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DEFINING DIFFERENT:
BUILDING ON A LEGACY OF SERVICE

Rural communities across the United States and Puerto Rico
depend on Farm Credit for lending and financial services to
help feed, clothe and fuel the world. At AgFirst, our priority
is making sure the Associations we serve have the tools they
need to best serve those rural customers.

The work AgFirst does every day helps the farmers,
agribusiness owners and land or home owners have a
positive customer journey with their Association. In short,
AgFirst provides Associations with reliable access to capital
as well as high quality technology and back-office services
and support. Additionally, a commitment to customer
service ensures our business stays strong and steady.

In 2016, AgFirst celebrated the Farm Credit System'’s past
100 years and set the stage to build a promising future that
ultimately will provide an even better customer experience
for the hard-working men and women in our rural
communities. We will achieve this, in part, by simplifying
operations and promoting consistency among Associations.

As we move into the next 100 years, we will continue to
build our legacy on a philosophy that has served us well:
putting our Associations first so they can take care of the
rural customers that drive this country forward.

Financials

A primary way we demonstrate our commitment to our
Associations and rural America is by maintaining a sound
financial position.

AgFirst experienced another strong earnings year in 2016.
Continued low interest rates had a very positive impact on
earnings, which allowed us to declare patronage refunds
of more than $239 million to our Associations in 2016. This
reduced their net cost of funds, technology and services
provided by AgFirst to only 98 basis points.

Loan volume continued to grow while credit quality
remained solid in 2016, reflective of continued favorable
economic conditions in our service territory.

We anticipate AgFirst’s profitability will gradually return to a
lower, more sustainable level over the next several years due
to an increase in costs of funds relative to yields on assets.
Low prices in certain commodity segments may challenge
the credit quality of impacted borrowers. Nonetheless,
earnings are expected to remain well above amounts
needed to meet patronage expectations.

AgFirst is well capitalized, which will enable us to continue
to deliver highly competitive funding, products and
services that empower our Associations to support rural
communities and American agriculture.



Culture of Cooperation

Associations rely on AgFirst to consistently go above and
beyond in providing them with a comprehensive range of
desirable products and services to help better serve rural
customers more efficiently and effectively.

A big part of what makes AgFirst a unique service provider
is our high level of commitment to collaboration. In 2016,
AgFirst signed a services contract with Yankee Farm Credit.
Part of what attracted the Association was the culture of
cohesion and cooperation their leaders found within

our District.

We work hand-in-hand with Associations to develop
solutions that position Associations to be competitive and
successful in their communities. Working together ensures
that AgFirst is closely aligned with their needs.

AgFirst has worked for decades to perfect our method of
providing products and services Associations need and
want in a collaborative manner, adapting to changes in
technology, banking, agriculture and business climate along
the way.

As we move forward, we will continue to partner with
Associations on solutions that promote efficiency and offer
them the greatest value. We will continue to streamline
major operating systems and strive for a greater level of
consistency among Associations to help them run faster
and smoother.

Commitment to Value

AgFirst is also committed to offering Associations a high
level of value. As a funding bank, we have the financial
capacity to make significant investments in technology.
We strive to maintain competitive technology solutions to
ensure Associations are competitive in their marketplace.

Modern solutions also allow us to maintain a secure and
reliable technology and services platform. Our security
team continually monitors the security environment to
identify and respond to potential threats, taking measures
to minimize risk. We also work diligently to keep our systems
available and reliable.

AgFirst's expansive array of technology and services exceeds
what would normally be expected of a technology provider
or lender. Our strategy is to leverage resources to the fullest
extent possible to achieve economies of scale, which allows
all Associations, regardless of size, to achieve efficiency

that would typically be out of their reach individually. This
enables Associations of any size to compete as much

larger institutions.

AgFirst puts an emphasis on providing this value to our
Associations and will continue to look for opportunities to
achieve efficiency as we move forward.

Building on our Core Values

AgFirst was built on a dedication to excellence that is
embodied in our culture. As we look to the next 100 years,
we will bring with us that same dedication to continuously
improve our offerings.

We will not forget the guiding principles that have brought
us to this moment as we build on our legacy of service to
rural America.

The high level of collaboration with our Associations and our
focus on value will drive us forward through the changes
that lie ahead.
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AgFirst is a member of the Farm Credit System, the largest agricultural lending organization in the United States.
As one of the four Banks in the Farm Credit System, we provide funding and services to 19 affiliated Agricultural
Credit Associations in 15 eastern states and Puerto Rico. Our Associations, in turn, provide financing to
more than 90,000 farmers, ranchers, rural homeowners and agribusinesses.
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Report of Management

The accompanying Financial Statements and related financial
information appearing throughout this Annual Report have been
prepared by management of AgFirst Farm Credit Bank (Bank) in
accordance with generally accepted accounting principles appropriate
in the circumstances. Amounts which must be based on estimates
represent the best estimates and judgments of management.
Management is responsible for the integrity, objectivity, consistency,
and fair presentation of the Financial Statements and financial

information contained in this report.

Management maintains and depends upon an internal accounting
control system designed to provide reasonable assurance that
transactions are properly authorized and recorded, that the financial
records are reliable as the basis for the preparation of all Financial
Statements, and that the assets of the Bank are safeguarded. The design
and implementation of all systems of internal control are based on
judgments required to evaluate the costs of controls in relation to the
expected benefits and to determine the appropriate balance between
these costs and benefits. The Bank maintains an internal audit program
to monitor compliance with the systems of internal accounting control.
Audits of the accounting records, accounting systems and internal
controls are performed and internal audit reports, including appropriate
recommendations for improvement, are submitted to the Audit
Committee of the Board of Directors and to the Chief Executive
Officer.

AgFirst has a Code of Ethics for its Chief Executive Officer, Senior
Financial Officers, and other Senior Officers who are involved with
preparation and distribution of financial statements and maintenance of
the records supporting the financial statements. A copy of the AgFirst
Code of Ethics may be viewed on the Bank's website at

www.agfirst.com.

The Financial Statements have been audited by independent certified
public accountants, whose report appears elsewhere in this Annual
Report. The Bank is also subject to examination by the Farm Credit

Administration.

The Financial Statements, in the opinion of management, fairly present
the financial condition of the Bank. The undersigned certify that we
have reviewed the 2016 Annual Report of AgFirst Farm Credit Bank,
that the report has been prepared under the oversight of the Audit
Committee of the Board of Directors and in accordance with all
applicable statutory or regulatory requirements, and that the
information contained herein is true, accurate, and complete to the best

of our knowledge and belief.
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Report on Internal Control Over Financial Reporting

The Bank’s principal executives and principal financial officers, or
persons performing similar functions, are responsible for establishing
and maintaining adequate internal control over financial reporting for
the Bank’s Financial Statements. For purposes of this report, “internal
control over financial reporting” is defined as a process designed by or
under the supervision of the Bank’s principal executives and principal
financial officers, or persons performing similar functions, and effected
by its Board of Directors, management and other personnel. This
process provides reasonable assurance regarding the reliability of
financial reporting information and the preparation of the Financial
Statements for external purposes in accordance with accounting

principles generally accepted in the United States of America.

Internal control over financial reporting includes those policies and
procedures that: (1) pertain to the maintenance of records that in
reasonable detail accurately and fairly reflect the transactions and
dispositions of the assets of the Bank, (2) provide reasonable assurance
that transactions are recorded as necessary to permit preparation of
financial information in accordance with accounting principles
generally accepted in the United States of America, and that receipts
and expenditures are being made only in accordance with
authorizations of management and directors of the Bank, and

(3) provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use or disposition of the Bank’s

assets that could have a material effect on its Financial Statements.

2016 AgFirst Farm Credit Bank Annual Report

The Bank’s management has completed an assessment of the
effectiveness of internal control over financial reporting as of
December 31, 2016. In making the assessment, management used the
framework in Internal Control — Integrated Framework (2013),
promulgated by the Committee of Sponsoring Organizations of the

Treadway Commission, commonly referred to as the “COSO” criteria.

Based on the assessment performed, the Bank’s management concluded
that as of December 31, 2016, the internal control over financial
reporting was effective based upon the COSO criteria. Additionally,
based on this assessment, the Bank’s management determined that
there were no material weaknesses in the internal control over financial

reporting as of December 31, 2016.
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Five-Year Summary of Selected Financial Data

(dollars in thousands)

As of or for the year ended December 31,

Balance Sheet Data

Cash and cash equivalents

Investment securities

Loans

Allowance for loan losses
Net loans

Other property owned
Other assets

Total assets

Obligations with maturities of one year or less
Obligations with maturities of greater than one year

Total liabilities

Perpetual preferred stock
Capital stock and participation certificates
Additional paid-in-capital
Retained earnings
Allocated
Unallocated

Accumulated other comprehensive income (loss)

Total shareholders' equity
Total liabilities and shareholders' equity

Statement of Income Data

Net interest income

Provision for (reversal of) loan losses
Noninterest income (expense), net

Net income

Key Financial Ratios
Rate of return on average:
Total assets
Total shareholders' equity
Net interest income as a percentage of
average earning assets
Net (chargeoffs) recoveries to average loans
Total shareholders' equity to total assets
Debt to shareholders' equity (:1)
Allowance for loan losses to loans
Permanent capital ratio
Total surplus ratio
Core surplus ratio
Collateral ratio

Net Income Distribution
Cash patronage declared
Perpetual preferred stock dividend

Stock dividend patronage declared

2016 2015 2014 2013 2012
$ 811,748 $ 672,622 $ 847350 $ 1,183,755 S 873,165
8,032,195 7,511,810 7,413,939 7,152,788 7,484,411
22,914,682 22,140,758 20,893,619 20,200,449 20,208,689
(14,783) (15,113) (15,535) (22,908) (44,539)
22,899,899 22,125,645 20,878,084 20,177,541 20,164,150
3,346 13,411 2,808 9,621 19,477
310,409 297,112 340,764 297,035 326,171
32,057.597 $ 30,620,600 $ 29482945 $ 28.820.740 $ 28.867.374

12,740,594 $ 10,202,141 $ 10,977,525 $ 9,516,897 $ 10,904,749
17,091,755 18,163,438 16,298,013 17,157,096 15,664,395
29,832,349 28,365,579 27,275,538 26,673,993 26,569,144
49,250 115,000 125,250 125,250 275,250
301,905 307,483 303,180 308,972 332,705
58,883 39,988 36,580 36,580 36,580

559 656 692 726 795
1,817,004 1,731,972 1,639,757 1,577,676 1,481,432
(2,353) 59,922 101,948 97,543 171,468
2,225,248 2,255,021 2,207,407 2,146,747 2,298,230

$ 32.057.597 $ 30,620,600 $ 29,482,945 $ 28.820,740 $ 28.867.374
$ 465004 $ 454061 $ 484,192 $ 538,058 $ 605,502
(5,283) (3,157) (8,451) (10,589) 14,946
(128,324) (120,410) (112,294) (91,311) (121,946)

$ 341,963 $ 336,808 $ 380349 $ 457336 $ 468,610
1.08% 1.14% 1.34% 1.61% 1.63%
14.45% 14.36% 16.49% 19.45% 20.06%
1.53% 1.59% 1.76% 1.96% 2.19%

0.02% 0.01% 0.01% (0.06)% 0.01%

6.94% 7.36% 7.49% 7.45% 7.96%

13.41 12.58 12.36 12.43 11.56

0.06% 0.07% 0.07% 0.11% 0.22%
21.31% 20.71% 21.83% 22.85% 23.58%
21.21% 20.64% 21.80% 22.81% 23.55%
19.13% 18.48% 19.38% 19.98% 20.04%
106.69% 106.93% 106.79% 106.83% 107.03%

$ 252,659 $ 241,079 $ 315218 $ 353,813 $ 187,165
1,548 1,743 1,729 6,347 17,978

2,633 1,771 1,324 932 683
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Management’s Discussion & Analysis of
Financial Condition & Results of Operations

AgFirst Farm Credit Bank (the Bank or AgFirst) is one of the banks of
the Farm Credit System (the System), a federally chartered network of
borrower-owned lending institutions comprised of cooperatives and
related service organizations. Cooperatives are organizations that are
owned and controlled by their members who use the cooperatives’
products or services. The U.S. Congress authorized the creation of the
first System institutions in 1916. The System was created to provide
support for the agricultural sector because of its significance to the well-
being of the U.S. economy and the U.S. consumer. The mission of the
System is to support rural communities and agriculture with reliable,
consistent credit and financial services. The System does this by making
appropriately structured loans to qualified individuals and businesses at
competitive rates and providing financial services and advice to those
persons and businesses. Consistent with the mission of supporting rural
America, the System also makes rural residential real estate loans,
finances rural communication, power and water infrastructures and
makes loans to support agricultural exports and to finance other eligible
entities.

The nation is currently served by three Farm Credit Banks (FCBs) and
one Agricultural Credit Bank (ACB), each of which has specific lending
authorities within its chartered territory. The ACB also has certain
additional specific nationwide lending authorities. AgFirst is chartered
to serve the states of Pennsylvania, Delaware, Maryland, Virginia, West
Virginia, North Carolina, South Carolina, Georgia, Florida, Alabama,
Mississippi, the Commonwealth of Puerto Rico and portions of the states
of Ohio, Tennessee, Kentucky and Louisiana.

Each FCB and the ACB serves one or more of either Production Credit
Associations (PCAs) that originate and service short- and intermediate-
term loans, Federal Land Credit Associations (FLCAs) that originate
and service long-term real estate mortgage loans, and/or Agricultural
Credit Associations (ACAs) that originate both long-term and short-
term and intermediate-term loans. PCAs, FLCAs and ACAs are
collectively referred to as associations. AgFirst and its related
associations (Associations or District Associations) are collectively
referred to as the AgFirst District (District). The Associations are
structured as cooperatives in which each Association is owned by its
borrowers. AgFirst also operates as a cooperative. The District
Associations, certain Other Financing Institutions (OFIs), other System
institutions, and preferred stockholders jointly own AgFirst. As of
December 31, 2016, the District consisted of the Bank and nineteen
District Associations. All nineteen were structured as ACA holding
companies, with FLCA and PCA subsidiaries. The Bank and District
Associations are regulated by the Farm Credit Administration (FCA).

The following commentary reviews the Financial Statements of
condition and results of operations of AgFirst as of and for the years
ended December 31, 2016, 2015, and 2014. This information should be
read in conjunction with the accompanying Financial Statements, the
Notes to the Financial Statements and other sections of this Annual
Report. The Financial Statements were prepared under the oversight of
the Audit Committee of the Bank’s Board of Directors. For a list of the
Audit Committee members, refer to the “Report of the Audit
Committee” included in this Annual Report. See Note 1, Organization
and Operations, in the Notes to the Financial Statements for a
discussion of the operations of AgFirst.

FORWARD-LOOKING INFORMATION

Certain sections of this Annual Report contain forward-looking
statements concerning financial information and statements about
future economic performance and events, plans and objectives and
assumptions underlying these projections and statements. These

2016 AgFirst Farm Credit Bank Annual Report

projections and statements are not based on historical facts but instead
represent the Bank’s current assumptions and expectations regarding
the Bank’s business, the economy and other future conditions.
However, actual results and developments may differ materially from
the Bank’s expectations and predictions due to a number of risks and
uncertainties, many of which are beyond the Bank’s control. Forward-
looking statements can be identified by words such as “anticipates,”
“believes,” “could,” “estimates,” “may,” “should,” “will,” or other
variations of these terms that are intended to reference future periods.

These statements are not guarantees of future performance and involve
certain risks and uncertainties and actual results may differ from those
in the forward-looking statements as a result of various factors. These
risks and uncertainties include, but are not limited to:

. political (including trade policies), legal, regulatory, financial
markets, and economic conditions and developments in the
United States and abroad;

. economic fluctuations in the agricultural, rural infrastructure,
international, and farm-related business sectors, as well as in
the general economy;

. weather-related, disease, and other adverse climatic or
biological conditions that periodically occur that impact
agricultural productivity and income of District borrowers;

e  changes in United States (U.S.) government support of the
agricultural industry and the System as a government-
sponsored enterprise (GSE), as well as investor and rating
agency reactions to events involving the U.S. government,
other GSEs and other financial institutions;

. actions taken by the Federal Reserve System in implementing
monetary and fiscal policy, as well as other policies and
actions of the federal government that impact the financial
services industry and the debt markets;

. credit, interest rate and liquidity risk inherent in lending
activities; and

e  changes in the Bank’s assumptions for determining the
allowance for loan losses, other than temporary impairment
and fair value measurements.

AGRICULTURAL OUTLOOK

The following United States Department of Agriculture (USDA)
analysis provides a general understanding of the U.S. agricultural
economic outlook. However, this outlook does not take into account all
aspects of AgFirst’s business. References to USDA information in this
section refer to the U.S. agricultural market data and are not limited to
information/data in the AgFirst District.

The February 2017 USDA forecast estimates 2016 farmers’ net cash
income, which is a measure of the cash income after payment of
business expenses, at $91.9 billion, down $12.8 billion from 2015 and
down $11.3 billion from its 10-year average of $103.2 billion. The
decline in net cash income in 2016 was primarily due to decreases in
livestock receipts of $21.7 billion and cash farm-related income of $3.7
billion, partially offset by a decrease in cash expenses of $8.3 billion.



The February 2017 USDA forecast for the farm economy, as a whole,
forecasts 2017 farmers’ net cash income to increase to $93.5 billion, a
$1.6 billion increase from 2016, but $9.7 billion below the 10-year
average. The forecasted increase in farmers’ net cash income for 2017
is primarily due to an expected increase in cash farm-related income of
$3.7 billion, partially offset by a decrease in crop receipts of $1.0
billion and an increase in cash expenses of $700 million.

The following table sets forth the commodity prices per bushel for
certain crops, by hundredweight for hogs, milk, and beef cattle, and by
pound for broilers and turkeys from December 31, 2013 to

December 31, 2016:

Commodity 12/31/16 12/31/15 12/31/14 12/31/13

Hogs $43.10 $42.80 $64.30 $61.50
Milk $18.80 $17.30 $20.40 $22.00
Broilers $0.48 $0.47 $0.58 $0.56
Turkeys $0.74 $0.89 $0.73 $0.69
Corn $3.33 $3.65 $3.79 $4.41
Soybeans $9.64 $8.76 $10.30 $13.00
Wheat $3.91 $4.75 $6.14 $6.73
Beef Cattle $111.00 $122.00 $164.00 $130.00

The USDA’s income outlook varies depending on farm size and
commodity specialties. The USDA classifies all farms into four
primary categories: small family farms (gross cash farm income (GCFI)
less than $350 thousand), midsize family farms (GCFI between $350
thousand and under $1 million), large-scale family farms (GCFI of $1
million or more), and nonfamily farms (principal operator or
individuals related to the operator do not own a majority of the
business). Approximately 99 percent of U.S. farms are family farms
and the remaining 1 percent are nonfamily farms. The family farms
produce 89 percent of the value of agricultural output and the
nonfamily farms produce the remaining 11 percent of agricultural
output. The small family farms represent about 90 percent of all U.S.
farms, hold 57 percent of farm assets and account for 24 percent of the
value of production. Approximately 65 percent of production occurs on
9 percent of family farms classified as midsize or large-scale.

According to the USDA February 2017 forecast, farm sector equity
(assets minus debt) is expected to decline 2.1 percent in 2017 to $2.44
trillion, the third consecutive year of declining equity after a record
$2.60 trillion in 2014. Farm sector debt is expected to rise 5.2 percent
to $395 billion in 2017, while a 1.1 percent decline is anticipated in the
market value of farm sector assets to $2.84 trillion. Farm real estate
accounts for about 84 percent of farm sector assets and the 2017
forecast anticipates a slight decline in real estate values. This reflects
falling farm profit margins, increased interest rates, and more restrictive
debt terms.

Two measures of the financial health of the agricultural sector used by
the USDA are the farm sector’s debt-to-asset and debt-to-equity ratios.
As a result of the decline in farm assets and continued increase in farm
debt, these ratios are forecast to rise in 2017 to 13.9 percent and 16.2
percent from 13.1 percent and 15.1 percent in 2016. The debt-to-asset
ratio has increased for the fifth straight year but is still well below the
all-time highs of over 20 percent in the 1980s.

As estimated by the USDA in February 2017, the System’s market
share of farm business debt (defined as debt incurred by those involved
in on-farm agricultural production) increased to 40.6 percent at
December 31, 2015 (the latest available data), as compared with 39.6
percent at December 31, 2014.

In general, agriculture, during the past several years, experienced
favorable economic conditions driven by high commodity and livestock
prices and increased farmland values during this period. To date,
AgFirst’s financial results have remained favorable as a result of these
favorable agricultural conditions. Production agriculture; however,
remains a cyclical business that is heavily influenced by commodity
prices and various other factors. In an environment of less favorable
economic conditions in agriculture, including extensive and extended
drought conditions, and without sufficient government support programs,
including USDA-sponsored crop insurance programs, AgFirst’s financial
performance and credit quality measures would likely be negatively

impacted. Conditions in the general economy remain more volatile
given the state of the global economy. Certain agriculture sectors, as
described more fully in this Management’s Discussion and Analysis,
recently have experienced significant financial stress and could
experience additional financial stress in the near future, which could
have a negative financial impact on AgFirst. Any negative impact from
these less favorable conditions should be lessened by geographic and
commodity diversification and the influence of off-farm income sources
supporting agricultural-related debt. However, agricultural borrowers
who are more reliant on off-farm income sources may be more adversely
impacted by a weakened general economy.

CRITICAL ACCOUNTING POLICIES

The Bank’s financial statements are reported in conformity with
accounting principles generally accepted in the United States of
America. Consideration of AgFirst’s significant accounting policies is
critical to the understanding of the Bank’s results of operations and
financial position because some accounting policies require complex or
subjective judgments and estimates that may affect the reported amount
of certain assets or liabilities as well as the recognition of certain
income and expense items. In many instances, management has to
make judgments about matters that are inherently uncertain. For a
complete discussion of the Bank’s significant accounting policies, see
Note 2, Summary of Significant Accounting Policies, in the Notes to the
Financial Statements. The following is a summary of the Bank’s most
critical accounting policies:

o Allowance for loan losses — The allowance for loan losses is
management’s best estimate of the amount of probable losses
existing in and inherent in the Bank’s loan portfolio as of the report
date. The allowance for loan losses is increased through provisions
for loan losses and loan recoveries and is decreased through loan
charge-offs and allowance reversals.

Significant individual loans are evaluated based on the borrower’s
overall financial condition, resources, and payment record, the
prospects for support from any financially responsible guarantor,
and, if appropriate, the estimated net realizable value of any
collateral. The allowance for loan losses attributable to these loans
is established by a process that estimates the probable loss inherent
in the loans, taking into account various historical and current
factors, internal risk ratings, regulatory oversight, and geographic,
industry, and other factors.

In addition to the allowance for loan losses attributable to specific
loans, the Bank may also establish a general allowance for loan
losses based on management’s assessment of risk inherent in the
loans in the Bank’s portfolio that were not specifically evaluated. In
establishing general reserves, factors affecting certain commodity
types or industries may be taken into consideration, as well as other
factors previously discussed. Certain loan pools purchased from
various Associations are analyzed in accordance with the selling
Associations’ allowance methodologies for assigning general and
specific allowances. Allowances are established on these pools
based on that analysis after Bank management’s determination that
the methodologies employed are appropriate.

Assessing the appropriateness of the allowance for loan losses is a
dynamic process. Changes in the factors considered by management
in the evaluation of losses in the loan portfolios could result in a
change in the level of the allowance for loan losses and have a
direct impact on the provision for loan losses and the results of
operations.

The overall adequacy of the allowance for loan losses is validated
further through periodic evaluations of the loan portfolio, which
generally consider historical charge-off experiences adjusted for
relevant factors. These factors include types of loans, credit
quality, specific industry conditions, collateral value, general
economic and political conditions, and changes in the character,
composition, and performance of the portfolio, among other factors.
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Managements Discussion & Analysis of Financial Condition & Results of Operations (continued)

o Valuation methodologies — Management applies various valuation
methodologies to assets and liabilities that often involve a
significant degree of judgment, particularly when active markets do
not exist for the particular items being valued. Quoted market prices
are referred to when estimating fair values for certain assets for
which an observable active market exists. Management utilizes
third party valuation services to obtain fair value prices for the
majority of the Bank’s investment securities. Management also
utilizes significant estimates and assumptions to value items for
which an observable active market does not exist. Examples of
these items include: impaired loans, other property owned, pension
and other postretirement benefit obligations, certain derivatives,
certain investment securities and other financial instruments. These
valuations require the use of various assumptions, including, among
others, discount rates, rates of return on assets, repayment rates,
cash flows, default rates, costs of servicing, and liquidation values.
The use of different assumptions could produce significantly
different asset or liability values, which could have material
positive or negative effects on the Bank’s results of operations.

Pensions — The Bank and its related Associations participate in
defined benefit retirement plans. These plans are noncontributory
and benefits are based on salary and years of service. The Bank and
its related Associations also participate in defined contribution
retirement savings plans. Pension expense for all plans is recorded
as part of salaries and employee benefits. Pension expense for the
defined benefit retirement plans is determined by actuarial
valuations based on certain assumptions, including the expected
long-term rate of return on plan assets and a discount rate. The
expected return on plan assets for the year is calculated based on
the composition of assets at the beginning of the year and the
expected long-term rate of return on that portfolio of assets. The
discount rate is used to determine the present value of future benefit
obligations. The discount rate for 2016 was selected by reference
to analysis and yield curves developed by the plans’ actuary and
industry norms. The yield curve selected follows the accounting
guidance that the basis for discount rates should be higher-quality
zero-coupon bonds with durations that match the expected cash
flows of the plans that underlie the obligation.

LOAN PORTFOLIO

AgFirst’s loan portfolio consists primarily of direct loans to District Associations (Direct Notes), loan participations/syndications purchased, Correspondent
Lending loans (primarily first lien rural residential mortgages), and loans to OFIs as shown below at December 31:

AgFirst Loan Portfolio

(dollars in thousands) 2016 2015 2014

Direct Notes $ 15,480,715 67.56% 14,890,580 67.25% $ 14,280,193 68.35%

Participations/Syndications Purchased, net 4,442,524 19.39 4,457,397 20.13 4,015,056 19.21

Correspondent Lending 2,868,870 12.52 2,684,761 12.13 2,502,858 11.98

Loans to OFIs 122,573 0.53 108,020 0.49 95,512 0.46
Total $ 22,914,682 100.00% 22,140,758 100.00% $ 20,893,619 100.00%

The diversification of AgFirst’s loan volume by type for each of the past three years at December 31 is shown below:

(dollars in thousands) 2016 2015 2014
Direct Notes $ 15480715 67.56 % $ 14,890,580 67.25% $ 14,280,193 68.35%
Rural Residential Real Estate 2,754,273 12.02 2,593,981 11.72 2,424,793 11.60
Production and Intermediate-Term 1,247,467 5.44 1,158,432 5.23 977,834 4.68
Real Estate Mortgage 1,056,241 461 1,188,460 537 1,222,601 585
Processing and Marketing 848,750 3.70 1,015,066 4.59 848,239 4.06
Power and Water/Waste Disposal 543,052 237 468,152 2.11 433,738 2.07
Loans to Cooperatives 480,944 2.10 217,610 0.98 187,250 0.90
Communication 239,580 1.05 238,681 1.08 184,529 0.88
Loans to OFIs 122,573 0.53 108,020 0.49 95,512 046
Farm-Related Business 68,903 0.30 185,707 0.84 168,827 0.81
International 54,837 024 66,205 0.30 59,705 029
Other (including Mission Related) 17,347 0.08 9,864 0.04 10,398 0.05
Total $ 22,914,682 100.00 % $ 22,140,758 100.00 % $ 20,893,619 100.00 %
Total loans outstanding were $22.915 billion at December 31, 2016, an Doubtful — Assets exhibit similar weaknesses to substandard assets.
increase of $773.9 million, or 3.50 percent, compared to total loans However, doubtful assets have additional weaknesses in existing
outstanding at December 31, 2015. Loans outstanding at the end of facts, conditions and values that make collection in full highly
2015 had increased $1.247 billion, or 5.97 percent, compared to questionable.
December 31, 2014. Loss — Assets are considered uncollectible.
Bank loan demand in 2016 and 2015 increased due to economic The following table presents selected statistics related to the credit
conditions positively impacting borrowers in economically sensitive quality of AgFirst loans including accrued interest at December 31:
segments such as forestry and borrowers dependent on non-farm
income. Also, loan demand benefitted from capacity expansion in the AgFirst Total Loans Credit Quality 2016 2015 2014
poultry and swine sectors. Future Bank loan demand is difficult to Acceptable 98.89% 98.40% 95.16%
predict; however, moderate growth is expected in 2017. OAEM 0.67 1.09 440
Adverse* 0.44 0.51 0.44
Each loan in the Bank’s portfolio is classified according to a Uniform Total 100.00% 100.00% 100.00%
ClaSSiﬁcatiO.n Sys_tem’ Whi,c_h is used by all System institutions. Below * Adverse loans include substandard, doubtful, and loss loans.
are the classification definitions.
) The changes in credit quality reflected in the table above were
* Acceptable - Assets are e).(pected to be fully collectible and primarily due to changes in credit quality of the Direct Notes which is
represent the highest quality. discussed in the Direct Notes section below. Improved housing starts
o Other Assets Especially Mentioned (OAEM) — Assets are currently continue to positively impact certain housing-related segments such as
collectible but exhibit some potential weakness. forestry and nursery/greenhouse. District real estate values are stable.

o Substandard — Assets exhibit some serious weakness in repayment
capacity, equity, and/or collateral pledged on the loan.
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The credit conditions discussed above directly affect the credit quality
of the Bank’s participation/syndication loan portfolio. They also affect
the credit quality of loan portfolios and earnings performance of the
individual District Associations, which impacts the quality of the
Bank’s Direct Notes. District credit quality is expected to slightly
deteriorate in 2017 given the effect of low prices to borrowers in
certain commodity segments.

Direct Notes

AgFirst’s primary business is to provide funding, operational support,
and technology services to District Associations. AgFirst provides a
revolving line of credit, referred to as a Direct Note, to each of the
District Associations. Each of the Associations funds its earning assets
primarily by borrowing under its Direct Note. Lending terms are
specified in a separate General Financing Agreement (GFA) between
AgFirst and each Association. Each GFA contains minimum
borrowing base margin, capital, and earnings requirements that must be
maintained by the Association. Refer to Note 1, Organization and
Operations, in the Notes to the Financial Statements for further
discussion.

At December 31, 2016, total Direct Note volume outstanding was
$15.481 billion, an increase of $590.1 million, or 3.96 percent,
compared to December 31, 2015. Direct Note volume of $14.891
billion at December 31, 2015, increased $610.4 million, or 4.27
percent, compared to December 31, 2014. From time to time, the Bank
sells participation interests in certain of its Direct Notes to other System
banks. See the Loan Portfolio section above for the primary reasons
for the improved Direct Note volume.

AgFirst provides each Association with core operating systems and
support, including a loan origination system, loan accounting and
servicing systems, general ledger and related financial accounting
systems, and a human resources/payroll system. With AgFirst
providing such systems and other services, the Associations are able to
achieve operating efficiencies ordinarily afforded to much larger
organizations. In addition, having common systems supported by
AgFirst provides an opportunity to automate the AgFirst/Association
lending process. One of the most significant advantages of this is a
match-funding mechanism that automatically creates Direct Note
advances that match the repricing and maturity characteristics of each
underlying Association loan. The Association’s interest rate risk and
operational risks are significantly reduced by employing these systems.

Ultimately, the Associations’ ability to repay their Direct Note
obligations is significantly dependent upon the repayment of loans
made to their borrowers. Accordingly, AgFirst’s direct and indirect
credit exposure depends upon the creditworthiness of both the
Associations that are direct borrowers and the underlying borrowers of
the Associations whose loans, as well as the other assets of the
Associations, secure their Direct Notes.

AgFirst continually monitors the risk-bearing capacity of each
Association through a variety of mechanisms, including testing of the
reliability of the Association’s risk ratings assigned to each of their
loans, periodic meetings with the Association’s management and board,
regular formalized risk assessments, and prior-approval of loan
transactions that exceed the Association’s delegated lending authority
as determined by AgFirst.

All Associations are subject to an annual audit by independent certified
public accountants and periodic examination by the FCA. Each
Association is required by regulatory mandate to perform continuous
internal credit, appraisal, and audit reviews. Litigation in which
Associations are involved is typically loan related and poses no
material threat to their viability.

The following table presents selected statistics related to the credit
quality of the Direct Note portfolio including accrued interest at
December 31:

Direct Note Credit Quality

2016 2015 2014
% # % # % #
Total Total Total Total Total Total
Acceptable 100.00% 19 99.22% 18 94.71% 17
OAEM = = 0.78 1 529 2
Adverse* - - - - - -
Total 100.00% 19 100.00% 19 100.00% 19

* Adverse loans include substandard, doubtful, and loss loans.

As reflected in the table above, since December 31, 2014, the
classification of the Direct Notes for two District Associations
improved from OAEM to Acceptable due to sustained satisfactory
financial and operational performance at those Associations.

Presently, collection of the full Direct Note amount due is expected
from all Associations in accordance with the contractual terms of the
debt arrangements, and no allowance has been recorded for Direct
Notes. All assets of the various Associations are pledged as collateral
for their respective Direct Notes. In the opinion of management, all
Association Direct Notes are adequately collateralized. The risk funds
of an Association, including both capital and the allowance for loan
losses, also protect the interest of the Bank should a Direct Note
default.

At December 31, 2016, all District Associations were operating under
normal FCA supervision. At December 31, 2016, one Association,
which had total assets of $170.2 million, was operating under a special
credit agreement pursuant to its GFA as a result of events of default
under the GFA. The GFA events of default are not expected to have a
significant adverse impact on the Bank’s or District’s financial
condition or results of operations.

Associations employ a number of risk management techniques to limit
credit exposures. Each Association has adopted underwriting
standards, individual borrower exposure limits, commodity exposure
limits, and other risk management techniques. AgFirst and the
Associations actively purchase and sell loan participations to enhance
the diversification of their portfolios. Some Associations utilize
guarantees from U.S. government agencies/departments, including the
Farm Service Agency, the Small Business Administration, and the
Federal Agricultural Mortgage Corporation (Farmer Mac), to further
limit credit exposures. At December 31, 2016, Associations
collectively had $1.641 billion (8.18 percent of the total Association
loan portfolio) under such government or GSE guarantees, compared to
$1.668 billion (8.81 percent) and $1.666 billion (9.35 percent), at
December 31, 2015 and 2014, respectively.

At year-end, the combined Associations’ loans including accrued
interest were classified as follows:

District Associations Credit Quality 2016 2015 2014
Acceptable 94.43% 94.35% 93.61%
OAEM 3.16 2.99 3.07
Adverse* 241 2.66 3.32
Total 100.00% 100.00% 100.00%

* Adverse loans include substandard, doubtful, and loss loans.

Total Association loan delinquencies (loans 90 days or more past due)
were 0.50 percent of the combined Association total loan assets at year-
end 2016 compared to 0.42 percent and 0.59 percent at year-end 2015
and 2014, respectively.

Nonperforming assets for the combined Associations represented 1.77
percent of total loan assets or $359.0 million, compared to 1.89 percent
or $360.8 million for 2015, and 2.35 percent or $423.5 million for
2014. Nonperforming assets consist of nonaccrual loans, accruing
restructured loans, accruing loans 90 days or more past due and other
property owned.
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Associations recognized net loan charge-offs of $780 thousand for
2016, net loan recoveries of $1.0 million for 2015, and net loan charge-
offs $1.5 million for 2014. As a percentage of total average loans, net
charge-offs for the combined Associations were 0.00 percent for 2016
compared to net recoveries of 0.01 percent for 2015 and net charge-offs
of 0.01 percent in 2014. Each Association maintains an allowance for
loan losses determined by its management based upon its unique
circumstances.

The following table illustrates the risk bearing capacity of the
Associations at December 31, 2016:

Regulatory  Regulatory Regulatory

Permanent Core Total
Capital Surplus Surplus  Allowance/

Association Ratio Ratio Ratio Loans
AgCarolina 23.22% 19.00% 19.00% 1.11%
AgChoice 18.02 17.17 17.17 0.65
Ag Credit 20.49 17.52 19.05 0.75
AgGeorgia 25.56 20.96 25.10 0.87
AgSouth 20.55 16.11 20.01 0.87
ArborOne 19.42 16.46 19.10 1.94
Cape Fear 2223 21.93 21.93 0.90
Carolina 21.88 18.84 21.28 0.52
Central Florida 18.95 17.53 18.77 0.94
Central Kentucky 17.79 16.96 16.96 0.87
Colonial 2593 25.29 2529 047
First South 17.48 16.55 16.55 0.67
Florida 21.49 21.35 21.35 0.64
MidAtlantic 20.05 18.91 19.71 0.93
Northwest Florida 28.21 27.90 27.90 1.65
Puerto Rico 36.46 36.11 36.11 0.83
River Valley 19.38 17.37 18.61 1.20
Southwest Georgia 16.47 14.75 16.14 1.07
Virginias 20.75 20.08 20.08 0.81

The minimum regulatory capital ratios for System banks and
associations are 7.00 percent for the permanent capital ratio, 3.50
percent for the core surplus ratio, and 7.00 percent for the total surplus
ratio. See the Regulatory Ratios in the Capital section below for a
discussion of the calculation of the permanent capital, core surplus, and
total surplus ratios.

Affiliated Associations serve primarily all or a portion of fifteen states
and Puerto Rico. The District’s large footprint results in geographic
diversity, which is a natural credit risk-reducing factor for AgFirst.
The following table illustrates the geographic distribution of the
Associations’ loan volume outstanding by state for the past three years
at December 31:

District Associations
State 2016 2015 2014
North Carolina 16% 16% 17%
Virginia 11 11 11
Georgia 11 11 11
Pennsylvania 9 9 9
Ohio 9 9 9
Florida 8 8 8
Maryland 7 7 7
South Carolina 6 6 6
Alabama 4 4 4
Kentucky 4 4 4
Mississippi 2 2 2
Louisiana 2 2 2
Delaware 2 2 2
West Virginia 2 2 2
Tennessee 1 1 1
Texas 1 1 1
New York 1 1 1
Illinois 1 1 -
Puerto Rico 1 1 1
Connecticut 1 1 1
Other i 1 1
Total 100% 100% 100%
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Only three states have loan volume representing 10.00 percent or more
of the total at December 31, 2016. Commodity diversification,
guarantees, and borrowers with significant reliance on non-farm
income further mitigate the geographic concentration risk in these
states.

The diversity of commodity types mitigates credit risk to AgFirst. The
Associations’ credit portfolios are comprised of a number of segments
having varying, and in some cases complementary, agricultural
characteristics. Commodity and industry categories are based on the
Standard Industrial Classification system published by the federal
government. This system is used to assign commodity or industry
categories based on the largest agricultural commodity of the customer.

The following table illustrates the aggregate credit portfolio of the
Associations by major commodity segments based on borrower

eligibility at December 31:

District Associations

Percent of Portfolio

Commodity Group 2016 2015 2014
Forestry 14% 14% 14%
Poultry 13 13 13
Field Crops 11 11 11
Cattle 9 9 )
Grain 8 9 9
Corn 7 7 7
Dairy 6 5 6
Other Real Estate 5 6 6
Tree Fruits and Nuts 3 3 3
Cotton 3 3 3
Nursery/Greenhouse 3 3 3
Swine 3 3 3
Rural Home 3 3 3
Processing 2 2 2
Utilities 1 1 1
Other 9 8 7
Total 100% 100% 100%

As illustrated in the above chart, Associations had concentrations of
10.00 percent or greater in only three commodities: forestry, poultry,
and field crops. All three commodities have geographic dispersion over
the entire AgFirst footprint. Also, many of these borrowers have
significant secondary income from off-farm employment by a family
member.

Forestry is divided principally into hardwood and softwood production
and value-added processing. The timber from hardwood production is
further processed into furniture, flooring, and high-grade paper and is
generally located at the more northern latitudes and higher elevations of
the District. Softwood timber production is typically located in the
coastal plains of the AgFirst footprint and is used for building materials
for the housing market and pulp to make paper and hygiene products.
Timber producers at the Associations range in size from less than fifty
acres to thousands of acres, with value-added processing being
conducted at sawmills, planer mills, and paper mills.

Poultry concentrations within the Associations are further limited
through the number of farm units producing poultry. Poultry
concentration is further dispersed as production is segregated among
chicken, turkey, and egg production.

The field crops commodity group represents a diverse group of
commodities, including fruits, vegetables, and other non-grain crops,
which are grown throughout the AgFirst District.



The diversity of income sources supporting Association loan
repayments, including a prevalence of non-farm income among the
borrowers, further mitigates credit risk to AgFirst as demonstrated by
the following table as of December 31 of each year:

District Associations

Percent of Portfolio

Commodity Group 2016 2015 2014
Non-Farm Income 31% 31% 32%
Grains 15 15 15
Poultry 12 12 12
Timber 6 6 5
Dairy 6 5 6
Beef 4 4 4
Fruit & Vegetables 4 4 4
Cotton 3 3 3
Swine 3 3 3
Tobacco 2 3 2
Landlords 2 2 2
Farm-Related Business 2 2 2
Nursery 2 2 2
Other 8 8 8
Total 100% 100% 100%

As mentioned previously, loans exceeding an Association’s delegated
lending authority must be pre-approved by AgFirst. As a result, larger
agribusiness loans are typically analyzed by AgFirst’s commercial
lending staff as well as the Association’s own lending staff prior to an
Association committing to such loans.

Exposure to losses is reduced further through collateralization and other
credit enhancements, including federal government guarantees.
Typically, multiple loans to the same borrower are cross-collateralized
and cross-defaulted.

By law, all long-term loans must be secured by a first lien on real estate
with an initial loan to appraised value not exceeding 85.00 percent. As
of December 31, 2016, such loans represent over 60.74 percent of
District Association loans.

Participations/Syndications

AgFirst has a Capital Markets Unit that purchases and sells loan
participations and syndications. The Bank’s credit officers work with
the Associations to originate loans within the District’s territory,
provide commercial loan expertise to augment the Associations’ staff,
as needed, and provide an outlet for loans that exceed Associations’
various hold limits. Additionally, the Capital Markets Unit actively
pursues the purchase of participations and syndications originated
outside of the District’s territory by other System institutions,
commercial banks, and other lenders. These loans may be held as
earning assets of AgFirst or sub-participated to the Associations. The
Capital Markets Unit also sells participations outside of the District to
manage AgFirst’s and the District Associations’ loan concentrations
and hold positions.

AgFirst’s participation volume outstanding reflects flat demand in
2016. AgFirst’s participation volume increased by 11.02 percent for
2015 compared to 2014. The increases were due to growth from new
relationships and existing customers, both within the AgFirst District
and outside the District.

The following table shows total participations/syndications portfolio credit exposures at December 31, 2016, 2015, and 2014.

AgFirst Participations
(dollars in thousands) 2016 2015 2014
Participations Purchased $ 5,999,514 $ 5,906,564 5,135,183
Less: Participations Sold 1,556,990 1,449,167 1,120,127
Net Outstanding 4,442,524 4,457,397 4,015,056
Available Unused Commitments 2,912,526 2,941,012 2,796,829
Letters of Credit and Guarantees 69,922 67,755 74,906
Total Exposure $ 7,424,972 $ 7,466,164 6,886,791

Like the Associations, AgFirst employs a number of management techniques to limit credit risk, including underwriting standards, limits on the amounts of
loans purchased from a single originator, and maximum hold positions to a single borrower and commodity. Although the participations/syndications
portfolio is comprised of a small number of relatively large loans, it is diversified both geographically and on a commodity basis. Management makes
adjustments to credit policy and underwriting standards when appropriate as a part of the ongoing risk management process.
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The following table illustrates AgFirst’s participation/syndication portfolio by geographic distribution at December 31:

AgFirst Participations

(dollars in thousands) 2016 2015 2014

Georgia $ 653,460 15% $ 625,661 14 % $ 418,561 10%

Florida 471,773 11 483,445 11 500,161 12

North Carolina 391,469 9 292,439 7 288,577 7

Texas 303,893 7 293,074 7 270,499 7

Minnesota 182,022 4 135,737 3 98,272 3

California 176,711 4 140,039 3 154,162 4

Pennsylvania 164,449 4 150,579 3 138,995 3

Ohio 163,882 3 128,213 3 97,323 3

New York 152,046 3 168,164 4 156,925 4

Illinois 127,494 3 132284 3 85513 2

Louisiana 120,165 3 80,689 2 90,112 2

New Jersey 118,708 3 130,770 3 95,689 2

Washington 110,518 2 113,202 3 117,423 3

Colorado 102,476 2 139,227 3 141,369 4

Kentucky 95,248 2 97,973 2 97,279 2

Missouri 87,965 2 100,630 2 99,194 3

North Dakota 87,096 2 61,630 1 54,746 1

Connecticut 80,591 2 91,232 2 91,397 2

Massachusetts 77,556 2 49,331 1 51,149 1

Virginia 73,591 2 137,485 3 138,935 3

Arkansas 73,543 2 61,261 1 64,189 2

Oklahoma 71,409 1 75,208 2 5,871 -

Maryland 65909 1 41051 1 34239 1

South Carolina 51,901 1 108,510 2 99,256 3}

Nebraska 50,944 1 61,125 1 33,755 1

Mississippi 48,090 1 91,127 2 94,153 2

Oregon 46,353 1 74,815 2 77,668 2

Iowa 34,005 1 24,623 1 25,678 1

Puerto Rico 27,066 1 20,396 = 28,696 1

Tennessee 22,944 1 28,479 1 33,099 1

Other 209,247 4 318,998 7 332,171 8

S 4442524 100% S 4457397 100% $ 4015056 100%
The following participation/syndication table shows the various major The following table as of December 31 of each year segregates loans
commodity groups in the portfolio based on borrower eligibility and based upon repayment dependency by commodity:
their percentage of the outstanding portfolio volume at December 31:
Percent of Portfolio
Percent of Portfolio AgFirst Participations
AgFirst Participations Commodity Group 2016 2015 2014
Commodity Group 2016 2015 2014 Timber 18% 18% 16%
Forestry 21% 22% 19% Rural Utilities 16 15 16
Processing 16 16 14 Fruit & Vegetables 9 7 8
Utilities 16 15 16 Processing and Marketing 9 8 8
Tree Fruits and Nuts 5 6 7 Non-Farm Income 8 10 11
Field Crops 5 4 5 Grains 7 8 7
Swine 4 3 4 Swine 6 4 3
Nursery/Greenhouse 3 3 3 Dairy 4 4 4
Cattle 3 4 5 Beef 3 4 4
Dairy 2 2 2 Wine 3 2 3
Tobacco 2 2 1 Nursery 3 2) 3
Grain 2 2 3 Poultry 2 3 4
Corn 2 1 1 Farm-Related Business 2 4 4
Other Real Estate 1 2 2 Tobacco 2 2 2
Cotton 1 1 1 Citrus 1 1 2
Poultry 1 2 3 Turkey 1 2 3
Other 16 15 14 Other 6 6 2
Total 100% 100% 100% Total 100% 100% 100%
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The following table represents the participation/syndication credit
quality as of December 31:

Participation/Syndication

Credit Quality 2016 2015 2014
Acceptable 94.34% 94.70% 93.65%
OAEM 3.46 2.82 4.09
Adverse* 2.20 2.48 2.26

Total 100.00% 100.00% 100.00%

* Adverse loans include substandard, doubtful, and loss loans.

Favorable credit quality in the participations/syndications portfolio has
been sustained by improvement in general economic conditions.

Correspondent Lending

The Correspondent Lending portfolio (Correspondent Lending)
consists primarily of first lien residential mortgages. Volume of this

portfolio increased by 6.86 percent from year-end 2015 to 2016 and
7.27 percent from year-end 2014 to 2015.

Substantially all loans originated on or before July 31, 2013 in the
Correspondent Lending portfolio have guarantees from the Federal
National Mortgage Association (Fannie Mae) and/or Farmer Mac,
thereby limiting credit risk to AgFirst. The guarantees are in the form
of Long-Term Standby Commitments to Purchase, which give AgFirst
the right to deliver delinquent loans to the guarantor at par. The Fannie
Mae guarantee program in which AgFirst participated ended on

July 31, 2013. Subsequent to this date, new loans in this portfolio
purchased by the Bank are held without a Fannie Mae guarantee. At
December 31, 2016, $1.594 billion (55.56% of the total) of loans in the
Correspondent Lending portfolio were guaranteed and $1.275 billion
(44.44%) were unguaranteed. The discontinuation of the Fannie Mae
guarantee program is reflected in the Bank’s allowance for loan losses
methodology related to this portfolio.

The table below illustrates the Correspondent Lending outstanding balance of loans at December 31:

AgFirst Correspondent Lendin

(dollars in thousands) 2016 2015 2014

Rural Home Loans — Guaranteed $ 1,481,683 51.65% $ 1,710,741 63.72% $ 1,935,624 77.33%

Part-time Farm Loans — Guaranteed 112,380 3.91 87,240 3.25 74,996 3.00

Agricultural Loans — Guaranteed 3 - 434 0.02 470 0.02

Non-guaranteed Loans 1,274,807 44.44 886,346 33.01 491,768 19.65
Total $ 2,868,870 100.00% $ 2,684,761 100.00% $ 2,502,858 100.00%

Rural home loans are underwritten to conform to Fannie Mae
underwriting standards. Part-time farm loans conform to Farmer Mac
underwriting standards. During 2016, AgFirst purchased $526.8
million of rural home and part-time farm loans.

Part-time farm loans represent first lien mortgages on homes with
property characteristics (such as acreage or agricultural improvements)
that may not conform to Fannie Mae standards. These loans are
guaranteed by Farmer Mac.

The total volume owned as of December 31, 2016 was $2.869 billion.
The total volume serviced but not owned as of December 31, 2016 was
$62.1 million. The Correspondent Lending loans are sub-serviced
through agreements with third parties.

At December 31, 2016, 99.86 percent of the total Correspondent
Lending loans including accrued interest were classified as acceptable
and 0.14 percent were classified adverse. There were none classified as
OAEM.

Rural home loans, combined with Rural Home Mortgage-backed
Securities (see Mission Related Investments section below), are limited
to 15 percent of total loans outstanding as defined by the FCA. Based
on December 31, 2016 levels, the Bank has unused capacity of $165.3
million under a total limit of $3.484 billion. The Bank monitors this
position and will consider options, should they become necessary, to
manage the Rural Home asset level within the regulatory limit. See
Note 4, Investments, for further discussion of Rural Home Mortgage-
backed Securities.

MISSION RELATED INVESTMENTS

The FCA initiated a program in 2004 to allow System institutions to
make and hold investments that stimulate economic growth and
development in rural areas. The investments are subject to approval by
the FCA on a case-by-case basis.

The FCA approved the Rural Housing Mortgage-Backed Securities
(RHMS) and Rural America Bonds pilot programs as described below.
Effective December 31, 2014, the FCA ended these pilot programs
approved as part of the Investment in Rural America program. Each
institution participating in such programs may continue to hold its

investment through the maturity dates for the investments, provided the
institution continues to meet all approval conditions. The Bank has
subsequently received permission from the FCA to continue to acquire
RHMS.

Rural Housing Mortgage-Backed Securities

RHMS must be fully guaranteed by a government agency or GSE. The
rural housing loans backing the RHMS must be conforming first-lien
residential mortgage loans originated by non-System lenders in “rural
areas” as defined by the Farm Security and Rural Investment Act of
2002, or eligible rural housing loans originated by System lenders
under FCA regulations. Investment securities at December 31, 2016
included $460.2 million in RHMS classified as held-to-maturity and
$100.3 million classified as available-for-sale, compared to $462.0
million held-to-maturity at December 31, 2015 and $531.3 million
held-to-maturity at December 31, 2014. See the Correspondent
Lending section above for discussion regarding volume limitation on
RHMS.

Rural America Bonds

In recognition of the economic interdependence between agricultural
and rural communities, AgFirst and the Associations seek to safely and
soundly invest in debt obligations that support farmers, ranchers,
agribusinesses, and their rural communities and businesses. In doing
so, AgFirst and the Associations hope to increase the well-being and
prosperity of American farmers, ranchers, and rural residents.

The Bank had $82.6 million invested in this program as of

December 31, 2016, a decrease of $19.7 million from December 31,
2015. Of the $82.6 million, the Bank had $73.3 million reflected in
investment securities and $9.3 million reflected as loans on the Balance
Sheets at December 31, 2016.

RISK MANAGEMENT

The organizational structure of AgFirst facilitates communication of
operational and risk management issues throughout all layers of
management and across all functional areas. The Bank’s Executive
Committee is responsible for risk management, including:

2016 AgFirst Farm Credit Bank Annual Report 1 1



e Providing overall leadership, vision, and direction for enterprise risk
management;

o Establishing an integrated risk management framework for all
aspects of risk across the organization;

o Ensuring development of risk management policies, including the
quantification of management’s risk appetite through specific risk
limits;

e Implementing a set of risk metrics and reports, including key risk
exposures and early warning indicators;

e Reviewing and approving recommendations for the allocation of
capital to business activities based on risk, and optimizing the
Bank’s risk portfolio through business activities and risk transfer
strategies;

o Improving the Bank’s risk management readiness through
coordination of communication and training programs, risk-based
performance measurement and incentives, and other change
management programs;

o Assigning responsibility for development of analytical systems and
data management capabilities to support the risk management
program; and

e Reporting periodically to the Board of Directors on actions taken to
strengthen the Bank’s system of internal control.

Overview

The Bank is in the business of making agricultural and other loans that
requires accepting certain risks in exchange for compensation for the
risks undertaken. Proper management of the risks inherent in AgFirst’s
business is essential for current and long-term financial performance.
Prudent and disciplined risk management includes an enterprise risk
management structure to identify emerging risks and evaluate risk
implications of decisions and actions taken. The objectives of risk
management are to identify and assess risks, and to properly and
effectively mitigate, measure, price, monitor, and report risks in the
Bank’s business activities. Stress testing represents a critical
component of the Bank’s risk management process. Stress testing is
primarily an analysis performed under a wide range of economic
scenarios, including unlikely but plausible economic scenarios, and is
designed to determine whether the Bank has enough capital to
withstand the impact of adverse developments. The Bank is required
by regulation to perform stress tests with a level of sophistication
appropriate to its size and complexity. The Executive Committee
provides oversight of the Bank’s risk management functions through an
integrated management committee structure, including the Bank’s
Asset/Liability Management Committee (ALCO), Loan Committee,
and Operations Committee.

Types of risk to which the Bank has exposure include:

o structural risk — risk inherent in the business and related to the
System structures comprised of interdependent networks of
cooperative lending institutions,

o credit risk — risk of loss arising from an obligor’s failure to meet
the terms of its contract or failure to perform as agreed,

o interest rate risk — risk that changes in interest rates may adversely
affect the Bank’s operating results and financial condition,

o liquidity risk — risk arising from the inability to meet obligations
when they come due without incurring unacceptable losses,
including the ability to access the debt market,

o operational risk — risk of loss resulting from inadequate or failed
internal processes or systems, errors by employees, fraud, or external
events,

o reputational risk — risk of loss resulting from events, real or
perceived, that shape the image of the Bank, the System, or any of
its entities, including the impact of investors’ perceptions about
agriculture and rural financing, the reliability of Bank or System
financial information, or the actions of any System institution, and

o political risk — risk of loss of support for the System and agriculture
by federal and state governments
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Structural Risk Management

Structural risk results from the fact that AgFirst, along with its related
Associations, is part of the System, which is comprised of banks and
associations that are cooperatively owned, directly or indirectly, by
their borrowers. Because System institutions are financially and
operationally interdependent, this structure at times requires action by
consensus or contractual agreement. The Federal Farm Credit Banks
Funding Corporation (Funding Corporation) provides for the issuance,
marketing, and processing of Systemwide Debt Securities using a
network of investment dealers and dealer banks. The System banks
fund association loans with Systemwide debt. Refer to Note 6, Debt, in
the Notes to the Financial Statements for further discussion. The banks
are jointly and severally liable for the repayment of Systemwide Debt
Securities, exposing each bank to the risk of default of the others.
Although capital at the association level reduces the banks’ credit
exposures with respect to their related associations, that capital may not
be available to support the payment of principal and interest on
Systemwide Debt Securities.

In order to mitigate this risk, the System utilizes two integrated
contractual agreements executed by and among the banks— the
Amended and Restated Contractual Interbank Performance Agreement
(CIPA) and the Second Amended and Restated Market Access
Agreement (MAA). As a result of the changes to regulatory capital
ratio requirements, the System banks and the Funding Corporation
executed the Third Amended and Restated MAA, effective January 1,
2017. Under provisions of the CIPA, a score is calculated that measures
the financial condition and performance of each district using various
ratios that take into account each district’s and bank’s capital, asset
quality, earnings, interest-rate risk, and liquidity. Based on these
measures, the CIPA establishes an agreed-upon standard of financial
condition and performance that each district must achieve and
maintain. The CIPA also establishes monetary penalties if the
performance standard is not met. These penalties will occur at the same
point at which a bank would be required to provide additional
monitoring information under the MAA.

The MAA establishes criteria and procedures for the banks that provide
operational oversight and control over a bank’s access to System
funding if the creditworthiness of the bank declines below certain
agreed-upon levels. The MAA provides for the identification and
resolution of individual bank financial problems in a timely manner and
discharges the Funding Corporation’s statutory responsibility for
determining conditions for each bank’s participation in each issuance of
Systemwide Debt Securities.

Credit Risk Management

Credit risk arises from the potential inability of an obligor to meet its
repayment obligation and exists in outstanding loans, letters of credit,
unfunded loan commitments, the investment portfolio and derivative
counterparty credit exposures. The Bank manages credit risk associated
with lending activities through an assessment of the credit risk profile
of individual obligors. The Bank sets underwriting standards and
lending policies consistent with FCA regulations, which provide
direction to loan officers and are approved by the board of directors.

The credit risk management process begins with an analysis of a
potential obligor’s credit history, repayment capacity and financial
position. Repayment capacity focuses on the obligor’s ability to repay
the obligation based on cash flows from operations or other sources of
income, including non-farm income. Real estate mortgage loans must
be secured by first liens on the real estate collateral. As required by
FCA regulations, each institution that makes loans on a secured basis
must have collateral evaluation policies and procedures.

The credit risk rating process for loans uses a two-dimensional loan
rating structure, incorporating a 14-point risk rating scale to identify
and track a borrower’s probability of default and a separate scale
addressing loss given default. The loan rating structure reflects
estimates of loss through two components, borrower risk and
transaction risk. Borrower risk is the risk of loss driven by factors



intrinsic to the borrower. The transaction risk or facility risk is related
to the structure of a credit (tenor, terms, and collateral).

Through their participation in loans or interests in loans to/from other
institutions within the System and outside the System, the Bank and
District Associations limit their exposure to both borrower and
commodity concentrations. This also allows the Bank and District
Associations to manage growth and capital, and to improve geographic
diversification. Concentration risk is reviewed and measured by
industry, product, geography and customer limits.

Although neither the Bank nor any other System institution receives any
direct government support, credit quality is indirectly enhanced by
government support in the form of program payments to borrowers,
which improve their ability to honor their commitments. However, due
to the geographic location of the District and the resulting types of
agriculture, government programs account for a relatively small
percentage of net farm income in the territory served by the District
Associations.

As a result of the improved economy and the Bank’s efforts to resolve
problem assets, the Bank’s high-risk assets have declined and continue
to be a small percentage of the total loan volume and total assets.
High-risk assets, including accrued interest, at December 31 are
detailed in the following table:

(dollars in thousands) 2016 2015 2014
AgFirst High-risk Assets

Nonaccrual loans $ 28978 $ 26,649 $ 49,166
Restructured loans 15,671 14,397 15,588
Accruing loans 90 days past due - 1,161 2,688
Total high-risk loans 44,649 42,207 67,442
Other property owned 3,346 13,411 2,808
Total high-risk assets $ 47995 $ 55618 $ 70,250
Ratios

Nonaccrual loans to total loans 0.13% 0.12% 0.24%
High-risk assets to total assets 0.15% 0.18% 0.24%
Nonaccrual Loans

Nonaccrual loans represent all loans for which there is a reasonable
doubt as to the collection of principal and/or interest under the
contractual terms of the loan. Nonaccrual loans for the Bank at
December 31, 2016 were $29.0 million compared to $26.6 million at
December 31, 2015. Nonaccrual loans increased $2.3 million during
2016 due primarily to loan balances transferred to nonaccrual status of
$23.6 million, loan recoveries of $5.1 million, and advances on
nonaccrual loans of $2.5 million, partially offset by $12.6 million of
reinstatements to accrual status, $8.0 million of repayments, and
Correspondent Lending loans sold to two guarantors (see
Correspondent Lending section above) of $7.1 million. At

December 31, 2016, total nonaccrual loans were primarily classified in
the tree fruits and nuts (32.44 percent of the total), rural home loan
(27.56 percent), forestry (22.72 percent), and field crops (9.31 percent)
segments. Nonaccrual loans were 0.13 percent of total loans
outstanding at December 31, 2016 compared to 0.12 percent and 0.24
percent at December 31, 2015 and 2014, respectively.

Troubled Debt Restructurings

A troubled debt restructuring (TDR) occurs when a borrower is
experiencing financial difficulties and a concession is granted to the
borrower that the Bank would not otherwise consider. Concessions are
granted to borrowers based on either an assessment of the borrower’s
ability to return to financial viability or a court order. The concessions
can be in the form of a modification of terms, rates, or amounts owed.
Acceptance of other assets and/or equity as payment may also be
considered a concession. The type of alternative financing granted is
chosen in order to minimize the loss incurred by the Bank. TDRs
decreased $6.6 million since December 31, 2015 and totaled $24.8
million at December 31, 2016. TDRs were comprised of $15.7 million
of accruing restructured loans and $9.1 million of nonaccrual
restructured loans. Restructured loans were primarily in the

nursery/greenhouse (38.10 percent of the total), forestry (25.36
percent), and swine (9.79 percent) segments.

Other Property Owned

Other property owned (OPO) consists primarily of assets once pledged
as loan collateral that were acquired through foreclosure or deeded to
the Bank (or a lender group) in satisfaction of secured loans. OPO may
be comprised of real estate, equipment, and equity interests in
companies or partnerships. OPO decreased $10.1 million since
December 31, 2015 and totaled $3.3 million at December 31, 2016.
The decrease was due to OPO disposals of $10.5 million which
primarily consisted of two properties totaling $8.7 million. The
remaining OPO balance at December 31, 2016 consisted primarily of a
real estate holding of $2.4 million (71.52 percent of the total). See
discussion of OPO expense in the Noninterest Expenses section below.

ALLOWANCE FOR LOAN LOSSES

The Bank maintains an allowance for loan losses at a level management
considers adequate to provide for probable and estimable credit losses
within the loan portfolio as of each reported balance sheet date. The
Bank increases the allowance by recording a provision for loan losses
in the income statement. Loan losses are recorded against and serve to
decrease the allowance when management determines that any portion
of a loan is uncollectible. Any subsequent recoveries are added to the
allowance. Impaired and certain other significant loans were reviewed
individually to determine that appropriate reserves were in place at year
end. All other loans were analyzed collectively and general reserves
were established based on that collective analysis including the risk
rating and potential for loss given default of the underlying loans.

The following table presents the activity in the allowance for loan
losses for the most recent three years at December 31:

AgFirst Allowance for Loan Losses Activity:

(dollars in thousands) 2016 2015 2014
Balance at beginning of year $ 15,113 $ 15,535 $ 22,908
Charge-offs:
Real Estate Mortgage (54) (254) (46)
Production and Intermediate-Term ®) (452) (326)
Agribusiness - (757) =
Rural Residential Real Estate (117) (362) (188)
Total charge-offs (179) (1,825) (560)
Recoveries:
Real Estate Mortgage 4,511 4,160 492
Production and Intermediate-Term 309 - 908
Agribusiness 312 400 -
Other (including Mission Related) - - 238
Total recoveries 5,132 4,560 1,638
Net (charge-offs) recoveries 4,953 2,735 1,078
Provision for (reversal of
allowance for) loan losses (5,283) (3,157) (8,451)
Balance at end of year $ 14,783 $ 15,113 $ 15,535

Ratio of net (charge-offs) recoveries
during the period to average loans
outstanding during the period 0.02% 0.01% 0.01%

The allowance for loan losses was $14.8 million at December 31, 2016,
as compared with $15.1 million and $15.5 million at December 31,
2015 and 2014, respectively. The decrease during 2016 of $330
thousand was due to the reversal of provision expense of $5.3 million
and charge-offs of $179 thousand, offset by recoveries of $5.1 million.
The largest provision reversal related to one loan in the other real estate
segment ($4.5 million). See Provision for Loan Losses section below
for details regarding loan loss provision expense and reversals. During
2016, the rural home loan segment accounted for the majority of
charge-offs (65.32 percent of the total) and the other real estate
segment accounted for the majority of recoveries (87.67 percent of the
total). The allowance at December 31, 2016 included specific reserves
of $321 thousand (2.17 percent of the total) and $14.5 million of
general reserves (97.83 percent), both of which were attributed
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Managements Discussion & Analysis of Financial Condition & Results of Operations (continued)

primarily to participation loans. The general reserves at December 31,
2016 included $2.6 million of allowance provided by the Bank for
loans in the Correspondent Lending portfolio purchased after July 31,
2013 which are being held without a Fannie Mae guarantee. See further
discussion in the Correspondent Lending section above. None of the
allowance relates to the Direct Note portfolio. See further discussion in
the Direct Notes section above. The total allowance at December 31,
2016 was comprised primarily of reserves for utilities (19.19 percent of
the total), rural home loan (18.17 percent), forestry (12.06 percent), and
processing (9.34 percent) segments.

The allowance for loan losses by loan type for the most recent three
years at December 31 is presented in the following table:

AgFirst Allowance for Loan Losses by Loan Type

of the Bank loan portfolio has remained sound. Periods of uncertainty
in the general economic environment create the potential for
prospective risks in the loan portfolio. See Note 3, Loans and
Allowance for Loan Losses, in the Notes to the Financial Statements
and the Critical Accounting Policies section above for further
information concerning the allowance for loan losses.

Interest Rate Risk Management

Interest rate risk is the risk of loss of future earnings or long-term
market value of equity that may result from changes in interest rates.
The objective of interest rate risk management is to generate a reliable
level of net interest income in any interest rate environment. AgFirst
uses a variety of analytical techniques to manage the complexities
associated with offering numerous loan options. Interest rate

(dollars in thousands) 2016 2015 2014 sensitivity gap analysis is used to monitor the repricing characteristics
Real Estate Mortgage $ 2569 § 3615 § 5989 of AgFirst’s interest-earning assets and interest-bearing liabilities.
st o R - Vg i I 7 St Simulation analysis is used to determine the potential change in net
Agribusiness 3,287 2,243 2,785 : 5 . 5 :
. interest income and in the market value of equity under various

Communication 899 777 579 ible f ket i .
Power and Water/Waste Disposal 1,997 1,646 1,332 possible future market interest rate environments.
Rural Residential Real Estate 2,688 1,770 919
Loans to OFIs 72 43 117 AgFirst and the District Associations adhere to a philosophy that loans
International 58 79 54 should be priced competitively in the market and that loan rates and
Other (including Mission Related) 174 161 175 spreads should be contractually established at loan closing such that a

Total $ 14783 § 15113 $ 15535

The allowance for loan losses as a percentage of loans outstanding and
as a percentage of certain other credit quality indicators at December 31
is shown below:

borrower is not subject to rate changes at the discretion of management
or boards of directors. Therefore, District Association variable rate and
adjustable rate loans are generally indexed to market rates, and fixed
rate loans are priced based on market rates. Loan products offered by
the Associations include prime-indexed variable rate loans, LIBOR-
indexed variable rate loans, one-, three-, and five-year Treasury-indexed

2016 2015 2014 adjustable rate loans, and fixed rate loans. Variable rate and adjustable
Allowance for loan losses to loans 0.06% 0.07%  0.07% rate loans are offered with or without caps. Terms are available for up
Allowance for loan losses to nonaccrual loans ~ 51.01% 56.71%  31.60% to 30 years. A variety of repayment options are offered, with the ability
Allowance for loan losses to participation to pay on a monthl arterly, semi-annual or annual frequency. In
loans and Correspondent Lending loans 020%  021%  024% pay Y . ua. trequency.

Improved asset quality positively impacted the allowance for loan
losses. The financial positions of the Bank and District Associations’
borrowers have generally remained strong as farmers’ net cash income
has been at favorable levels. Due to these factors combined with
management’s emphasis on underwriting standards, the credit quality

addition, customized repayment schedules may be negotiated to fit a
borrower’s unique circumstances.

The following tables represent AgFirst’s market value of equity and projected change over the next twelve months in net interest income for various rate

movements as of December 31, 2016:

Net Interest Income
(dollars in thousands)

Scenarios Net Interest Income % Change
+4.0% Shock $410,016 (9.48)%
+2.0% Shock $441,568 2.5D)%

Base line ** $452,940 —%

-50% of 3M Tbill *** $453,065 0.03%

Market Value of Equity
(dollars in thousands)
Scenarios Assets Liabilities* Equity* % Change

Book Value $ 32,057,597 $ 29,881,599 $ 2,175,998 —%

+4.0% Shock $ 29,219,966 $ 27,677,442 $ 1,542,524 (34.10)%

+2.0% Shock $ 30,595,357 $ 28,654,008 $ 1,941,349 (17.07)%

Base line ** $ 32,060,460 $ 29,719,599 $ 2,340,861 —%
-50% of 3M Thill *** $ 32,237,006 $ 29,851,618 $ 2,385,388 1.90%

* For interest rate risk management, the $49.3 million perpetual preferred stock is included in liabilities rather
than equity.

**  Base line uses rates as of the balance sheet date before application of any interest rate shocks.

**%  When the three-month Treasury bill interest rate is less than 4 percent, both the minus 200 and minus 400

basis point shocks are replaced with a downward shock equal to one-half of the three-month Treasury bill
rate which is 25 basis points.

14
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The following table sets forth the repricing characteristics of interest-earning assets and interest-bearing liabilities outstanding at December 31, 2016.
The amount of assets and liabilities shown in the table, which reprice or mature during a particular period, were determined in accordance with the earlier
of term-to-repricing or contractual maturity, anticipated prepayments, and, in the case of liabilities, the exercise of call options.

Repricing/Maturity Gap Analysis

0to6 6 months to 1to5S Over 5

(dollars in thousands) months 1 Year Years Years Total
Floating Rate Loans

Adjustable/Indexed Loans $ 6,593,091 3,557 $ 974 $ 81 $ 6,597,703
Fixed Rate Loans

Fixed Rate Loans 14,874 12,314 66,795 43,051 137,034

Fixed Rate Prepayable 2,864,650 1,898,730 7,230,379 4,157,208 16,150,967
Nonaccrual Loans

Nonaccrual Loans - - - 28,978 28,978
Total Loans 9,472,615 1,914,601 7,298,148 4,229,318 22,914,682
Total Investments * 4,770,332 1,197,101 1,713,609 613,777 8,294,819
TOTAL INTEREST-EARNING ASSETS $ 14,242,947 3,111,702 $ 9,011,757 $ 4,843,095 $ 31,209,501
Interest-Bearing Liabilities

Systemwide bonds and notes $ 13,014,483 4,045,000 $ 10.488,009 $ 1,860,991 $ 29,408,483

Interest rate swaps = = = = =
TOTAL INTEREST-BEARING LIABILITIES $ 13,014,483 4,045,0001 $ 10,488,009 $ 1,860,991 $ 29,408,483

(933,298) $  (1476252) S 2,982,104

Interest Rate Sensitivity Gap $ 1,228,464
Sensitivity Gap as a % of Total Earning Assets 3.94%
Cumulative Gap $ 1,228,464
Cumulative Gap as a % of Total Earning Assets 3.94%
Rate Sensitive Assets/Rate Sensitive Liabilities 1.09

* includes cash equivalents

(2.99)% (4.73)% 9.56%

295,166 $  (1,181,086) $ 1,801,018
095% (3.78)% 5.77%
0.77 0.86 2.60

At December 31, 2016, the Cumulative Repricing/Maturity Gap
position of the Bank was asset sensitive (interest rates earned by the
Bank on interest-earning assets may change or be changed more
quickly than interest rates on interest-bearing liabilities used to fund the
assets) out to one year as repricing/maturing assets exceeded liabilities
that mature or reprice during that time period. Asset sensitivity implies
an increase in net interest income in rising interest rate scenarios and
lower net interest income in falling interest rate scenarios. However,
the Repricing/Maturity Gap Analysis is a “point in time” view and is
representative of the interest rate environment at December 31, 2016.
The Repricing/Maturity Gap Analysis must be used with other analysis
methods as the maturity and repricing attributes of balance sheet
accounts react differently in changing interest rate environments.
During a period of rising interest rates, call options on fixed rate debt
are not exercised and the debt terms extend to reflect the longer original
maturity dates. Prepayment optionality on fixed rate assets also slows
as the economic incentive for borrowers to refinance decreases and
extends the asset’s term.

To supplement the Repricing/ Maturity Gap Analysis, the Bank utilizes
financial simulation modeling. The simulations reflected a decrease in
net interest income for a +200 basis point parallel shift in interest rates.
However, the level of net interest income sensitivity was low with the
decreases less than a 3.0 percent change. Falling interest rate scenarios
reflect very low impact to net interest income. Market value of equity
reflected a negative sensitivity in rising interest rate scenarios due to
the Bank’s practice of utilizing equity as a long-term funding source.
When equity is used as long-term funding, its market value behaves
similarly to a fixed rate bond. Rising interest rates result in a loss of
market value of equity. However, the negative 17.07 percent market
value of equity sensitivity for a +200 basis point parallel shift in
interest rates was within the Bank’s targeted operating range and
appropriate for this funding structure. The Bank’s market value of
equity sensitivity to falling interest rates was not significantly impacted
due to the current low level of interest rates.

At December 31, 2016, AgFirst had outstanding interest rate swaps with
notional amounts totaling $50.0 million. These derivative transactions
were executed to create synthetic floating-rate debt to achieve a lower
cost of funding. The Bank may under certain conditions also use

derivatives for asset/liability management purposes to reduce interest
rate risk.

AgFirst policy prohibits the use of derivatives for speculative purposes.
See Note 14, Derivative Financial Instruments and Hedging Activities,
in the Notes to the Financial Statements for additional information. The
following table shows the activity in derivatives during the year ended
December 31, 2016:

Notional amounts Receive Forward
(dollars in millions) Fixed Contracts
Balance at December 31, 2015 $ 150 $ =
Additions - 2
Maturities/amortizations (100) 1)
Terminations — —
Balance at December 31, 2016 $ 50 $ 1

The Bank’s derivative instruments outstanding at December 31, 2016,
reflected in the table above, mature during 2017.

Liquidity Risk Management

Liquidity risk management is necessary to ensure the Bank’s ability to
meet its financial obligations. One of AgFirst’s primary
responsibilities is to maintain sufficient liquidity to fund the lending
operations of the District Associations, in addition to its own needs.
Along with normal cash flows associated with lending operations,
AgFirst has two primary sources of liquidity: the capacity to issue
Systemwide Debt Securities through the Federal Farm Credit Banks
Funding Corporation; and cash and investments. The Bank also
maintains several lines of credit with commercial banks as well as
securities repurchase agreement facilities.

Cash, Cash Equivalents and Investments

As of December 31, 2016, AgFirst exceeded all applicable regulatory
liquidity requirements. FCA regulations require that the Bank have a
liquidity policy that establishes a minimum total “coverage” level of 90
days and that short-term liquidity requirements must be met by certain
high quality investments or cash. “Coverage” is defined as the number
of days that maturing debt could be funded with eligible cash, cash
equivalents, and available-for-sale investments maintained by the Bank.
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Eligible liquidity investments are classified according to three liquidity
quality levels with level 1 being the highest. The first 15 days of
minimum liquidity coverage are met using only level 1 instruments,
which include cash and cash equivalents. Days 16 through 30 of
minimum liquidity coverage are met using level 1 and level 2
instruments. Level 2 consists primarily of U.S. government guaranteed
securities. Days 31 through 90 are met using level 1, level 2, and level
3 securities. Level 3 consists primarily of U.S. agency investments.
Additionally, a supplemental liquidity buffer in excess of the 90-day
minimum liquidity reserve is set to provide coverage to at least 120
days.

At December 31, 2016, AgFirst met all individual level criteria and had
a total of 201 days of maturing debt coverage. The Bank’s cash and
cash equivalents position provided 22 days of the total liquidity
coverage. Investment securities fully backed by the U.S. government
provided an additional 161 days of liquidity. An additional 18 days of

Managements Discussion & Analysis of Financial Condition & Results of Operations (continued)

coverage were provided by a supplemental liquidity buffer. Cash
provided by the Bank’s operating activities, primarily generated from
net interest income in excess of operating expenses and maturities in
the loan portfolio, is an additional source of liquidity for the Bank that
is not reflected in the coverage calculation.

Cash, cash equivalents and investment securities as of December 31,
2016 totaled $8.844 billion compared to $8.184 billion and $8.261
billion at December 31, 2015 and 2014, respectively.

An agreement with a commercial bank requires AgFirst to maintain
$50.0 million as a compensating balance. In 2015, the Bank
purchased $42.4 million in U.S. Treasury securities which are held
for that purpose. The remainder of the compensating balance is held
in cash in a demand deposit account. These securities are excluded
when calculating the amount of eligible liquidity investments.

AgFirst’s cash, cash equivalents and investment portfolio consisted of the following security types as of December 31:

AgFirst Cash, Cash Equivalents and Investment Securities

(dollars in thousands) 2016 2015 2014
Investment Securities Available-for-Sale
U.S. Govt. Treasury Securities $ 341,948 4.26% $ 42,405 0.56% $ - %
U.S. Govt. Guaranteed 4,274,286 5321 3,970,590 52.86 3,859,206 52.05
Rural Housing U.S. Govt. Agency Guaranteed 100,334 1.25 - - - -
Other U.S. Govt. Agency Guaranteed 2,150,289 26.77 2,131,888 28.38 2,415,531 32.58
Non-Agency CMOs - - 126,860 1.69 153,011 2.06
Asset-Backed Securities 623,984 7.77 677,369 9.02 326,671 441
Total Available-for-Sale $ 7,490,841 93.26% $ 6,949,112 92.51% $ 6,754,419 91.10%
Held to Maturity
Rural Housing U.S. Govt. Agency Guaranteed $ 460,222 5.73% $ 462,031 6.15% $ 531,284 7.17%
Farmer Mac Guaranteed 2,666 0.03 3,042 0.04 4,015 0.05
Other Mission Related Investments 78,466 0.98 97,625 1.30 124221 1.68
Total Held to Maturity 541,354 6.74 562,698 7.49 659,520 8.90
Total Investment Securities $ 8,032,195 100.00% $ 7,511,810 100.00% $ 7,413,939 100.00%
Cash and Cash Equivalents
Cash $ 549,124 67.65% $ 461,068 68.55% $ 622,503 73.46%
Repurchase Agreements 262,624 32.35 211,554 31.45 224,847 26.54
Total Cash and Cash Equivalents $ 811,748 100.00% $ 672,622 100.00% $ 847,350 100.00%
Total Investment Securities and
Cash and Cash Equivalents $ 8,843,943 $ 8,184,432 $ 8,261,289

Cash and cash equivalents, which increased $139.1 million from
December 31, 2015 to a total of $811.7 million at December 31, 2016,
consist primarily of cash on deposit and money market securities that
are short-term in nature (from overnight maturities to maturities that
range up to 90 days). Money market securities must carry one of the
two highest short-term ratings from a rating agency. Incremental
movements in cash balances are due primarily to changes in liquidity
needs in relation to upcoming debt maturities between reporting
periods.

FCA regulations provide that a System bank may hold certain eligible
available-for-sale investments in an amount not to exceed 35.00 percent
of its total loans outstanding. Based upon FCA guidelines, at
December 31, 2016, the Bank’s eligible available-for-sale investments
were 33.46 percent of the total loans outstanding. These investments
serve to provide liquidity to the Bank’s operations, to manage short-
term funds, and to manage interest rate risk. AgFirst maintains an
investment portfolio for these purposes comprised primarily of short-
duration, high-quality investments.

Investment securities totaled $8.032 billion, or 25.06 percent of total
assets at December 31, 2016, compared to $7.512 billion, or 24.53
percent, as of December 31, 2015. Investment securities increased
$520.4 million, or 6.93 percent, compared to December 31, 2015.
Management maintains the available-for-sale liquidity investment
portfolio size generally proportionate with that of the loan portfolio and
within regulatory and policy guidelines. In August, 2016, the Bank
sold all of its ineligible available-for-sale securities, primarily non-
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agency collateralized mortgage obligations (CMOs), which totaled
$129.4 million. Previously written down securities totaling $8.6 million
were sold at a price above the book value and resulted in gains on sale
of $23.2 million. Impairment expense was recorded in the amount of
$13.2 million. These transactions benefitted the Bank by eliminating
future costs related to third party impairment modeling, and reducing
FCSIC premium and safekeeping expenses. The sale of these securities
also positively impacted the Bank’s regulatory capital ratios because
these ineligible investments were generally risk-weighted higher than
the 20 percent applicable to eligible securities for purposes of
calculating risk-adjusted assets used in the permanent capital, total
surplus, and core surplus regulatory ratio calculations. See the
Regulatory Ratios section below for further discussion of the regulatory
ratios. In March, 2016, the Bank sold agency mortgage-backed
securities totaling $15.0 million which resulted in gains totaling $620
thousand. These transactions benefitted the Bank by reducing carrying
costs and improving liquidity.

Investment securities classified as being available-for-sale totaled
$7.491 billion at December 31, 2016. Available-for-sale investments
included $341.9 million in U.S. Treasury securities, $4.274 billion in
U.S. government guaranteed securities, $100.3 million in rural housing
U.S. government agency guaranteed securities, $2.150 billion in other
U.S. government agency guaranteed securities, and $624.0 million in
asset-backed securities. As of December 31, 2016, all of these asset-
backed securities were rated in the top category (AAA/Aaa) by
Nationally Recognized Statistical Rating Organizations (NRSROs).



Since the majority of the portfolio is invested in agency securities, the
portfolio is highly liquid and potential credit loss exposure is limited.

AgFirst also maintains a portfolio of investments that are not held for
liquidity purposes and are accounted for as a held-to-maturity portfolio.
These investments are authorized by FCA regulations that allow
investments in Farmer Mac securities and also in specific investments
approved by the FCA as Mission Related Investments. The vast
majority of this portfolio is comprised of Mission Related Investments
for a program to purchase RHMS, which when combined with eligible
rural home loans, must not exceed 15.00 percent of total outstanding
loans. Investment securities classified as being held-to-maturity totaled
$541.4 million at December 31, 2016. As discussed previously, the
FCA ended each Mission Related Investment pilot program effective
December 31, 2014, but can consider future requests on a case-by-case
basis. See Mission Related Investments section above.

Net unrealized gains related to investment securities were $2.6 million
at December 31, 2016, compared to $65.0 million at December 31,
2015. These net unrealized gains are reflected in Accumulated Other
Comprehensive Income (AOCI) in the Financial Statements. The net
unrealized gains stem from normal market factors such as the current
interest rate environment.

The Bank performs periodic credit reviews, including other-than-
temporary impairment analyses, on its entire investment securities
portfolio. Based on the results of all analyses, the Bank recognized
other-than-temporary credit related impairment of $14.9 million during
the year ended December 31, 2016, which was included in Net Other-
than-temporary Impairment Losses in the Statements of Income. As
mentioned above, $13.2 million of the impairment recorded was related
to the sale of all ineligible available-for-sale securities in August, 2016.
See Note 2, Summary of Significant Accounting Policies, and Note 4,
Investments, in the Notes to the Financial Statements for further
information.

Systemwide Debt Securities

The U.S. government does not guarantee, directly or indirectly,
Systemwide Debt Securities. However, the Farm Credit System, as a
GSE, has benefited from broad access to the domestic and global
capital markets. This access has provided the System with a
dependable source of competitively priced debt which is critical for
supporting the System’s mission of providing credit to agriculture and
rural America. The implied link between the credit rating of the
System and the U.S. government, given the System’s status as a GSE
and continued concerns regarding the government’s borrowing limit
and budget imbalances, could pose risk to the System in the future.

AgFirst’s primary source of liquidity comes from its ability to issue
Systemwide Debt Securities, which are the general unsecured joint and

several obligations of the System banks. AgFirst continually raises
funds in the debt markets to support its mission, to repay maturing
Systemwide Debt Securities, and to meet other obligations.

The System does not have a guaranteed line of credit from the U.S.
Treasury or the Federal Reserve. However, the Farm Credit System
Insurance Corporation (FCSIC) has an agreement with the Federal
Financing Bank (FFB), a federal instrumentality subject to the
supervision and direction of the U.S. Treasury, pursuant to which the
FFB could advance funds to the FCSIC. Under its existing statutory
authority, the FCSIC may use these funds to provide assistance to the
System banks in exigent market circumstances which threaten the
banks’ ability to pay maturing debt obligations. The agreement
provides for advances of up to $10 billion and terminates on
September 30, 2017, unless otherwise renewed. The decision whether
to seek funds from the FFB is at the discretion of the FCSIC. Each
funding obligation of the FFB is subject to various terms and
conditions and, as a result, there can be no assurance that funding
would be available if needed by AgFirst or the System.

Currently, Moody’s Investor Service and Fitch Ratings have assigned
long-term debt ratings for the System of Aaa and AAA and short-term
debt ratings of P-1 and F1, respectively. These are the highest ratings
available from these rating agencies. Standard & Poor’s Ratings
Services (S&P) maintains the long-term sovereign credit rating of the
U.S. government at AA+, which directly corresponds to its AA+ long-
term debt rating of the System. These rating agencies base their ratings
on many quantitative and qualitative factors, including the System’s
status as a GSE. Negative changes to the System’s credit ratings could
reduce earnings by increasing debt funding costs, and could also have a
material adverse effect on liquidity, the ability to conduct normal
business operations, and the Bank’s overall financial condition and
results of operations. However, AgFirst anticipates continued access to
funding necessary to support the District’s and Bank’s needs.

On September 25, 2015, S&P affirmed the Bank's AA-/A-1+ long- and
short-term issuer credit ratings, the stand-alone credit profile of a+ and
the BBB+ preferred stock rating. S&P also revised their outlook on the
Bank to negative from stable, reflecting their assessment of the Bank’s
capital position. On February 5, 2016, S&P revised their outlook on
the Bank back to stable from negative based upon additional analysis of
the strength of the Bank’s capital position. Ratings and outlook for
AgFirst by Fitch Ratings remained unchanged in 2015 and 2016 at AA-
/F1+ and stable.

AgFirst’s year-to-date average balance of Systemwide Debt Securities
at December 31, 2016, was $28.950 billion. At December 31, 2016,
AgFirst had $29.408 billion in total System debt outstanding compared
to $27.973 billion at December 31, 2015 and $26.827 billion at
December 31, 2014. Total interest-bearing liabilities increased
primarily due to additional funding needs related to increases in loans
and liquidity investments as discussed elsewhere in this report.

AgFirst’s recorded liability for outstanding Systemwide Debt Securities as of December 31, 2016 is shown in the following table:

Bonds Discount Notes Total
Weighted Weighted Weighted
Average Average Average
Amortized Interest Amortized Interest Amortized Interest
Maturities Cost Rate Cost Rate Cost Rate
(dollars in thousands)

2017 $ 5,598,174 0.78% $ 6,748,166 0.63% $ 12,346,340 0.70%
2018 6,469,934 0.89 - - 6,469,934 0.89
2019 2,669,695 1.18 - - 2,669,695 1.18
2020 1,907,964 1.43 - - 1,907,964 1.43
2021 1,664,302 1.75 = = 1,664,302 1.75
2022 and after 4,350,248 232 - - 4,350,248 232
Total $ 22,660,317 1.28% $ 6,748,166 0.63% $ 29,408,483 1.13%

In the preceding table, weighted average interest rates include the effect
of related derivative financial instruments.

Refer to Note 6, Debt, in the Notes to the Financial Statements, for
additional information related to debt.

Operational Risk Management

Operational risk is the risk of loss resulting from inadequate or failed
processes or systems, human factors or external events, including the
execution of unauthorized transactions by employees, errors relating to

17
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transaction processing and technology, breaches of the internal control
system and the risk of fraud by employees or persons outside the
System. AgFirst’s and the Associations’ boards of directors are
required, by regulation, to adopt internal control policies that provide
adequate direction to their respective institutions in establishing
effective controls over and accountability for operations, programs, and
resources. The policies must include, at a minimum, the following
1tems:

e direction to management that assigns responsibility for the internal
control function to an officer of the institution,

o adoption of internal audit and control procedures,

o direction for the operation of a program to review and assess an
institution’s assets,

o adoption of loan, loan-related assets and appraisal review standards,
including standards for scope of review selection and standards for
work papers and supporting documentation,

o adoption of asset quality classification standards,

o adoption of standards for assessing credit administration, including
the appraisal of collateral, and

o adoption of standards for the training required to initiate a program.

In addition, AgFirst has implemented a Risk Management Policy to
ensure that business exposures to risk are identified, measured and
controlled, using the most effective and efficient methods to mitigate
such exposures. AgFirst’s risk management structure was designed to
ensure that an effective enterprise-wide risk management program is in
place. Exposure to operational risk is typically identified with the
assistance of senior management, and internal audit plans are
developed with higher risk areas receiving more attention. AgFirst’s
operations rely on the secure processing, transmission and storage of
confidential information in its computer systems and networks.
Although AgFirst believes that it has robust information security
procedures and controls, its technologies, systems, networks and
customers’ devices may be the target of cyber-attacks or information
security breaches. Failure in or breach of AgFirst’s operational or
security systems or infrastructure, or those of its third party vendors
and other service providers, including as a result of cyber-attacks, could
disrupt AgFirst’s businesses or the businesses of its customers, result in
the unintended disclosure or misuse of confidential or proprietary
information, damage the Bank’s reputation, increase costs, and cause
losses.

No control system, no matter how well designed and operated, can
provide absolute assurance that the objectives of the control systems
are met. Also, no evaluation of controls can provide absolute assurance
that all control issues and instances of fraud or errors can be detected.
These inherent limitations include, but are not limited to, the realities
that judgments in decision-making can be faulty and breakdowns can
occur because of simple error or mistake. Additionally, controls can be
circumvented by individual acts of some persons, collusion of two or
more people, or management override of the control. The design of any
system of controls also is based in part on certain assumptions about
the likelihood of future events and there can be no assurance that any
design will succeed in achieving its stated goals under all potential
future conditions. Over time, control may be inadequate because of
changes in conditions, or compliance with policies or procedures may
deteriorate.

Reputational Risk Management

Reputation risk is defined as the negative impact resulting from events,
real or perceived, that shape the image of the Bank, System or any of
its entities. Such risks include impacts related to investors’ perceptions
about agriculture, the reliability of the Bank, System, or other System
institution financial information or actions by the Bank or any other
System institution. Entities that serve the System at the national level,
including the Coordinating Committee, the Presidents’ Planning
Committee and The Farm Credit Council, will communicate guidance
to the System for reputational issues that have broader consequences
for the System as a whole. These entities support those business and
other practices that are consistent with the Bank’s mission.
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Political Risk Management

Political risk to the System is the risk of loss of support for the System
or agriculture by the U.S. government. System institutions are
instrumentalities of the federal government and are intended to further
governmental policy concerning the extension of credit to or for the
benefit of agricultural and rural America. The System and its
borrowers may be significantly affected by federal legislation that
impacts the System directly, such as changes to the Farm Credit Act of
1971, as amended (the Farm Credit Act), or indirectly, such as
agricultural appropriations bills. However, government programs
account for a relatively small percentage of net farm income in the
territory served by the District Associations.

The District addresses political risk by actively supporting the Farm
Credit Council, which is a full-service, federal trade association
representing the System before Congress, the Executive Branch, and
others. The Council provides the mechanism for “grassroots”
involvement in the development of System positions and policies with
respect to federal legislation and government actions that impact the
System. Additionally, the District takes an active role in representing
the individual interests of System institutions and their borrowers
before Congress. In addition to the Farm Credit Council, each district
has its own Council, which is a member of the Farm Credit Council.
The district Councils represent the interests of their members on a local
and state level, as well as on a federal level.

RESULTS OF OPERATIONS
Net Income

AgFirst net income totaled $342.0 million for the year ended
December 31, 2016, an increase of $5.2 million from 2015. Net
income of $336.8 million for the year ended December 31, 2015 was a
decrease of $43.5 million from 2014. Major components of the
changes in net income for the referenced periods are outlined in the
following table and discussion:

Change in Net Income Year Ended December 31,
(dollars in thousands) 2016 2015
Net income (for prior year) $ 336,808 $ 380,349
Increase (decrease) due to:
Total interest income 77,061 9,319
Total interest expense (66,118) (39,450)
Net interest income 10,943 (30,131)
Provision for loan losses 2,126 (5,294)
Noninterest income (3,243) (3,905)
Noninterest expense (4,671) (4,211)
Total increase (decrease) in net income 5,155 (43,541)
Net income $ 341,963 $ 336,808

Key Results of Operations Comparisons

Key results of operations comparisons for years ended December 31 are
shown in the following table:

For the Year Ended December 31,

Key Results of Operations Comparisons 2016 2015 2014
Return on average assets 1.08% 1.14% 1.34%
Return on average shareholders’ equity 14.45% 14.36% 16.49%
Net interest income as a percentage

of average earning assets 1.53% 1.59% 1.76%
Operating expense as a percentage of

net interest income and noninterest income 28.56% 27.50% 24.91%
Net (charge-offs) recoveries to average loans 0.02% 0.01% 0.01%

The return on average assets and net interest income as a percentage of
average earning assets ratios declined in 2016 primarily as a result of
increases in average total assets and average interest earning assets,
respectively. Higher net income for 2016 resulted in an increase in the
return on average shareholders’ equity. For 2015, these three ratios
declined primarily due to a decrease in net interest income. For the
operating expense as a percentage of net interest income and



noninterest income ratio, operating expense consists primarily of
noninterest expense excluding losses (gains) from other property
owned. This ratio was negatively impacted by an increase in operating
expenses for 2015 and 2016 and the decline in net interest income for
2015. Net recoveries positively impacted the net (charge-offs)
recoveries ratio for all three years presented. See Allowance for Loan
Losses, Net Interest Income, Noninterest Income, and Noninterest
Expenses sections for further discussion.

Interest Income

Total interest income for the year ended December 31, 2016 was
$780.2 million, an increase of $77.1 million, as compared to the same
period of 2015. Total interest income for 2015 was $703.1 million, an
increase of $9.3 million, as compared to the same period of 2014. The
increases in interest income in both 2016 and 2015 were primarily due
to higher earning asset balances. Higher earning asset yields also
contributed to the increase in 2016. The average yield on interest
earning assets increased 11 basis points from 2015 to 2016 and
decreased 6 basis points from 2014 to 2015.

The following table illustrates the impact of volume and yield changes on interest income:

Net Change in Interest Income Year Ended December 31,
(dollars in thousands) 2016-2015 2015-2014
Current year increase (decrease) in average earning assets $ 1,879,926 $ 1,018,983
Prior year average yield 2.46% 2.52%
Interest income variance attributed to change in volume 46,322 25,693
Current year average earning assets 30,416,055 28,536,129
Current year increase (decrease) in average yield 0.11% (0.06)%
Interest income variance attributed to change in yield 30,739 (16,374)
Net change in interest income $ 77,061 $ 9,319

Interest Expense

Total interest expense for the year ended December 31, 2016 was $315.2 million, an increase of $66.1 million, as compared to the same period of 2015.
Total interest expense for the year ended December 31, 2015 was $249.1 million, an increase of $39.5 million, as compared to the same period of 2014.
The increases in both 2016 and 2015 were primarily due to higher rates paid on System debt obligations.

The following table illustrates the impact of volume and rate changes on interest expense:

Net Change in Interest Expense Year Ended December 31,
(dollars in thousands) 2016-2015 2015-2014
Current year increase (decrease) in average interest-bearing liabilities $ 2,067,480 $ 1,042,223
Prior year average rate 0.93% 0.81%
Interest expense variance attributed to change in volume 19,156 8,455
Current year average interest-bearing liabilities 28,949,734 26,882,254
Current year increase (decrease) in average rate 0.16% 0.12%
Interest expense variance attributed to change in rate 46,962 30,995

Net change in interest expense

Net Interest Income

$ 66,118 $ 39,450

Net interest income increased from 2015 to 2016 and decreased from 2014 to 2015, as illustrated by the following table:

AgFirst Analysis of Net Interest Income

Year Ended December 31,

(dollars in thousands) 2016 2015 2014
Avg. Avg. Avg. Avg. Avg. Avg.
Balance Interest Yield Balance Interest Yield Balance Interest Yield
Loans $ 22320250 $ 655393 2.94% $ 20,907,648 $ 588,823 2.82% $ 20,196,691 $ 566,546 2.81%
Cash & investments 8,095,805 124,809 1.54 7,628,481 114,318 1.50 7,320,455 127,276 1.74
Total earning assets 30,416,055 780,202 2.57 28,536,129 703,141 2.46 27,517,146 693,822 2.52
Interest-bearing liabilities 28,949,734 (315,198) 1.09 26,882,254 (249,080) 0.93 25,840,031 (209,630) 0.81
Spread 1.48 1.53 1.71
Impact of capital $ 1,466,321 0.05 $ 1,653,875 0.06 $ 1,677,115 0.05
Net Interest Income (NII) &
NII to average earning assets $ 465,004 1.53% $ 454,061 1.59% $ 484,192 1.76%

Net interest income for the year ended December 31, 2016 was $465.0
million compared to $454.1 million for the same period of 2015, an
increase of $10.9 million or 2.41 percent. The net interest margin,
which is net interest income as a percentage of average earning assets,
was 1.53 percent and 1.59 percent in the current year and previous year,
respectively, a decrease of 6 basis points. The decline in the net interest
margin resulted from higher average balances of interest-earning assets
and higher rates paid on interest-bearing liabilities.

During 2016, 2015, and 2014, the Bank called debt totaling $16.597
billion, $8.565 billion, and $7.017 billion, respectively, and was able to
lower the cost of funds. Over time, as interest rates change and as

assets prepay or reprice, the positive impact on the net interest margin
that the Bank has experienced over the last several years from calling
debt will continue to diminish.

Provision for Loan Losses

AgFirst measures risks inherent in its portfolio on an ongoing basis
and, as necessary, recognizes provision for loan loss expense so that
appropriate reserves for loan losses are maintained. Loan loss
provision was a net reversal of $5.3 million, $3.2 million, and $8.5
million for the years ended December 31, 2016, 2015, and 2014,
respectively. The $5.3 million in net reversals of loan loss expense for
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Managements Discussion & Analysis of Financial Condition & Results of Operations (continued)

the year ended December 31, 2016 consisted of $6.0 million of
reversals related to reserves for specific credits, offset by $685
thousand of provision expense related to general reserves. Total net
provision reversals for 2016 primarily related to borrowers in the other
real estate ($4.8 million) and tree fruits and nuts ($1.7 million)
segments, partially offset by provision expense in the rural home loan
($1.0 million) segment.

The net provision reversals in 2016 and 2015 resulted primarily from a
reduction in the overall level of problem assets. See the Allowance for
Loan Losses section above and Note 3, Loans and Allowance for Loan
Losses, in the Notes to the Financial Statements for further
information.

Noninterest Income
Noninterest income for each of the three years ended December 31 is shown in the following table:

Increase (Decrease)

Noninterest Income For the Year Ended December 31, 2016/ 2015/
(dollars in thousands) 2016 2015 2014 2015 2014
Loan fees $ 8,963 $ 8,252 $ 9,063 $ 711 $ (811)
Building lease income 3,516 3,473 3,311 43 162
Net impairment losses (14,947) (1,658) (1,452) (13,289) (206)
Gains (losses) on investments, net 23,822 1,126 53 22,696 1,073
Gains (losses) on called debt (29,900) (12,330) (7,724) (17,570) (4,606)
Gains (losses) on other transactions 419 (114) (16) 533 (98)
Other noninterest income 11,523 7,890 7,309 3,633 581
Total noninterest income $ 3,396 6,639 $ 10,544 $  (3,243) $  (3,905)

Total noninterest income decreased $3.2 million from 2015 to 2016
primarily due to higher called debt and impairment losses, partially
offset by higher investment gains. Total noninterest income decreased
$3.9 million from 2014 to 2015 primarily due to increased losses on
called debt. See below for further discussion of significant variances in
total noninterest income.

Loan fees increased $711 thousand and decreased $811 thousand for
the years ended December 31, 2016 and 2015, respectively, compared
to the prior years. For 2016, the increase was primarily due to a $607
thousand increase in fee income from the participation loan portfolio,
primarily related to commitment and letter of credit fees. Competitive
capital market conditions resulted in a decline of $1.1 million in 2015
fee income from the participation loan portfolio, primarily due to lower
fee income on commitments and letters of credit.

The net impairment losses on investments for all three years were due
to the recognition of credit related other-than-temporary impairment on
primarily asset-backed and non-agency CMO securities in the Bank’s
investment portfolio. The $13.3 million higher impairment losses for
2016 resulted from the Bank’s sale of all of its ineligible available-for-
sale investment securities in August, 2016. These securities totaled
$129.4 million and an additional $13.2 million in impairment losses
was recognized as a result of the sale. Also, $1.7 million in impairment
losses was recorded during the first quarter of 2016 on four non-agency
CMO securities. See the Cash, Cash Equivalents and Investments
section and Note 4, Investments, in the Notes to the Financial
Statements for further information.

Gains on investments during 2016, 2015 and 2014 were the result of
normal investment activities related to managing the composition and
overall size of the investment portfolio. Gains on investments totaled
$23.8 million, $1.1 million and $53 thousand for the years ended
December 31, 2016, 2015 and 2014, respectively. Gains of $23.2
million were recognized in August, 2016 on the sale of the Bank’s
ineligible available-for-sale securities which totaled $129.4 million as
discussed above and elsewhere in this report. These transactions
benefitted the Bank by eliminating future costs related to third party
impairment modeling, and reducing FCSIC premium and safekeeping
expenses. In March, 2016, the Bank sold agency mortgage-backed
securities totaling $15.0 million which resulted in gains totaling $620
thousand. These transactions benefitted the Bank by reducing carrying
costs and improving liquidity. See the Cash, Cash Equivalents and
Investments section above and Note 4, Investments, in the Notes to the
Financial Statements for further information.

2016 AgFirst Farm Credit Bank Annual Report

Losses on called debt increased $17.6 million and $4.6 million for the
years ended December 31, 2016 and 2015, respectively. Debt issuance
expense is amortized over the life of the underlying debt security.
When debt securities are called prior to maturity, any unamortized
issuance cost is expensed. Call options were exercised on bonds
totaling $16.597 billion in 2016, $8.565 billion in 2015, and $7.017
billion in 2014. Debt is called to take advantage of favorable market
interest rate changes. The amount of debt issuance cost expensed is
dependent upon both the volume and remaining maturity of the debt
when called. Losses on called debt are more than offset by interest
expense savings realized as called debt is replaced by new debt issued
at a lower rate of interest.

Gains on other transactions increased $533 thousand for the year ended
December 31, 2016. The increase resulted primarily from a decrease of
$694 thousand in reserve expense for unfunded commitments and an
increase of $465 thousand in gains on certain retirement plan trust
assets. Changes in the reserve for unfunded commitments resulted from
fluctuations in both the balance and composition of unfunded
commitments. These increases were partially offset by an increase of
$669 thousand in impairment losses on fixed assets resulting from the
termination of a software contract.

For the years ended December 31, 2016 and 2015, other noninterest
income increased $3.6 million and $581 thousand, respectively. The
increase in both years was due primarily to increases in patronage
received from other Farm Credit institutions of $2.6 million in 2016
and $811 thousand in 2015. Higher income from services provided to
associations of $544 thousand and forfeited earnest money on the sale
of OPO properties of $421 thousand also contributed to the increase in
2016.



Noninterest Expenses

Noninterest expenses for each of the three years ended December 31 are shown in the following table:

Increase/(Decrease)

Noninterest Expenses For the Year Ended December 31, 2016/ 2015/
(dollars in thousands) 2016 2015 2014 2015 2014
Salaries and employee benefits $ 59,232 $ 56,616 $ 54,947 $ 2,616 $ 1,669
Occupancy and equipment 22,098 20,633 20,360 1,465 273
Insurance Fund premiums 16,229 11,677 9,484 4,552 2,193
Other operating expenses 36,212 37,788 38,455 (1,576) (667)
Losses (gains) from other property owned (2,051) 335 (408) (2,386) 743
Total noninterest expenses $ 131,720 $ 127,049 $ 122,838 $ 4,671 $ 4211

Total noninterest expenses increased $4.7 million and $4.2 million
from 2015 to 2016 and from 2014 to 2015, respectively. The increase
in 2016 was primarily due to an increase in Insurance Fund premiums.
In 2015, the increase was due to increases in Insurance Fund premiums
and salaries and employee benefits. See below for further discussion of
significant variances in total noninterest expenses.

Salaries and employee benefits increased $2.6 million and $1.7 million
for the years ended December 31, 2016 and 2015, respectively. The
increases in 2016 and 2015 resulted primarily from increases of $2.5
and $1.5 million, respectively, in salaries and incentives due mainly to
normal salary administration. See further discussion of employee
benefits in Note 9, Employee Benefit Plans, in the Notes to the
Financial Statements.

Occupancy and equipment expense increased $1.5 million for the year
ended December 31, 2016 compared to the prior year. The increase
resulted primarily from accelerated amortization recorded in 2016 for a
software license as a result of a contract termination. Building lease
income offset a portion of these expenses for all three years. See
Noninterest Income section for additional information.

Insurance Fund premiums increased $4.6 million and $2.2 million for
the years ended December 31, 2016 and 2015, respectively, compared
to the prior years. This increase resulted primarily from an increase in
the base annual premium rate and a change in the composition of the
Bank’s investment portfolio. The base annual premium rate was
increased to 16 basis points in the first half of 2016 and to 18 basis
points in the second half of 2016 from 13 basis points in 2015 and 12
basis points in 2014. The FCSIC Board makes premium rate
adjustments, as necessary, to maintain the secure base amount which is
based upon insured debt outstanding at System banks. Beginning in
2015, the Bank’s investment portfolio reflected a reduction in federally
guaranteed investments and an increase in GSE guaranteed and other
investments compared to 2014, resulting in less of the investment
portfolio balance excluded from the insurance premium calculation.
Insurance fund premiums decreased to 15 basis points effective
January 1, 2017.

Other operating expenses decreased $1.6 million and $667 thousand in
2016 and 2015, respectively. The decrease in 2016 was primarily due
to a $2.3 million decrease in professional fees as result of a delay in
certain bank projects. Also contributing to the decrease was the
negotiated termination of a vendor’s contract which resulted in the
reversal in 2016 of $507 thousand of expenses accrued in prior periods.
These decreases were partially offset by a $738 thousand increase in
Correspondent Lending expenses, primarily servicing fees. The
decrease in 2015 resulted primarily from a $1.0 million decrease in
Correspondent Lending