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Farm Credit System Insurance Corporation
Protecting Investors in Agriculture and Rural America




Mission Statement

The Farm Credit System Insurance Corporation, a
Government-controlled, independent entity, shall

o protect investors in insured Farm Credit System
obligations and taxpayers through sound

administration of the Farm Credit Insurance
Fund,

e exercise its authorities to minimize Insurance
Fund loss, and

o help ensure the future of a permanent system
for delivery of credit to agricultural borrowers.
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FARM CREDIT SYSTEM INSURANCE CORPORATION

May 19, 2010
Dear Mr. President and Madam Speaker:

In accordance with section 5.64 of the Farm Credit Act of 1971, as amended, the Farm Credit System
Insurance Corporation is pleased to submit its annual report for calendar year 2009.

This report highlights the Corporation’s role as the independent Federal corporation established to
ensure the timely payment of principal and interest to investors in insured Farm Credit System debt
securities. The balance in the Farm Credit Insurance Fund at December 31, 2009, was $3.3 billion.
The Corporation collected $319 million in insurance premiums from Farm Credit System banks for
2009, earned $57 million in investment income during the same period, and expects to incur $3.9
million in operating costs in 2010.

Sincerely,

s —

Kenneth A. Spearman
Chairman

The President of the United States Senate
The Speaker of the United States House of Representatives
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Board of Directors

-
The Farm Credit System Insurance Corporation (FCSIC or

Corporation) is managed by a three-member board of directors
comprising the same three individuals who compose the Farm Credit
Administration (FCA) Board. However, the same member may not
serve as chairman of both entities. FCA is the independent Federal
agency responsible for the regulation and examination of the Farm

Credit System (FCS or System), a nationwide network of financial

cooperatives that lends to agriculture and rural America.

Farm Credit System Insurance Corporation



Kenneth A. Spearman

Kenneth A. Spearman was elected Chairman

of the Board of Directors of the Farm Credit
System Insurance Corporation on November 4,
2009. He also serves as a member of the Board
of the Farm Credit Administration, having been
appointed by President Barack Obama on Octo-
ber 13, 2009.

Mr. Spearman brings to his position as Chair-
man of the FCSIC many years of experience in
finance, agriculture, and agricultural cooperatives.
He spent 28 years in the citrus industry.

From 1980 to 1991, he was controller of Citrus
Central, a $100 million cooperative in Orlando,
Florida, where he was responsible for financial

management and reporting and the supervision
of staff accountants.

He later served as director of internal audit for
Florida’s Natural Growers, where he designed and
implemented the annual plan for reviewing and
appraising the soundness, adequacy, and applica-
tion of accounting, financial, and other operating
internal controls.

From January 2006 until his appointment to the
FCSIC Board of Directors, Mr. Spearman served
as an independently appointed outside direc-

tor on the AgFirst Farm Credit Bank board in
Columbia, South Carolina. During his tenure, he
served on the board compensation committee
and the board governance committee.

Before entering agriculture, Mr. Spearman was
involved with development of a public account-
ing firm in Chicago, Illinois, and worked as an
accountant for a major public accounting firm.
He served as chairman of the board of trustees
for the Lake Wales Medical Center. He is a
member of the Institute of Internal Auditors, as
well as the National Society of Accountants for
Cooperatives, where he served at one time as
president.

He obtained his master’s degree in business
administration from Governors State Univer-
sity in University Park, Illinois, and his B.S. in
accounting from Indiana University.

Mr. Spearman and his wife Maria of Winter
Haven, Florida, have three children—twin daugh-
ters, Michelle Springs and Rochelle Puccia, and a
son, Dr. Kenneth Spearman.

Protecting Investors in Agriculture and Rural America



Leland A. Strom

Leland A. Strom was appointed to the Farm
Credit System Insurance Corporation Board of
Directors and to the Farm Credit Administration
Board by President George W. Bush on Decem-
ber 12, 2006, for a term that expires on October
13, 2012. He served as Chairman of the FCSIC
Board until he was appointed Chairman and
CEO of the Farm Credit Administration on May
22, 2008.

For more than 30 years he has been active in the
agriculture industry. He served for more than 25
years on the board of 1st Farm Credit Services,
an FCS institution in Illinois, holding vari-

ous positions, including chairman. During the
agriculture crisis of the 1980s, he was selected to
sit on the Restructuring Task Force of the Sixth
Farm Credit District.

From 2000 to 2006, he was on the Federal
Reserve Bank of Chicago Advisory Council on
Agriculture, Labor, and Small Business. Part of
this time he also served on the Country Mutual
Fund Trust Board, an investment fund of the
Illinois Farm Bureau and its Country Financial
organization.

Other boards on which Mr. Strom has served
include Northern ES., Inc., a farm service and
supply cooperative serving farmers in Northern
Illinois; AgriBank, FCB; and the Farm Credit
Council, the national trade organization repre-
senting the Farm Credit System in Government
affairs.

Mr. Strom has served in several capacities with
the Illinois Farm Bureau. He also served on his
county Farm Bureau board. He was a member
of the State Young Farmer Committee from 1981
to 1985. For his overall involvement in agricul-
ture, he received an Outstanding Young Farmer
Award.

In his community of Kane County, Illinois,
which lies at the edge of suburban Chicago, Mr.
Strom helped develop a farmland preservation
program. The original Strom Family Farm was
the first to be dedicated to permanent agricul-
tural use under the program.

Mr. Strom studied agriculture business at Kish-
waukee College and business administration at
Northern Illinois University. He was a member
of the Illinois Agricultural Leadership Program
Class of 1988. His community involvement
includes having served as vice president of

his local K-12 school district, chairman of his
church council, 4-H parent leader, and coach of
boys” and girls’ sports teams.

Mr. Strom owns a third-generation family farm
in Illinois that produces corn and soybeans. He
and his wife, Twyla, have two sons, a daughter,
and a daughter-in-law.

Farm Credit System Insurance Corporation



Jill Long Thompson

Jill Long Thompson is a member of the FCSIC
Board of Directors. She also serves as a member
of the Farm Credit Administration Board.

Ms. Long Thompson was appointed to both
boards by President Barack Obama on March 27,
2010. Her recess appointment is effective through
the end of the 2011 legislative session.

Ms. Long Thompson brings to her position

on the FCSIC and FCA Boards many years of
leadership experience. From 1989 to 1995, she
represented northeast Indiana as a Member of
the U.S. House of Representatives, serving on the
Agriculture Committee and the Committee on
Veterans' Affairs. As congresswoman, she intro-
duced one of the nation’s first pieces of legisla-
tion banning members of Congress from accept-
ing gifts; this legislation also expanded disclosure
requirements for lobbying activities.

From 1995 to 2001, she served as Under Secre-
tary for Rural Development in the U.S. Depart-
ment of Agriculture, where she oversaw an
annual budget of $10 billion and a staft of 7,000
employees. In this position, she managed pro-
grams that provide services to the underserved
areas of rural America.

In addition, Ms. Long Thompson served as chief
executive officer and senior fellow at the National
Center for Food and Agricultural Policy, a non-
profit research and policy organization in Wash-
ington, D.C.

The first and only woman to be nominated by a
major party to run for Governor of Indiana, Ms.
Long Thompson is also the first and only Hoo-
sier woman to be nominated by a major party
to run for the U.S. Senate. She was nominated
by the President on October 15, 2009, for a term
on the FCA Board and the FCSIC Board of
Directors ending May 21, 2014, and is awaiting
confirmation by the U.S. Senate.

Ms. Long Thompson also has many years of
experience as an educator, having taught at Indi-
ana University, Valparaiso University, and Man-
chester College. She is also a former fellow at the
Institute of Politics at Harvard University’s John
E Kennedy School of Government. She holds the
M.B.A. and Ph.D. in Business from the Kelley
School of Business at Indiana University and a
B.S. in Business Administration from Valparaiso
University.

Ms. Long Thompson grew up on a family farm
outside of Larwill, Indiana; today she lives with
her husband Don Thompson on a farm near
Argos, Indiana.

Protecting Investors in Agriculture and Rural America



2009 - Year in Review
Changes to FCSIC Board of Directors

On November 4, 2009, Kenneth A. Spearman
was elected Chairman of FCSIC. Nancy C. Pel-
lett served as the Corporation’s Chairman from
June 4, 2008, to November 3, 2009. Ms. Pel-

lett played a key role in implementing the new
premium authorities the Corporation obtained in
the Food, Conservation, and Energy Act of 2008
(FCE Act). On October 15, 2009, President
Barack Obama nominated former Indiana Con-
gresswoman Jill Long Thompson to the Board of
Directors. On March 27, 2010, President Obama
announced his recess appointment of Ms. Long
Thompson to the position previously held by Ms.
Pellett, whose term had expired.

Insurance Fund Reaches the Statutory
2 Percent Secure Base Amount

For the first time since year-end 2003, at Decem-
ber 31, 2009, the unallocated portion of the
Farm Credit Insurance Fund (Insurance Fund
or Fund) reached the statutory 2 percent secure
base amount (SBA). A combination of fac-
tors contributed to this event. Systemwide debt
stopped growing after four years of double-
digit increases. Changes to the Corporation’s
premium authority in 2008 allowed a deduc-
tion in the calculation of the SBA for full faith
and credit Government-guaranteed investment
securities. The FCE Act gave the Corporation
enhanced premium authority which the Cor-
poration used to increase the annual amount

of insurance premiums collected. As a result
of these factors, the unallocated portion of the
Insurance Fund finished the year with an excess
balance of $169 million above the SBA.

Allocated Insurance Reserves Accounts —
Additional Allocations and Payments to
Accountholders

In accordance with the Farm Credit Act’s
requirements, the Corporation transferred $165.4
million to the Allocated Insurance Reserves
Accounts (AIRAs) at year-end 2009. Separate
AIRAs have been established for each bank and
a special account has been established for the
holders of Farm Credit System Financial Assis-
tance Corporation (FAC) stock. The first 10 per-
cent of calculated excess funds were deposited to
the AIRA of FAC stockholders. The remaining
90 percent was prorated into the banks’ AIRAs.

On January 22, 2010, the FCSIC’s Board autho-
rized the payment of $39.9 million from the
AIRAs to the accountholders. This amount,
which had been transferred to the AIRAs at
year-end 2003, (the last time the unallocated
Insurance Fund exceeded the SBA at year-end),
was paid in February 2010. In making its deci-
sion to pay out the funds, the Board considered
a number of factors including the following:

o Current level of the Insurance Fund and
projections for growth in insured obligations

o Likelihood and probable amount of any
losses to the Insurance Fund

o Financial condition of the Farm Credit Sys-
tem banks and associations

o Health and prospects for the agricultural
economy

« Risks in the financial environment that could
cause problems, including volatility of inter-
est rates, increased competition, and use
of sophisticated investment securities and
derivatives

(See Note 7 to the Financial Statements for addi-
tional details on the payment.)

Farm Credit System Insurance Corporation



Strategic Plan Update

The Corporation’s strategic plan defines its mis-
sion, goals, and the means by which it mea-
sures progress in addressing problems, needs, or
challenges related to its mission over the course
of five years. The plan evaluates FCSIC’s capa-
bilities, assesses the operating environment, and
provides for evaluation of its strategy for deal-
ing with internal and external challenges and
risks that may hinder the accomplishment of its
mission.

In 2009, FCSIC hosted two strategic planning
conferences, facilitated by former Congress-

man Charles W. Stenholm, to gain insight from
industry professionals and System representa-
tives regarding issues that may be important to
the System. Presentations covered various topics
including the housing market, bank liquidity
issues, financial product ratings, Federal Reserve
Board policy, and the need for System banks to
have access to a temporary liquidity pool in situ-
ations where external market forces make normal
debt market access difficult or impossible. Dis-
cussion of these topics helped formulate FCSIC’s
2010-2015 Strategic Plan.

Selected Financial Statistics

Farm Credit System Insurance Corporation

(Dollars in Millions)

BALANCE SHEET:

Total Assets

Total Liabilities

Insurance Fund Balance
Allocated Insurance Reserves Accounts
Unallocated Insurance Fund Balance

OPERATIONS:

Revenues

Operating Expenses

Insurance Expense

Net Income

2009 2008 2007




The Farm Credit System

Structure and Funding

The System is owned by rural customers it
serves, including farmers, ranchers and other
agricultural producers. As of December 31,
2009, there were 89 FCS associations that lend
directly to these owner-borrowers, providing a
consistent source of agricultural and rural credit
throughout the United States and the Com-
monwealth of Puerto Rico. Each association has
its own chartered territory and is affiliated with
one of the five FCS banks. The banks primar-
ily receive their funding through the issuance of
Federal Farm Credit Banks Consolidated System-
wide Debt Securities (Systemwide debt securi-
ties or insured debt). These securities are issued
through the Federal Farm Credit Banks Funding
Corporation (Funding Corporation). The Fund-
ing Corporation distributes these securities in
the capital markets via a selling group of selected
investment and dealer banks to raise the funds
needed by the System.

Combined Farm Credit System Statistics

(Dollars in Billions)

Insured Debt Outstanding’
Production Agriculture:
Real Estate Mortgage Loans
Production and Intermediate-term Loans
Agribusiness Loans?
Communication Loans
Energy, Water and Waste Disposal Loans
Rural Residential Real Estate Loans
International Loans
Lease Receivables
Loans to Other Financial Institutions
Cash and Investments
Net Income

Nonperforming Loans as a Percentage of Total Loans

Investor Protection

Investors provide the funds the System lends to
agriculture and rural America. The Corporation’s
primary purpose, as defined by the Farm Credit
Act, is to insure timely payment of principal

and interest on insured debt securities to these
investors.

Regulatory Oversight

FCA is the safety and soundness regulator
responsible for the examination, supervision, and
regulation of each FCS institution. It is an inde-
pendent agency in the Executive branch of the
U.S. Government and derives its broad authori-
ties from the Farm Credit Act. These authorities
include examination and enforcement authorities
similar to those of commercial bank regula-

tors. The U.S. Senate Committee on Agriculture,
Nutrition, and Forestry and the U.S. House of
Representatives Committee on Agriculture over-
see the FCSIC, FCA, and the FCS.

2009 2008 2007

$177.1

75.4
39.6
23.6
3.9
10.7
5.0
4.0
2.2
0.6
42.2
2.85
2.1%

1. Insured Debt Outstanding is based on System institution call report information and reflects the book value of insured debt outstanding,
excluding fair value adjustments plus accrued interest as of December 31, 2009.
2. At December 31, 2009, agribusiness loans consisted of loans to cooperatives of $10.5 billion, processing and marketing loans of $11.0 billion,

and farm-related business loans of $2.1 billion.

Farm Credit System Insurance Corporation



Insured and Other Obligations

The Corporation insures Systemwide and consol- The Corporation is also required by statute to
idated bonds, notes, and other obligations issued ensure the retirement of eligible borrower stock,
by the insured System banks through the Fund- as defined in section 4.9A of the Farm Credit
ing Corporation under section 4.2 (c) or (d) of Act, at par value. This stock, also known as

the Farm Credit Act. As figure 1 shows, insured protected borrower stock, was outstanding prior
debt outstanding decreased less than 1 percent to October 6, 1988. At year-end 2009, eligible
in 2009 to $177.1 billion. From 2005 to 2009, borrower stock outstanding at System institutions
insured debt outstanding grew at an average totaled $8 million, down from $10 million at
annual rate of approximately 12.3 percent. year-end 2008.

Figure 1

Insured Debt Outstanding' 2005 to 2009

(Dollars in Billions)

$200 20%
$180
$160 15%
$140
$120 10%
$100
$80 5%
$60
$40 0.2% 0%
$20
$0 -5%

2005 2006 2007 2008 2009

B Volume of insured debt Growth rate of insured debt

1. Insured Debt Outstanding is based on System institution call report information and reflects the book value of insured debt outstanding,
excluding fair value adjustments plus accrued interest as of December 31, 2009.

Protecting Investors in Agriculture and Rural America
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Farm Credit System Capital

The primary source of funds to repay System-
wide debt securities is the System’s borrowers.
Each borrower is required to have a minimum
net worth and, in most cases, collateral posted in
connection with his or her loan. The borrower
makes payments on the loan to the lending bank
or association. The lending association in turn
makes payments to its affiliated bank on its loan.
Both the banks, which ultimately repay System-
wide debt securities, and the associations exceed
minimum capital regulatory requirements as
protection and support for the repayment of the
outstanding debt. If a bank was unable to repay
its portion of an insured Systemwide debt obliga-
tion, the Insurance Fund would make that pay-
ment. In the event the assets of the Insurance
Fund were exhausted, the provisions of joint and
several liability of all banks would be triggered,
which means the financial resources of the other
banks would be used to repay the defaulting
bank’s portion of the debt issuance.

As figure 2 shows, the amount of FCS bank
capital and the balance in the Insurance Fund
together increased 44 percent from $9.8 billion at
year-end 2005 to $14.1 billion at year-end 2009.
Bank capital plus the amount in the Insurance
Fund as a percentage of outstanding insured
debt decreased from 8.5 percent in 2005 to 7.0
percent in 2008 but increased in 2009 to 8.0 per-
cent (see figure 3). The rate of growth in debt
outstanding outpaced growth in bank capital and
the Insurance Fund between 2005 and 2008 but

declined in 2009 as System institutions reduced
overall levels of loan growth. The System’s
increased profitability between 2005 and 2008
was primarily attributed to loan growth, while
profitability in 2009 was primarily attributed

to the increase in the net interest spread from
favorable loan and debt pricing. The financial
performance and condition of the System on a
combined basis remains strong, though some
individual institutions have experienced signifi-
cant stress from credit deterioration in certain
agricultural sectors as well as from continued
stress in the general economy. (See trends in
Financial Institution Rating System ratings in the
Risk Management section.)

FCS associations have been building capital
through the net income they have earned and
retained. Association capital helps reduce the
credit exposure of the association’s affiliated
bank. As figure 4 shows, from 2005 to 2009,
combined association capital increased $5.1
billion or 33.6 percent with an annual average
increase of approximately 7.4 percent. From
2005 to 2008, growth in association assets
outpaced growth in capital, causing a steady
decline in association capital as a percentage of
total assets, from 17.2 percent to 15.5 percent
(see figure 5). In 2009, associations collectively
preserved capital, causing a slight increase in
association capital as a percentage of total assets
to 15.8 percent.

Farm Credit System Insurance Corporation



Figure 2

Bank Capital Plus Insurance Fund

(Dollars in Billions)

$16
$14
$12
$10
$8
$6
$4
$2
%0

Figure 3

$3.3
$2.6 $2.9
23
$2.1 :
$7.7 $8.2 $9.1
2005 2006 2007 2008 2009
W Bank Capital Insurance Fund

Bank Capital Plus Insurance Fund as Percentage of Insured Debt

9.0%

8.0%

7.0%

6.0%

8.5%

2005 2006 2007 2008 2009
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Figure 4
Association Capital

(Dollars in Billions)
$§25
$20

$15

$10

' $17.7 ' I

2005 2006 2007 2008 2009

$0

Figure 5
Association Capital as a Percentage of Total Assets

17.5%
17.2%
17.0%

16.5% 16.3%

16.0%
15.8%

15.6%
15.5% 15.5%

15.0%

14.5%
2005 2006 2007 2008 2009
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Additional Protections

The System has additional risk management
tools to protect investors. One such tool is the
Contractual Interbank Performance Agreement
(CIPA). All five System banks have entered
into this agreement, which measures the finan-
cial condition and performance of each bank
using ratios that consider capital, asset quality,
earnings, interest rate risk, and liquidity. CIPA

financially penalizes banks that do not meet per-

formance standards.

The banks and the Funding Corporation have
also entered into a Market Access Agreement

(MAA) that establishes conditions for each bank’s

13

continued participation in the debt market. If
a bank fails to meet agreed-upon performance
measures, including capital and collateral ratios,
its participation in future debt issues could be
curtailed. The criteria used under the MAA are
the CIPA scores and two capital ratios.

The System also has a common minimum liquid-
ity standard. The standard requires each bank

to have enough liquidity to operate for at least
90 continuous days without access to the capital
markets. For additional information, please see
the discussion in the Risk Management section.

Protecting Investors in Agriculture and Rural America



Insurance Fund Management

The Insurance Fund and the
Secure Base Amount

In 2009, both the total Insurance Fund and total
assets grew 12.8 percent to $3.3 billion. Over
the last five years, the total Insurance Fund

and total assets grew at an annual rate of 11.2
percent and 9.0 percent, respectively. In 2009,
the Corporation did not accrue a provision for
insurance obligations.

The Insurance Fund represents the Corporation’s
equity, the difference between total assets and
total liabilities, including insurance obligations.
The Insurance Fund is composed of an unallo-
cated Insurance Fund (the assets in the Insurance
Fund for which no specific use has been identi-
fied or designated) and an allocated Insurance
Fund. Premiums are due until the unallocated
portion of the Insurance Fund reaches the SBA.
The SBA established by the Farm Credit Act is
2 percent of the aggregate outstanding insured
obligations (adjusted to exclude a part of certain
Government-guaranteed loans in accrual sta-
tus and non-impaired Government-guaranteed
investments), or another percentage that the
Board determines to be actuarially sound.

The unallocated Insurance Fund reached the
SBA in 2009 in part because FCSIC promptly
implemented new authority the 2008 FCE Act
gave it to impose premiums ranging from 0 to
20 basis points on insured debt obligations rather
than loans. In addition, growth in insured debt
outstanding slowed significantly during 2009.
During 2009, insured debt declined by less than
1 percent, well below the previous year’s rate

of growth of 14.4 percent, and below the five-
year average annual growth rate of 12.3 percent.
Prior to allocation to the AIRAs, the unallocated
Insurance Fund finished 2009 above the 2 per-
cent SBA at 2.11 percent, or $169 million above
the SBA. Including the existing AIRAs balances
raised the level of the total Insurance Fund to
2.14 percent or $209 million above the SBA.
The AIRA balance is recorded as part of the
Insurance Fund and is available to satisfy insur-
ance obligations until the Corporation disburses
payment to the Farm Credit banks and FAC
stockholders (see figure 6).

Farm Credit System Insurance Corporation



Figure 6
Insurance Fund Relative to 2 Percent Secure Base Amount
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Note: A change in the SBA calculation methodology was included in the FCE Act. The new methodology, which was implemented on July 1,

2008, allows the deduction of a portion of Federal and State-guaranteed investments from the SBA in a manner similar to that used for Federal
and State-guaranteed loans.




16

Premiums

The Board reviews premium accrual rates as
often as necessary but at least semiannually. The
review focuses on five factors:

o The level of the Insurance Fund relative
to the secure base amount

o Projected losses to the Insurance Fund

o The condition of the System

o The health of the agricultural economy

o Risks in the financial environment

The most important factor in determining pre-
mium rates for 2009 was the level of the Insur-
ance Fund relative to the SBA. The Insurance
Fund remained below the SBA until September
2009. As a result, the Board maintained the pre-
mium assessment at 20 basis points on adjusted
insured debt. By statute, this was the maximum
rate that could be charged. (Note: 1 basis point
(bp) = 1/100 of 1 percent.)

Enactment of the FCE Act in 2008 amended
the premium provisions of the Farm Credit Act
to, among other things, base premiums on the
adjusted outstanding insured debt obligations
instead of on loans, and to permit the Corpora-
tion to collect a broader range of premiums on
insured debt.

The amendments reduce the total insured debt
obligations on which premiums are assessed by
90 percent of Federal Government-guaranteed
loans and investments and 80 percent of State
Government-guaranteed loans and investments;
the same deductions apply when the SBA is cal-
culated. If the Insurance Fund is below the SBA,
the Farm Credit Act requires that each insured
System bank pay FCSIC a premium equal to (a)
the adjusted average outstanding insured obliga-
tions multiplied by 0.0020 and (b) the average
principal outstanding on loans in nonaccrual
status and average amount outstanding of other-
than-temporarily impaired investments multi-
plied by 0.0010. The premium may be reduced
at FCSIC’s sole discretion. Once the Insurance
Fund exceeds the SBA, the law requires that
premiums be reduced to the level necessary to
maintain the Fund at the SBA (i.e., 2 percent of
adjusted outstanding insured obligations).

From January 1, 2009, to December 31, 2009,
premiums were assessed at 20 basis points on
adjusted insured debt, plus 10 basis points on the
average nonaccrual loans and other-than-tempo-
rarily impaired investments.

Farm Credit System Insurance Corporation
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Revenues and Expenses

Revenues in 2009 increased 18 percent to $376 The Corporations operating costs as a percent-
million from $319 million in 2008 (see figure 7). age of its total assets represented 9 basis points
The increase in net income resulted from higher for 2009. Fixed costs for staff, travel, rent, and
premiums. Because of a decrease in the rate of miscellaneous expenses were $2.2 million of
return on the U.S. Treasury securities held in the the $3 million total for the year. The remain-
Corporation’s portfolio, interest income decreased ing expenses of $0.8 million were for contract
24 percent in 2009 to $57 million from $76 mil- services.

lion in 2008.

Figure 7

Corporation Revenues
(Dollars in Millions)
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Investments

Investments increased 11 percent during the year
from $2.7 billion at December 31, 2008, to $2.9
billion at year-end 2009. See figure 8.

The Corporation’s investment objective is to
maximize returns consistent with liquidity needs
and to minimize exposure to loss of principal.
Funds are invested in U.S. Treasury securities in
accordance with the Farm Credit Act and the
Corporations investment policy.

The average portfolio yield was 2.0 percent, down
from 2.9 percent the prior year. The return on
the Insurance Fund continued to outperform

the benchmark index the Corporation uses to
measure performance. This index is composed
of Treasuries and private sector mutual funds
with holdings of similar type and duration to the
Corporations portfolio. The average return of
the benchmark group was 1.4 percent for 2009.

In accordance with the Corporation’s investment
policy, the portfolio is composed of a liquidity
pool and an investment pool. The liquidity pool

consists of short-term Treasury securities matur-
ing in less than two years. The investment pool
is composed of Treasury securities with maturi-
ties that vary from 2 to 10 years. The FCSIC
investment policy requires at least 20 percent of
the portfolio to be maintained in the liquidity
pool, and allows a maximum of 25 percent to
be invested in securities with maturities between
5 and 10 years. The weighted average portfolio
maturity at year-end was 2.1 years. The compo-
sition of the investment portfolio at December
31, 2009, is illustrated in figure 9.

In June 2008, the Corporation purchased Trea-
sury Inflation-Protected Securities (TIPS). Evalu-
ation Associates’ (EA), which had completed a
study of FCSIC’s investment program, recom-
mended FCSIC consider purchasing TIPS to help
FCSIC improve the diversity of its investments
and to hedge against future inflation. At year-
end 2009, FCSIC’s TIPS investments totaled $520
million or just over 17.7 percent of the invest-
ment portfolio.
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Figure 8
Growth in Investment Portfolio
(Dollars in Billions)
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Figure 9
Investment Portfolio by Maturity
at December 31, 2009

(Dollars in Millions)

2-3 YEARS
$1,024
35%

3-4 YEARS
$409

1-2 YEARS 14%

$1,112
38%
5-10 YEARS
$50
1%
. Liquidity Pool < 2 Years (min. 20%) Investment Pool

Protecting Investors in Agriculture and Rural America



20

Risk Management

The Corporation actively monitors and manages
insurance risk. FCSIC’s risk program focuses

on minimizing the Fund’s exposure to potential
losses through early detection and employs strat-
egies to manage and reduce risk to the Insurance
Fund. Corporation staff regularly examines key
ratios and financial trends; weaker System insti-
tutions undergo special examination procedures
as needed.

The Corporation observes trends in the System’s
growth, structure, financial performance, and
condition through continual dialogue with FCA
examiners and review of reports of examination.
On a quarterly basis, the Corporation screens all
System institutions using key performance crite-
ria to identify institutions that may pose higher
insurance risk. The Corporation also assesses
risk to the Insurance Fund by

o reviewing corporate actions approved by
FCA for System institutions

« monitoring legislative, judicial, regulatory,
and economic trends that could affect
the agricultural or financial services
industries

« using analytical models; and

o participating as a nonvoting mem-
ber on FCAs Regulatory Enforcement
Committee.

During 2009, risk management staff monitored
and evaluated trends affecting agriculture and
System institutions, including

« conditions in the Nation’s general econ-
omy, particularly the deterioration in the
housing sector, rising unemployment,
and continued volatility in fixed income
and other capital markets;

 stress in several farm sectors affecting the
quality of System institutions’ loan port-
folios including the dairy, swine, poultry,
forestry, nursery and biofuels industries;

« trends at specific System institutions with
declining Financial Institution Rating
System (FIRS) ratings; and

o the continuing decline in values of some
structured investment securities reported
by System banks.

The Risk Environment in 2009

The System was affected by the severe worldwide
recession which reduced demand and prices

for certain farm products and caused stress in
several sectors of agriculture. Conditions in the
Nation’s financial system and capital markets
which caused asset values to decline in 2007 and
2008, continued during 2009. The U.S. economy
suffered from swiftly rising unemployment as
numerous firms laid off employees in response
to weaker demand. Unemployment rose to 10
percent by year-end 2009. Economic output as
measured by real gross domestic product con-
tinued to decline during the first two quarters of
the year before stabilizing with small increases
during the second half of the year. Large num-
bers of commercial banks continued to fail and
the Federal Deposit Insurance Corporation’s
(FDIC) list of problem banks increased sharply
to more than 700 at year-end. The hous-

ing sector continued to experience declining
home prices and increases in delinquencies and
foreclosures.

The U.S. Department of Agriculture reported a
drop of $26.7 billion in net cash farm income
(a measure of the cash income after payment
of business expenses) to $70.8 billion for 2009.
Export of U.S. agricultural products fell 16
percent or $19 billion, also contributing to the
decline in farm income.

The volatility and uncertainty in the capital
markets, where the System raises most of its
funds, that characterized the second half of

2008 declined as 2009 progressed. Throughout
the year, System banks were able to issue more
securities with longer maturities and at narrower
spreads to Treasury securities. Financial markets
stabilized as the various programs instituted by
the Federal Reserve, Treasury Department and
FDIC improved investor and depositor confi-
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dence. Major financial sector reform is now
being debated in Congress, however the shape
and content is still uncertain.

Because of the drop in agricultural revenues
and income, the credit quality of some System
loans experienced rising stress with adversely
classified loans (substandard, doubtful and loss
loans) rising from 2.9 percent to 5.2 percent
of total loans. These adversely classified loans
are concentrated in the industry sectors expe-
riencing stress, including dairy, swine, poultry,
forestry/nursery, and biofuels. The decline in
institution FIRS ratings (see figure 10) reflects
the weaker asset quality and its effect on
institutions’ earnings and capital levels. These
institutions are receiving higher examination
scrutiny and supervisory attention from FCA,
the System’s regulator.

Figure 10

FCS Institution FIRS Ratings
As of December 31, 2009
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Staff also monitored the continued deterioration
in certain structured securities held by System
banks. Investments determined to be ineligible
under FCA regulations increased to $1.3 billion
at year-end 2009 from $529 million at year-end
2008. These were primarily private mortgage and
asset-backed securities and represented less than
4 percent of the banks’ investment portfolios.

During 2009 the five System banks worked to
improve the quality of their respective liquid-

ity portfolios by purchasing short-term U.S.
Treasury securities and corporate debt securities
with explicit U.S. Government guarantees. These
more-highly-liquid investments increased to 16
percent of the banks’ eligible investment portfo-
lios from less than 1 percent the prior year.
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Note: Figure 10 reflects ratings for only the System’s banks and direct-lending associations; it does not include ratings for the System’s service
corporations, the Federal Agricultural Mortgage Corporation, or the Federal Farm Credit Banks Funding Corporation.
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Financial Assistance and Receivership

The Corporation is authorized to provide assis-
tance to System institutions to prevent default,
restore normal operations, or facilitate a merger
or consolidation. At present, no assistance
agreements are outstanding. Before financial
assistance may be provided, the statute requires
the Corporation to ensure that the proposed
assistance is the least costly method for resolving
the problems of a troubled institution. Financial
assistance cannot be provided if the cost of liqui-
dation is determined to be lower.

When appointed by the FCA, the Corpora-

tion has the statutory responsibility to serve as
receiver or conservator for System institutions.
Upon appointment as receiver, the FCSIC shall
take possession of a Farm Credit institution to
settle the business operations of such institu-
tion, collect the debts owed to the institution,
liquidate its property and assets, pay its creditors,
and distribute the remaining proceeds to stock-
holders. The receiver is authorized to exercise all
powers necessary to the efficient termination of
an institution’s operation.

There are no active receiverships or conservator-
ships currently in the System. To maintain the
capability to act as receiver or conservator while
continuing to operate with a small core staff, the
Corporation uses contractors on an as-needed
basis. These contractors provide knowledge-
able and readily available staft resources, while

allowing the Corporation to contain costs during
periods of limited or no activity.

During the year, FCSIC contracted with several
firms to test their capability to support potential
resolution activities in loan portfolio valuation
and marketing and evaluation of complex invest-
ment securities.

Corporation staff also maintains contact with
the resolution staff of the FDIC and the National
Credit Union Administration to stay informed
about best practices and exchange information
concerning receivership management.

During the year, the FCSIC engaged a consulting
firm for assistance in planning for the potential
resolution of any troubled FCS institutions and
for help in enhancing resolution processes. The
initial phase of the project includes:

o Evaluating and recommending revi-
sions to FCSIC’s Type II Pre-Resolution
Examination Procedures

o Creating a profile and staffing plan to
maintain readiness for various resolution
alternatives

o Recommending procedures to conduct
bidders’ conferences

Farm Credit System Insurance Corporation
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Strategic Goals and Performance Measures

Performance measures associated with the fol-
lowing three broad goals are used to evaluate the
effectiveness of the Corporation’s operations.

1. Manage the Insurance Fund to main-
tain the 2 percent SBA to protect
investors.

The Corporation assesses the effectiveness of its
performance by the following:

« Reviewing premium rates semiannually
and making necessary adjustments

o Comparing the investment portfolio’s
average yield to peer investment funds
with similar quality and maturity

As a result of the premium enhancements autho-
rized in the FCE Act, the total Insurance Fund
surpassed the SBA by $209 million. Throughout
the year, the total Insurance Fund ranged from
1.9 percent to 2.1 percent, finishing the year at
2.1 percent.

The investment return on the Corporation’s port-
folio of 2.0 percent exceeded the average return
on the benchmark group (1.4 percent). Con-
sisting of Treasuries and private sector mutual
funds, the benchmark group possesses character-
istics similar to the Corporation’s portfolio.

2. Detect, evaluate, and manage risks to
the Insurance Fund to protect it from
losses.

Program effectiveness is measured by the
following:

o Evaluating how promptly emerging risks
are detected

» Determining the accuracy of the evalua-
tion of risk

» Appraising the extent of loss minimiza-
tion, if applicable

The Corporation assesses the need for any insur-
ance loss allowance quarterly. The financials of
all System institutions are proactively screened
to detect risk and identify institutions that may
require special examinations. In addition, the
Corporation continued the refining of a model
for dynamically evaluating the adequacy of the
current Insurance Fund under various scenarios.

3. Maintain the capability to manage
receiverships and/or conservatorships.

Receivership operations are considered effective if
the following standards are met.

o Ninety percent of initial claims processed
are completed within a specified period,
depending on the size and complexity of
the failed institution.

o The ratio of operating costs to total
assets is comparable with that of other
insurers.

o The ratio of asset recovery values to asset
values is comparable with that of other
insurers.

No receiverships or conservatorships existed in
the Farm Credit System in 2009.

Corporation personnel are trained periodically to
maintain readiness, ensuring proficiency in the
performance of receivership responsibilities.
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m Clifton
Gunderson LLP

Certified Public Accountants & Consultants

Independent Auditor’s Report

To the Board of Directors
Farm Credit System Insurance Corporation
McLean, Virginia

We have audited the accompanying statements of financial condition of the Farm Credit System
Insurance Corporation (the “Corporation”) as of December 31, 2009 and 2008, and related
statements of income and expenses and changes in insurance fund, and statements of cash
flows for the years then ended. These financial statements are the responsibility of the
Corporation’s management. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the
United States of America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. We believe
that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of the Corporation as of December 31, 2009 and 2008, and the results of
its operations and cash flows, for the years then ended in conformity with accounting principles
generally accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued our report dated
March 26, 2010 on our consideration of the Corporation’s internal control over financial reporting
and on our tests of its compliance with certain provisions of laws, regulations, contracts and
grant agreements and other matters. The purpose of that report is to describe the scope of our
testing of internal control over financial reporting and compliance and the results of that testing,
and not to provide an opinion on the internal control over financial reporting or on compliance.
That report is an integral part of an audit performed in accordance with Government Auditing
Standards and should be considered in assessing the results of our audit.

11710 Beltsville Drive
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Calverton, Maryland 20705-3106
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To the Board of Directors
Farm Credit System Insurance Corporation
Page 2

Our audits were conducted for the purpose of forming an opinion on the basic financial
statements taken as a whole. The accompanying schedul<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>