses 100 79 66 73 90 82 77
Excluding Those Loaning 100% 0 79 55 73 80 72 71
Number Who Loaned 100% 2 1 1 4 1
Pasture Extablishment
Average of All Responses 100 81 100 80 90 90 83
Excluding Those Loaning 100% 0 75 74 80 76 66
Number Who Loaned 100% 2 1 2 1 1 7 2
Other Production Loans
(e.g. Rental)
Average of All Responses 100 83 100 83 90 91 80
Excluding Those Loaning 100% 0 67 77 80 75 69
Number Who Loaned 100% 2 1 3 1 1 8 2
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The responses of Production Credit Associatiens exhibited ne uni-
form patterns. Before adjusting the averages to exclude these who
extend 100 percent financing, the financing ranged frem 70.0 to 83.0
percent. Subsequent to the adjustment, the averages of all ECA's

ranged from 66.0 to 74.0 percent.
Length of Repayment

The relative fixity of various farm assets dictates that the length
of time required to retire debt capital borrowed for their acquisition
should alse vary. That is, the longer the useful life of an asset, the
longer the expected repayment peried.

Productien Credit Associations and commercial bank respondents were
asked to specify the length of repayment typically established for
selected types of loans. The resulting information was averaged for all
banks in each county, all banks as a group, and all PCA's (Table V).

The data were further adjusted to exclude these respondents who practice
annual or semi-annual refinancing. The results were expressed to the
nearest hundredth of a year.

As a whole, the data reinforce the cencept of lenger repayment
lengths for lecans on assets typically considered to have a relatively
longer useful 1life. Land loans were granted by banks for an average
length of 9.25 years. After adjusting for those respondents who
required annual or sherter period refinancing, the average increased to
11.25 years. Machinery, livestock breeding, and farm building loans
were also made for time periods relatively greater in length than loans
granted for the purchase of livesteck stockers, seed and fertilizer, and
other similar items. All reporting banks granted loans for the purchase

of short-term assets to be repaid in one year or less.
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TABLE V

AVERAGE ‘NUMBER OF YEARS ALLOWED FOR REPAYMENT OF SELECTED TYPES OF LOANS BY
BANKS IN EACH COUNTY, ALL COMMERCIAL BANKS, AND ALL PRODUCTION
CREDIT ASSOCIATIONS: FIVE SELECTED COUNTIES OF OKLAHOMA

Atoka Garvin Texas Wagoner Woodward
County County County County County All All

Loan Type Banks Banks Banks Banks Banks.: Banks PCA's
Macginery

A 2.0 1.7 2.12 2,45 0.75 1.93 3.6

B 3.0 5.0 2.67 3.5 3.3 4.25

c 1 4 1 2 2 10 1
Livestock Breeding

A 1.5 0.9 1.25 0.85 0.75 1.15 1.6

B 2.0 2.37 2,25 4.0

c 1 5 2 5 2 14 4
Livestock Fattening

A 1.0 1.0 0.63 0.81 0.75 0.80 0.9

B

c 2 3 4 4 2 15 5
Livestock Stockers .

A 1.0 0.9 + 0.69 0(85 0.75 0.84 1.0

B

c 2 5 4 5 2 18 5
Seed, Fertilizer, Etc. o

A 1.0 1.0 0.56 0.85 0.75 0.84 1.0

B .

C 2 4 4 5 2 17 5
Land '

A 10.0 4.9 6.44 14,38 5.5 9.25 7.0

B 10.0 7.5 12.5 14 .38 10.0 11.25 7.0

C 1 1 1 5
Buildings and Improvements

A 1.0 2.5 1.69 10.6 0.75 5.18 2.8

B 7.0 5.0 10.6 9.29 5.5

c 2 3 3 1 9 3
Pasture Establishment

A 1.0 1.0 1.0 0.95 0.75 ' 0.95 1.25

B , 2.0

c 2 4 2 5 2 15 3
Other Production Loans
(e.g. Rental)

A 1.0 1.0 0.83 0.69 0.75 0.90 1.0

B

c 2 2 2 3 4 13 5

A = Average of 11 .esponses, in years

B = Average of . 1 esponses excluding those by respondents who required annual or shorter term
refinancing

Number of 2spondents who required annual or shorter térm refinancing

Q
]
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The pattern of responses by Production Credit Associations was
analogous to those of commercial banks with the exception of pasture
establishment loans. These were granted for an average of 1.25 years
prior te adjustment, and an average of 2.0 years subsequent to the
exclusion of those whe refinance each twelve months er less. Although
longer in repayment terms than for the other short-term assets, pasture
establishment loans made by Production Credit Associations were relatively
shorter in length than loans made for items which characteristically

exhibit longer useful lives.

Required Frequency of Payments

FLBA's and FHA offices typically require that interest and principal
payments be made on an annual basis. There are, however, exceptions
te this, depending upen the circumstances which surround the loan agree-
ment. Some lenders and/er borrowers favor a payment frequency commensu-
rate with preduction sales or off-farm income. This section is cencerned
specifically with the required payment frequencies of the primarily
short and intermediate-term lenders, PCA's and commercial banks.

The respondents were asked to specify the typical payment frequency

required for selected types of loans. The resulting information fell
inten one of three categories: (1) a payment frequency of each six months
or less, (2) a payment frequency greater than six months and up to and
including twelve menths, or (3) a payment frequency commensurate with
actual cash flews (Table VI). A majority of the commercial banks

required that payments be made egch twelve months or mere frequently,

thus falling inte category (2) or (3). Relatively less emphasis was

placed on payments associated with cash flow income. Few relationships



TABLE VI

FREQUENCY OF PAYMENTS REQUIRED BY COMMERCIAL BANKS IN EACH COUNTY, ALL COMMERCIAL BANKS,
AND ALL PRODUCTION CREDIT ASSOCIATIONS: FOR SELECTED TYPES OF
LOANS, FIVE COUNTIES OF OKLAHOMA

Lo T Atoka Garvin Texas Wagoner Woodward All All
ans lype County County County County County - Banks PCA's
Banks Banks Banks Banks - Banks

Machinery

6 Months or Less 1 3 5

6 to 12 Months ° 2 2 1 4 9 2

Commensurate with Cash Flows 2 1 1 & 3
Livestock Breeding

6 Months or Less 1 3 1 1 5

6 to 12 Months 1 2 & 7 1

Commensurate with Cash Flows 1 2 1 1 5 4

Livestock Fattening

6 Months or Less 3 1 1 5 1

6 to 12 Months . 1 1 3 5 .

Commensurate with Cash Fléws 1 2 1 1 5 3
1ivestock Stockers

6 Months or Less 1 3 1 1 6

6 to 12 Months 1 2 & 7 1

Commensurate with Cash Flows b 2 1 1 4 3
Seed, Fertilizer, etc.

6 Months or Less 1 3 1 1 6

6 to 12 Months 1 1 & 6 1

Comensurate with Cash Flows 1 2 1 1 5 4
Land

6 Months or Less 2 4 3 1 10

6 to 12 Months 2 3 1 6 3

Commensurate with Cash Flows 1 1
Buildings and Improvements

6 Months or Less 1 4 3 1 9

6 to 12 Months 2 3 2 7 2

Commensurate with Cash Flows 1 1 3
Pasture Establishment

6 Months or Eess 2 1 1 4

6 to 12 Months 2 3 4 9 1

Commensurate with Cash Flows 1 1 2 3
Other Production Loans (e.g.
Rental)

6 Months or Less 3 1 1 5

6 to 12 Months L2 2 3 7 2

Commensurate with Cash Flows 1 1 3

119
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were evident which associated loan length with required frequency of
payments. Banks typically required more frequent payments for land and
farm building loaﬁs; and a variety of responses were obtained for the
remaining types of loans. PCA respondents usually required that pay-
ments be made annually or commensurate with cash flows. Relative to the
other pgymemt frequency categories, cash flow payments were required

more often for all types of loans made by PCA's.
Types of Information Required by Lenders

Prior to approving or denying a lean application, all lenders
require certain types of information upon which their decisions are
based, All institutional lenders interviewed were asked whether or
not they required selected types of information (Table VII) and to
include any other items they considered prerequisites for proper loan
application evaluation.

As a group, less than half the respondents required some type of
cash flow statement which, formally or informally projected monthly
expenditures and receipts for the year ahead. A distinction waslmade
in the questionnaire betwegn prepared forms and other informal forms
because of the different types of information required by different
lending institutions. Virtually all of the lenders in each of the
counties required a net worth statement in order to properly evalu-
ate a loan application. Operating statements were required less frequently
than net worth statements but more frequently than both types of cash
flow statements. Twenty-eight of the thirty-three institutional
respondents required operating statements, and one of the remaining

five required an operating statement on an occasienal basis only.



TABLE VII

NUMBER OF RESPONDENTS REQUIRING SELECTED TYPES OF INFORMATION FOR EVALUATING
AND ANALYZING LOAN APPLICATIONS BY ALL LENDERS IN EACH COUNTY AND EACH
LENDER IN ALL COUNTIES, FOR FIVE SELECTED COUNTIES IN OKLAHOMA

Cash Flows
(Prepared Cash Flows Net Worth Operating Total
Respondents Forms) (Other Forms) Statement Statement Respondents
(Number of Respondents)

Atoka County (all lenders)é/ 1 (2)2/ 1 5 L 5
Garvin County (all lenders) 3 (1) 1 7 7 8
Texas County (all lenders) 2 0 7 7 7
Wagoner County (all lenders) Lo 2 8 7 8
Woodward County (all lenders 1 (2) 0 (1) 5 3 (1) 5
Banks (all counties)E/ 5 L 18 15 (1) 18
FLBA's (all counties) 1 (3) o0 (1) 5 L
FHA's (all counties) 3 0 5 5 5
PCA's (all counties) 3 (2) 0 5 L 5

é/Lenders consist of commercial banks, Federal Land Bank Associations, Farmers Home
Administration, and Production Credit Associations.

E/bounties include Atoka, GarVin, Texas, Wagoner, and Woodward counties

E/Numbers in parentheses indicate number of lenders in each group who require this type of
information only occasionally

€S
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The respondents were also asked to estimate the percentage of their
borrowers who veluntarily supplied cash flow statements even though they
were noet required. Two of the respondents maintained that as many as
five and ten percent of their borrowers supplied cash flow statements
voluntarily, while three respondents estimated the proportion te be one
to two percent. Other items which were required by the institutional
lenders interviewed included income tax returns for past years, verifi-
cation of off-farm employment, land appraisals, credit ratings, and per-

sonal backgroeund information.

Services Provided by Institutional Lenders

A major criticism of institutional lenders by low resource, begin-
ning farmers is the lack of management assistance provided. Table VIII
summarizes the number of respondents by all lenders in each county and
each lender in all counties who provided selected services. Items such
as legal advice and insurance planning related te the lender more on al
informal basis because of the absence of qualified personnel in the full-
time employ of any of the institutions interviewed.

Computerized record-keeping (Agrifax) was provided by two PCA's
Only ene of the commercial banks interviewed provided a manual record-
keeping system. Eight of the eighteen banks and three of the five FHA's
were the predeminant suppliers of insurance planning advice. All five
FHA's provided record analysis while only a moedicum of all lenders
extended tax guidance te their borrowers. Twenty-six of the thirty-
three institutioenal lenders interviewed provided financial management
assistance to their borrowers. The relatively high frequency of provi-

sion of the latter item can be explicated by the fact that financial



TABLE VIII

NUMBER OF RESPONDENTS PROVIDING SELECTED TYPES OF SERVICES FOR BORROWERS,

AND PERCENT GF LENDERS WHO CONDUCTED ON-THE-FARM VISITS: BY COUNTY
AND BY LENDER, FIVE SELECTED COUNTIES IN OKLAHOMA

Record-Keeping Legal Insurance Record Tax Financial Total Percent Conducting
Respondents Computerized Manual Advice Planning Analysis Guidance Management Respondents On-Parm Visits
-~ Respondents =--
Atoka Co. (all lenders)® 0 0 2 1 1 2 4 5 63
Garvin Co. (all lenders) ] 1 3 4 1 2 6 8 65
Texas Co. (all lenders) 0 0 1 3 3 2 5 7 60
Wagoner Co. (all lenders) 1 0 1 2 4 1 6 8 80
Woodward Co. (all.lenders) 1 0 2 3 2 1 5 5 75
Banks (all counties)® 0 1 1 8 3 4 14 18 56
FLBA's (all counties) 0 0 1 1 1 1 2 5 52
FHA's (all counties) 0 0 4 3 5 1 5 5 100
PCA's (all counties) 2 0 3 1 2 2 5 5 90

g{énders consist of commercial banks, Federal Land Bank Associations, Farmers Home Administration, and

Associations.

/ .
hCounties include Atoka, Garvin, Texas, Wagoner, and Woodward counties.

Produe%ion Credit

19
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management more clesely relates to the structure of the institutiens and
the knowledge of their personnel.

The last column of Table VIII relates to criticism by many borrewers
that creditors know very little about the actual proeduction operations
being financed. This judgment of arm-chair and arms-length interest by
lenders was investigated by inquiring as to the percentage of borrowers
for whom en-the-farm visits were conducted following approval of a lean.
Many respondents contended that such a service was not necessary as long
as the berrower met his repayment obligatiens. The empirical results
obtained were averaged by county and by lender to arrive at the asseciated
celumn in Table VIII. Wagoner County lenders conducted farm visits for
80 percent of their borrewers, while Texas County lenders visited only
60 percent of their borrowers. Of the respective lenders, FHA
respondents visited all of their borrowers while FLBA's provided this

service for slightly more than half their berrowers.

Frequency of Use of Alternative Toeols

to Obtain Adeﬁuate Financing

The institutional lenders interviewed were asked te specify whether
or not they had used or witnessed the use of certain lending teels when
making loans to low resource, beginning farmers. Due to the objectives
of FHA lenders, none of them had used or witnessed the use of a co-
signer. If a co-signer had been available then the borrower would not
have qualified for financing frem FHA. Virtually all of the other>1enders,
27 of the remaining 28, had used co-signing as a means of extending
adequate financing to prospective borrowers. This pattern was analogous

to that underlying the responses as to the use of parents' cellateral
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as a tool te aid petential borrowers. Relatively few of the institutional
lenders had used or witness the use of additional or conditienal
collateral, such as the acceptance of a second mortgage by these lenders
analyzing the lean applications. Very few of the institutional lenders
interviewed specified they had witnessed the use, or had used cash

gifts, land gifts, or a third party's machinery in financing a farm

operation for low resource, beginning farmers (Table IX).

Comparative Incidence of Loan Defaults

by Berrowers Age 20-30

Thirty-twe institutional lenders responded to the question concern-
ing the extent of defaults. Of the thirty-twe, four lenders cited loan
defaults of the incidence of loan defaults as being lower than these of
borrowers in other age groups. Seven of the thirty-two respendents
claimed that the incidence of loan defaults in the 20-30 age category was
higher than the incidence of loan defaults by older borrowers. The
remaining twenty-three lenders cited the incidence of loan defaults
as being the same as those for older borrowers. Banks constituted five
of the seven responses claiming a higher default incidence for borrewers
age 20 to 30. Productien Credit Associations constituted three of the
four institutional lenders citing lean defaults as being lower in this

age category compared to older berrowers (Table X).
Hierarchy of Borrower Characteristics

One of the primary missions of the survey portion of this study was
to obtain informatien regarding lenders' attitudes and opinions relative

to low resource, beginning farmers. This was accemplished by asking



TABLE IX

NUMBER OF RESPONDENTS WHO HAVE USED OR WITNESSED THE USE OF SELECTED
LENDING TOOLS WHEN MAKING LOANS TO LOW RESOURCE, BEGINNING FARMERS,
BY ALL LENDERS IN FACH COUNTY AHD EACH LENDER IN ALL COUNTIES

. Additional or Third
: Parent's Conditional Cash Land Party's Total
Respondents Co-Signer Collateral Collateral Gift Gift Machinery Respondents

(Number of Respondents)

Atoka County (all lenders)y

L 3 L 2 3 2 5
Garvin County (all lenders) 7 7 5 5 L 2 8
Texas County (all lenders) 6 6 6 1 2 6 7
Wagoner County (all lenders) 7 7 6 2 A 3 8
Woodward County (all lenders) L L L 1 2 3 5
Banks (all counties)P-/ 17 17 13 3 7 2 18
FLBA's (all counties) 5 5 L 3 3 L 5
FHA's (all counties) ' 0 1 3 2 2 5 5
PCA's (all counties) 5 oy 5 3 3 3 5

-BJ Lenders consist of commercial banks, Federal Land Bank Associations, Farmers Home Administration, and
Production Credit Associations.

E/Counties include Atoka, Garvin, Texas, Wagoner, and Woodward counties.

8¢



TABLE X

INCIDENCE OF LOAN DEFAULTS BY BORROWERS 20-30 COMPARED TO
DEFAULTS BY OLDER BORROWERS, AND BY ALL LENDERS IN
EACH COUNTY AND EACH LENDER IN ALL COUNTIES,

FIVE SELECTED COUNTIES OF OKLAHOMA

Default Incidence

Total
Respondents Lower Higher Same Respondents
(Number of Respondents)
Atoka County (all lenders)é/ 0] 1 L 5
Garvin County>(all lenders)" 1 2 5 8
Texas County (all ienders) | 1 0 5 6
Wagoner County (all lenders) - 1 2 5 8
Woodward County (all lenders) 1 2 2 5
Banks (all counties)E/ | 1 5 11 17
FLBA's (all counties) 0 1 L 5
FHA's (all counties). 0 1 L 5
PCA's (all counties) 3 0 2 5

é/ienders consist of commercial banks, Federal Land Bank Associations, Farmers

Home Administration, and Production Credit Associations.

E/Coun‘c,ies include Atoka, Garvin, Texas, Wagoner, and Woodward.

6S



60

each respondent to rank each of nine selected borrower characteristics
as to their relative impertance when analyzing and evaluating lean
applications by prespective entrants. The rankings were based on a
scale of 0 to 100 and were required of all lenders interviewed except
insurance companies.

The nine characteristics were: (1) character, (2) education,

(3) farming experience, (4) net worth, (5) desire to farm, (6) credit
rating, (7) personality, (8) managerial ability, and (9) the financial
situation of the applicant's parents or relatives. Each of these items
related solely to the applicant. Two of the characteristics deserve
further expleration. Character refers to the applicant's hoenesty,
integrity, and reliability. This distinction was peinted out to each
respondent to avoid coenfusion with item (7), personality. Item (2),
education, was defined to be the level of formal education attained by
the applicant.

Means and standard deviations were computed for each of the nine
characteristics and are presented in descending order by lender in Table
XI. Character, credit rating, managerial ability, and desire to farm
were items typically considered most important by each of the five
lender groups. Conversely, personality, education, net worth, and the .
financial situation of parents or relatives were considered least
important. The applicant's character was considered moest important and
the financial situatioen of parents or relatives considered least impertant
by three of the five lenders.

In order to determine whether the nine characteristics differed . ..
significantly from each ether as indicated by the responses, a multiple

range test was performed on the means obtained for each item by lender



TABLE XI

COMPUTED MEANS AND STANDARD DEVIATIONS OF RESPONSES FOR SELECTED BORROWER CHARACTERISTICS,
FIVE AGRICULTURAL LENDERS IN FIVE COUNTIES OF OKLAHOMA

Banks FLBA's FHA PCA's Private Lenders
Rank a Star.ldal:.'d Star.ldaz"d St.ar.xda?d Stal:xda?d Stax_lda?d
Order TItel Mean Deviation Item Mean Deviation Item Mean Deviation Item Mean Deviation Item Mean Deviation
1 CHAR 89 20 - CHAR 93 11 DEFM 8L 15 CHAR 90 17 CDRTG 88 2l
2 CDRTG 84 19 MANG - 93 11 ‘ CDRTG 83 21 DEFM 88 18 DEFM 88 2L
3 MANG 83 .16 DEFM 86 13 FMEX Th 18 FSIT‘ 87 29 CHAR 85 20
L FMEX 81 10 FMEX 81 21 MANG 70 27 - CDRTG 67 25 MANG 80 30
5 DEFM Th 30 CDRTG 75 25 CHAR 66 L2 FMEX 57 20 FMEX 67 29
6 FSIT 63 29 NWTH 60 23 PERS 60 29 EDUC 45 7 NWTH 60 2l
7 NWTH 62" 22 PERS 50 31 EDUC 37 pIn 