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Farm Credit of Southwest Kansas, ACA

Five-Year Summary of Selected Consolidated Financial Data

(Dollars in Thousands)

December 31

2008 2007 2006 2005 2004

Statement of Condition Data
Loans $ 492474 $ 403,750 $ 399,553 $ 394,631 $ 395,542
Less allowance for loan losses 1,976 2,457 1,497 2,926 2,190

Net loans 490,498 401,293 398,056 391,705 393,352
Investment in U.S. AgBank, FCB 17,705 17,705 17,705 16,797 15,981
Other property owned 2,750 2,750 2,519 - 174
Other assets 15,977 21,769 17,686 14,922 12,753

Total assets $ 526,930 $ 443517 $ 435966 $ 423,424 $ 422,260
Obligations with maturities of one year or less $ 16,202 $ 16,654 $ 10,208 $ 8,959 $ 10,137
Obligations with maturities longer than one year 392,021 312,990 316,546 312,422 311,768

Total liabilities 408,223 329,644 326,754 321,381 321,905
Protected borrower stock 74 89 92 102 124
Capital stock 1,083 1,085 1,138 1,575 1,606
Unallocated retained earnings 117,525 112,627 107,982 100,366 98,625
Accumulated other comprehensive income 25 72 - - -

Total shareholders' equity 118,707 113,873 109,212 102,043 100,355

Total liabilities and shareholders' equity $ 526,930 $ 443517 $ 435966 $ 423,424 $ 422,260

For the Year Ended December 31
2008 2007 2006 2005 2004

Statement of Income Data
Net interest income $ 12,153 $ 12688 $ 11,886 $ 11,386 $ 11,633
Patronage distribution from U.S. AgBank, FCB 2,441 3,060 2,996 2,552 1,681
(Loan loss reversal)/Provision for loan losses (481) 521 (2,686) 4,181 (12,117)
Noninterest expense, net 5,638 5,365 5,876 5,201 5,544
Provision for income taxes 43 217 76 65 589

Net income $ 9,394 $ 9,645 $ 11,616 $ 4491 $ 19,298
Key Financial Ratios
For the Year
Return on average assets 1.96% 2.18% 2.70% 1.06% 4.72%
Return on average shareholders' equity 7.86% 8.43% 11.00% 4.44% 20.98%
Net interest income as a percentage

of average earning assets 2.74% 3.13% 2.96% 2.88% 2.99%
Net (recoveries)/charge-offs as a percentage

of average net loans - (0.11%) (0.32%) 0.88% (0.02%)
At Year End
Shareholders' equity as a percentage of total assets 22.53% 25.68% 25.05% 24.10% 23.77%
Debt as a ratio to shareholders' equity 3.44:1 2.89:1 2.99:1 3.15:1 3.21:1
Allowance for loan losses as a percentage of loans 0.40% 0.61% 0.37% 0.74% 0.55%
Permanent capital ratio 21.64% 25.62% 23.47% 22.19% 20.31%
Core surplus ratio 19.47% 22.46% 21.27% 20.01% 18.15%
Total surplus ratio 21.44% 25.38% 23.21% 21.83% 19.91%

Net Income Distribution

Cash patronage distributions paid $ 5000 $ 4000 $ 2,750 $ 2,500 $ 1,500
Patronage distributions payable $ 4500 $ 5000 $ 4000 $ 2,750 $ 2,500
Other

Loans serviced for U.S. AgBank, FCB $ 79 $ 80 $ 155 $ 179 $ 223
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ManaGEMENT’s Discussion AND ANALYSIS

(Dollars in thousands, except as noted)
INTRODUCTION

The following discussion summarizes the financial position and results of operations of Farm Credit of Southwest
Kansas, ACA for the year ended December 31, 2008. Comparisons to prior years are included. We have
emphasized material known trends, commitments, events, or uncertainties that have impacted, or are reasonably
likely to impact our financial condition and results of operations. You should read these comments along with the
accompanying financial statements, footnotes and other sections of this report. The accompanying financial
statements were prepared under the oversight of our Audit Committee. The Management’s Discussion and Analysis
includes the following sections:

Business Overview
Economic Overview

Loan Portfolio

Credit Risk Management
Results of Operations
Liquidity

e Capital Resources

e Regulatory Matters

e Governance

e Forward-Looking Information
e  Critical Accounting Policies and Estimates
e  Customer Privacy

Our quarterly reports to shareholders are available approximately 40 days after the calendar quarter end and annual
reports are available approximately 75 days after the calendar year end. The reports may be obtained free of charge
on our website, www.farmcreditconnect.com, or upon request. We are located at 1606 East Kansas Avenue, Garden
City, Kansas 67846 or may be contacted by calling (620) 275-4281.

BUSINESS OVERVIEW

Farm Credit System Structure and Mission

We are one of the more than 90 associations in the Farm Credit System (System), which was created by Congress in
1916 and has served agricultural producers for over 90 years. The System mission is to provide sound and
dependable credit to American farmers, ranchers, and producers or harvesters of aquatic products and farm-related
businesses through a member-owned cooperative system. This is done by making loans and providing financial
services. Through its commitment and dedication to agriculture, the System continues to have the largest portfolio of
agricultural loans of any lender in the United States. The Farm Credit Administration (FCA) is the System’s
independent safety and soundness federal regulator and was established to supervise, examine and regulate System
institutions.

Our Structure and Focus

As a cooperative, we are owned by the members we serve. The territory served extends across a diverse agricultural
region of southwestern Kansas. The counties in our territory are listed in Note 1 of the accompanying financial
statements. We make production and intermediate-term loans for agricultural production or operating purposes and
long-term real estate mortgage loans to farmers, ranchers, rural residents and agribusinesses. Additionally, we
provide other related services to our borrowers. Our success begins with our extensive agricultural experience and
knowledge of the market and is dependent on the level of satisfaction we can provide to our borrowers.

We obtain the funding for our lending and operations from U.S. AgBank, FCB (AgBank). AgBank is a cooperative of
which we are a member. AgBank, its related associations, and AgVantis, Inc. (AgVantis) are referred to as the
District. We are materially affected by AgBank’s financial condition and results of operations. The U.S. AgBank and
U.S. AgBank District quarterly and annual reports are available on AgBank’s website, www.usagbank.com, or may be
obtained at no charge by calling (800) 322-9880. Annual reports are available within 75 days after year end and
quarterly reports are available within 40 days after the calendar quarter end.
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We purchase technology and other operational services from AgVantis, which is a technology service corporation.
Our current Services Agreement with AgVantis expires on January 1, 2010. We are a shareholder in AgVantis, along
with all other AgVantis customers. Beginning in 2008, Farm Credit Foundations, a human resource service provider
for a number of Farm Credit institutions, provided our payroll and human resource services.

ECONOMIC OVERVIEW

In general, agriculture has continued to experience a long period of favorable economic conditions with record farm
income forecasted for 2008 due to favorable commodity prices. Agriculture, however, remains a cyclical business,
and agricultural economic conditions may be less favorable in the future. Specifically, high energy and fertilizer costs,
higher feed costs, labor costs and availability, water costs and availability, adverse weather conditions and
commodity price volatility can negatively impact the profitability of agricultural producers. Financial adversity for our
customers would be reflected in our future credit quality measures and financial performance results.

Recent economic events have created substantial turmoil in the financial sector and uncertainty in the credit markets.
This has resulted in failures, such as the bankruptcy of Lehman Brothers, and a government conservatorship of two
housing government sponsored enterprises (GSEs), Fannie Mae and Freddie Mac. Although the Farm Credit
System is also a GSE, our charter is significantly different from that of the housing GSEs as our primary business is
to serve the credit needs of agriculture and rural America. Further, as a cooperative, we are owned by our
customers, which is a substantially different structure than the housing GSEs. Although the volatile financial market
environment has negatively impacted our cost of funding as funding spreads have increased, we have been able to
fund loans to our farmer and rancher customers in response to loan demand.

During 2008, economic conditions for agriculture in our region remained generally strong. Crop yields were average
with poorer yields in specific areas still suffering from drought. Grain prices were very high at the beginning of the
year, moderating in later months, but still remaining at a respectable level. Input costs soared during the early part of
the year but have softened somewhat due to falling oil prices. Dairies with good management and improved
efficiencies in place were rewarded with good returns. With future milk prices projected to be lower, the dairy industry
may see a challenging year ahead. Again this year, the market conditions for cattlemen have been mixed through
the supply chain. Cow/calf producers have experienced good returns due to higher cattle prices; however, returns on
fat cattle have been below normal due to high feed costs. Land values have continued to strengthen by
approximately 10% to 12% throughout 2008.

LOAN PORTFOLIO

Total loan volume was $492,474 at December 31, 2008, an increase of $88,724, or 21.97%, from loans at December
31, 2007 of $403,750, and $92,921, or 23.26%, from loans at December 31, 2006 of $399,553. The increase in loans
was due to an overall increase in loan demand in addition to an increase in participations purchased for
diversification. The types of loans outstanding at December 31 are reflected in the following table.

2008 2007 2006

Volume Percent Volume Percent Volume Percent

Real estate mortgage $ 261,246 53.05% $ 225,401 55.83% $ 225,810 56.51%

Production and intermediate-term 181,567 36.87% 142,206 35.22% 147,620 36.95%
Agribusiness:

Loans to cooperatives 1,008 0.20% 2,662 0.66% 4,984 1.25%

Process and marketing 44,724 9.08% 28,568 7.08% 12,137 3.04%

Farm related business 3,530 0.72% 4,501 1.11% 8,772 2.19%

Rural residential real estate 399 0.08% 412 0.10% 230 0.06%

Total $ 492,474 100.00% $ 403,750 100.00% $ 399,553 100.00%

In 2008, real estate mortgage volume increased to $261,246, compared with $225,401 at year-end 2007. These
long-term mortgage loans are primarily used to purchase, refinance or improve real estate. These loans have
maturities ranging from 5 to 40 years. Real estate mortgage loans are also made to rural homeowners. By law, a
real estate mortgage loan must be secured by a first lien and may only be made in an amount up to 85% of the
original appraised value of the property, or up to 97% of appraised value, if the loan is guaranteed by certain state,
federal, or other governmental agencies. Refer to Note 3 of the Notes to the Consolidated Financial Statements for
more detail.

The production and intermediate-term volume increased 27.68% to $181,567 compared with 2007 loan volume of
$142,206. Production loans are used to finance the ongoing operating needs of agricultural producers. Production
loans generally match the borrower’s normal production and marketing cycle, which is typically 12 months.
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Intermediate-term loans are typically used to finance depreciable capital assets of a farm or ranch. Intermediate-term
loans are written for a specific term, 1 to 15 years, with most loans being less than 10 years.

Increases were also noted in agribusiness volume, where the majority of loan volume was purchased interests in
loans.

Portfolio Diversification

While we make loans and provide financially related services to qualified borrowers in agricultural and rural sectors
and to certain related entities, our loan portfolio is diversified by participations purchased and sold, geographic
locations served and commodities financed, as illustrated in the following three tables.

We purchase participation interests in loans from other System and non-System entities to generate additional
earnings and diversify risk related to existing commodities financed and our geographic area served. In addition, we
sell a portion of certain large loans to other System and non-System entities to reduce risk and comply with lending
limits we have established. The volume of participations purchased and sold as of December 31 follows.

2008 2007 2006
Participations purchased $ 145,449 $ 105,255 $ 103,699
Participations sold $ 68,175 $ 49,712 $ 47,315

The geographic distribution of loans by county at December 31 follows. As previously mentioned we purchase loans
outside our territory. These participations purchased are included in Other in the following table.

2008 2007 2006

Finney 12.38% 13.11% 13.64%
Hamilton 9.89% 8.43% 7.45%
Ford 5.67% 4.94% 5.10%
Stanton 5.48% 7.90% 8.72%
Gray 5.18% 5.91% 5.15%
Grant 4.60% 4.96% 4.67%
Stevens 4.57% 5.11% 5.36%
Greeley 3.86% 4.09% 4.30%
Seward 3.56% 3.85% 3.24%
Scott 3.33% 3.00% 3.42%
Wichita 2.91% 3.52% 3.75%
Kearny 2.65% 3.69% 2.76%
Morton 2.31% 2.61% 3.07%
Meade 1.77% 1.89% 1.82%
Haskell 1.74% 1.55% 1.64%
Clark 1.33% 1.20% 1.38%
Lane 0.65% 0.39% 0.24%
Other 28.12% 23.85% 24.29%

Total 100.00% 100.00% 100.00%

We are party to a Territorial Approval Agreement (Agreement) with other associations in the states of Oklahoma,
Colorado, Kansas and New Mexico. The Agreement eliminates territorial restrictions and allows associations that are
a party to the Agreement to make loans in any other association’s territory regardless of a borrower’s place of
residence, location of operations, location of loan security or location of a headquarters. This Agreement can be
terminated upon the earlier to occur of:

1) the time when all but one association has withdrawn as a party to the Agreement; or
2) December 31, 2025, or
3) when requested by FCA.

Commodity and industry categories are based on the Standard Industrial Classification System (SIC) published by
the federal government. This system is used to assign commodity or industry categories based on the primary
business of the customer. A primary business category is assigned when the commodity or industry accounts for
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50% or more of the total value of sales for its products; however, generally a large percentage of agricultural
operations include more than one commodity. The following table shows the primary agricultural commodities
produced by our borrowers as of December 31.

2008 2007 2006

Cash grains 46.10% 47.72% 42.09%
Cattle 24.83% 24.88% 29.63%
Dairy 15.71% 15.44% 15.04%
Ethanol 5.34% 3.31% 1.17%
Hay crops 2.00% 2.58% 2.34%
Other 6.02% 6.07% 9.73%

Total 100.00% 100.00% 100.00%

Our loan portfolio contains a concentration of cash grain and cattle producers. Repayment ability of our borrowers is
closely related to the production and profitability of the commodities they raise. If a loan fails to perform, restructuring
and/or other servicing alternatives are influenced by the underlying value of the collateral which is impacted by
industry economics. While we are committed to maintaining sound credit quality, our future performance would be
negatively impacted by adverse agricultural conditions. The degree of the adverse impact would be correlated to the
commodities impacted and the magnitude and duration of the adverse agricultural conditions to our borrowers.

Small loans (less than $250 thousand) accounted for 25.34% of loan volume at December 31, 2008. Credit risk on
small loans, in many instances, is reduced by non-farm income sources. The table below details the loan principal by
dollar size.

December 31, 2008 December 31, 2007

(Range in thousands) | Amount outstanding | Number of loans Amount outstanding Number of loans
$1 - $250 $ 124,781 1,676 $ 115,459 1,599
$251 - $500 59,080 172 54,195 158
$501 - $1,000 61,865 89 60,896 85
$1,001 - $5,000 187,636 82 131,830 59
$5,001 - $25,000 59,112 8 41,370 5

Total $ 492,474 2,027 $ 403,750 1,906

Approximately 18% of our loan volume is attributable to 10 borrowers. The loss of any of these loans or the failure of
any of these loans to perform would adversely affect the portfolio and our future operating results.

Credit Commitments

We may participate in financial instruments with off-balance-sheet risk to satisfy the financing needs of our borrowers
and to manage our exposure to interest rate risk. These financial instruments include commitments to extend credit.
The instruments involve, to varying degrees, elements of credit risk in excess of the amount recognized in our
consolidated financial statements. Commitments to extend credit are agreements to lend to a borrower as long as

there is not a violation of any condition established in the contract. Commitments and letters of credit generally have
fixed expiration dates or other termination clauses and may require payment of a fee by the borrower. The following
table summarizes the maturity distribution of unfunded credit commitments on loans at December 31, 2008.

Less than Over 5
1 year 1-3years | 3-5years years Total
Commitments to extend credit $142,291 $ 22,543 $ 2,680 $ 5,749 $173,263
Standby letters of credit 2,014 6 - - 2,020
Total commitments $144,305 $ 22,549 $ 2,680 $ 5,749 $175,283

Since many of these commitments are expected to expire without being drawn upon, the total commitments do not
necessarily represent future cash requirements. However, these credit-related financial instruments have off-
balance-sheet credit risk because their contractual amounts are not reflected on the Consolidated Statement of
Condition until funded or drawn upon. The credit risk associated with issuing commitments and letters of credit is
substantially the same as that involved in extending loans to borrowers and we apply the same credit policies to
these commitments. The amount of collateral obtained, if deemed necessary upon extension of credit, is based on
our credit evaluation of the borrower. No material losses are anticipated as a result of these credit commitments.
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Nonperforming loan volume is comprised of nonaccrual, restructured, and loans 90 days past due still accruing
interest and are referred to as impaired loans. High risk assets consist of impaired loans and other property owned.
Year-end comparative information regarding high risk assets in the portfolio, including accrued interest, follows:

2008 2007 2006
Nonaccrual loans:
Real estate mortgage $ 82 $ 5 $ 1,181
Production and intermediate-term - - 531
Total nonaccrual loans 82 5 1,712
Accruing restructured loans:
Real estate mortgage — — 92
Total impaired loans 82 5 1,804
Other property owned 2,750 2,750 2,519
Total high risk assets $ 2,832 $ 2,755 $ 4,323
Nonaccrual loans to total loans 0.02% - 0.43%
Impaired loans to total loans 0.02% - 0.45%
High risk assets to total loans 0.58% 0.68% 1.08%
High risk assets to total shareholders’ equity 2.39% 2.42% 3.96%

We had no loans classified as 90 days past due still accruing interest.

Nonaccrual loans represent all loans where there is a reasonable doubt as to collection of principal and/or interest.
Nonaccrual volume increased $77 compared with December 31, 2007 due to the transfer of two loans to nonaccrual

status. The following table provides additional information on nonaccrual loans as of December 31.

2008

2007

2006

Nonaccrual loans current as to principal and interest
Cash basis nonaccrual loans

$
$

82

$
$

5

$
$

1,508
12

For the years presented, we had no restructured loans in nonaccrual status.

High risk asset volume is anticipated to increase in the future due to the uncertainty of market conditions and

agricultural economic conditions in general.

Other property owned is real or personal property that has been acquired through foreclosure, deed in lieu of
foreclosure or other means. We had other property owned of $2,750 at December 31, 2008 and 2007, and $2,519 at

December 31, 2006.

Credit Quality

We review the credit quality of the loan portfolio on an on-going basis as part of our risk management practices.
Each loan is classified according to the Uniform Classification System (UCS), which is used by all Farm Credit

System institutions. Below are the classification definitions.

e Acceptable — Assets are expected to be fully collectible and represent the highest quality.

e  Other Assets Especially Mentioned (OAEM) — Assets are currently collectible but exhibit some potential

weakness.

e Substandard — Assets exhibit some serious weakness in repayment capacity, equity, and/or collateral

pledged on the loan.

e  Doubtful — Assets exhibit similar weaknesses to substandard assets. However, doubtful assets have
additional weaknesses in existing facts that make collection in full highly questionable.

e Loss — Assets are considered uncollectible.
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The following table presents statistics related to the credit quality of the loan portfolio, including accrued interest,

classified under the UCS at December 31.

2008 2007 2006
Acceptable 92.95% 87.71% 88.13%
OAEM 3.63% 7.71% 7.12%
Substandard 3.42% 4.58% 4.75%
Total 100.00% 100.00% 100.00%

During 2008, overall credit quality improved. Loans classified as “Acceptable” and “OAEM” were 96.58% at
December 31, 2008 and 95.42% at December 31, 2007. We had no loans classified as Doubtful or Loss for the
years presented. Loan delinquencies (accruing loans 30 days or more past due) as a percentage of accruing
loans decreased and remained at a low level of 0.59% at December 31, 2008, compared with 0.90% at
December 31, 2007. The financial position of most agricultural producers has strengthened during the past
decade. With borrowers’ strong financial positions and the continued emphasis on sound underwriting standards,
the credit quality of our loan portfolio remains strong. Agriculture remains a cyclical business that is heavily
influenced by production, operating costs and commaodity prices. While credit quality is anticipated to remain
sound in 2009, we expect that less favorable economic conditions and less government support programs could

lead to future weakening in the loan portfolio to a level more consistent with historical averages.

Allowance for Loan Losses

We maintain an allowance for loan losses at a level consistent with the probable losses identified by

management. The allowance for loan losses at each period end was considered to be adequate to absorb
probable losses existing in the loan portfolio. Because the allowance for loan losses considers factors such as
current agricultural and economic conditions, loss experience, portfolio quality and loan portfolio composition,
there will be a direct impact to the allowance for loan losses and our income statement when there is a change in
any of those factors. The following provides relevant information regarding the allowance for loan losses as of

December 31.

2008 2007 2006
Balance at beginning of year $ 2,457 $ 1,497 $ 2,926
Charge-offs:
Production and intermediate-term - 11 -
Recoveries:
Production and intermediate-term - 2 260
Agribusiness - 448 997
Total recoveries - 450 1,257
Net recoveries - (439) (1,257)
(Loan loss reversal)/Provision for loan losses (481) 521 (2,686)
Balance at December 31 $ 1,976 $ 2,457 $ 1,497
Net recoveries to average net loans - (0.11%) (0.32%)
The following table presents the allowance for loan losses by loan type as of December 31.
2008 2007 2006
Real estate mortgage $ 337 $ 284 $ 267
Production and intermediate-term 1,277 1,817 1,191
Agribusiness 362 356 39
Total $ 1,976 $ 2,457 $ 1,497
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The allowance for loan losses decreased $481 from December 31, 2007, to $1,976 at December 31, 2008. The
decrease in allowance for loan losses was due to loan loss reversals totaling $481 that were recorded due to overall
improvement in credit quality of the portfolio. There were no net charge-offs or recoveries recorded during 2008.
Comparative allowance for loan losses coverage as a percentage of loans and certain other credit quality indicators
as of December 31 is shown in the following table.

2008 2007 2006
Allowance as a percentage of:
Loans 0.40% 0.61% 0.37%
Impaired loans 2,409.76% 49,140.00% 82.98%
Nonaccrual loans 2,409.76% 49,140.00% 87.44%

Young, Beginning and Small Farmers and Ranchers Program

As part of the Farm Credit System, we are committed to providing sound and constructive credit and related services
to young, beginning and small (YBS) farmers and ranchers. As a key part of our Mission Statement to be the
“Agricultural lender of choice for farmers, ranchers and agricultural firms in Southwest Kansas” we are, “Helping to
develop agriculture and the rural economy further through Young, Beginning and Small Farmer lending.” The FCA
regulatory definitions for YBS farmers and ranchers are shown below.

e Young Farmer: A farmer, rancher, or producer or harvester of aquatic products who was age 35 or younger
as of the date the loan was originally made.

e Beginning Farmer: A farmer, rancher, or producer or harvester of aquatic products who had 10 years or less
farming or ranching experience as of the date the loan was originally made.

e Small Farmer: A farmer, rancher, or producer or harvester of aquatic products who normally generated less
than $250 thousand in annual gross sales of agricultural or aquatic products at the date the loan was
originally made.

The following table outlines our percentage of YBS loans as a percentage of our loan portfolio (by number) as of
December 31. The USDA column represents the percent of farmers and ranchers classified as YBS within our
territory per the 2002 USDA Agricultural Census, which is the most current data available. A loan may be included in
more than one category.

USDA 2008 2007 2006
Young 7.05% 15.40% 15.46% 16.22%
Beginning 22.19% 16.71% 15.97% 15.14%
Small 84.04% 38.74% 41.56% 45.69%

We establish annual marketing goals to increase market share of loans to YBS farmers and ranchers. Our goals are
as follows:

o Offer related services either directly or in coordination with others that are responsive to the needs of YBS
farmers and ranchers in our territory;

o Take full advantage of opportunities for coordinating credit and services offered with other system
institutions in the territory and other governmental and private sources of credit who offer credit and services
to those who qualify as YBS farmers and ranchers in our territory; and,

o Implement effective outreach programs to attract YBS farmers and ranchers.

We annually set new targets for YBS borrowers measured numerically and in total volume (measured by loan
commitments). For 2008 projected targets and actual results for YBS new loan numbers and volume are reflected in
the chart below.

New Loans Projected Number | Actual Number Projected Volume Actual Volume
Young 20 35 $ 2,100 $ 5,323
Beginning 23 42 1,800 6,002
Small 41 63 4,200 7,331
Totals 84 140 $ 8,100 $ 18,656
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The following targets have been set for YBS new loans for 2009:

New Loans Projected Number Projected Volume
Young 20 $ 2,000
Beginning 25 2,225
Small 40 4,250
Totals 85 $ 8,475

We also participate with other commercial lenders and System institutions on loans to borrowers who would meet one
or any combination of the YBS criterion.

Quatrterly reports are provided to our Board of Directors detailing the number, volume and credit quality of our YBS
customers. We have developed quantitative targets to monitor our progress, which include:

e Loan volume and loan number goals for YBS farmers and ranchers in our territory;
e Percentage goals representative of the demographics of YBS farmers and ranchers in our territory; and
e Percentage goals for loans made to new borrowers qualifying as YBS farmers and ranchers in our territory.

We extensively market our lending territory for YBS Borrowers though radio advertising, 4-H and FFA sponsorships,
scholarships and loans for project animals, contacts with the Ag-Departments in the three area community colleges
and area county fairs, premium sales, high school activities, personal loan officer contacts, etc. Brochures regarding
our YBS Program are also located in each Branch office and distributed throughout the lending territory at local
dealerships, Farm Service Agency (FSA) offices, extension offices, realtor offices, etc. We also sponsor statewide
activities in conjunction with other Farm Credit offices such as Women Managing the Farm Seminars, 4-H Key
Awards, Kansas Livestock Association (KLA) Field Days, KLA Breakfast and Cowboy College at their annual meeting
and Fort Hays State Scholarships.

Finally, we offer special interest rates, terms and conditions incentives on our lending products to assist qualifying
YBS borrowers. However, we ensure that credit and services offered to our YBS farmers and ranchers are provided
in a safe and sound manner and within our and the YBS Borrower’s risk-bearing capacity. We utilize loan
underwriting standards, loan guarantee programs, breaks on fees/ loan charges and etc. to accomplish this goal.
Additionally, we are actively involved in developing and sponsoring educational opportunities, leadership training,
business financial training and insurance services for YBS farmers and ranchers.

CREDIT RISK MANAGEMENT

Credit risk arises from the potential failure of a borrower to meet repayment obligations that result in a financial loss to
the lender. Credit risk exists in our loan portfolio and also in our unfunded loan commitments and standby letters of
credit. Credit risk is actively managed on an individual and portfolio basis through application of sound lending and
underwriting standards, policies and procedures.

Underwriting standards are developed and utilized to determine an applicant’s operational, financial, and
management resources available for repaying debt within the terms of the note or loan agreement. Underwriting
standards include among other things, an evaluation of:

e character — borrower integrity and credit history;

e capacity — repayment capacity of the borrower based on cash flows from operations or other sources of
income;

e collateral — to protect the lender in the event of default and also serve as a secondary source of loan
repayment;

e capital — ability of the operation to survive unanticipated risks; and,

e conditions — including use of the loan funds, terms, restrictions, etc.

Processes for information gathering, balance sheet and income statement verification, loan analysis, credit approvals,
disbursements of proceeds and subsequent loan servicing actions are established and followed. Underwriting
standards vary by industry and are updated periodically to reflect market and industry conditions.

By regulation, we cannot have loan commitments to one borrower for more than 25% of our permanent capital.
Through lending delegations, AgBank further restricts individual loan size limits to one borrower to 15% of permanent
capital. Within these parameters, we set our own lending limits to manage loan concentration risk. Lending limits are
established for individual loan size, commodity type, special lending programs. We have adopted an individual loan
size maximum of 15% of permanent capital for our highest quality borrowers.
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We have established internal lending delegations to properly control the loan approval process. Delegations to
staff are based on our risk-bearing ability, loan size, complexity, type and risk, as well as the expertise of the
credit staff member. Larger and more complex loans are typically approved by our loan committee with the most

experienced and knowledgeable credit staff serving as members.

The majority of our lending is first mortgage real estate lending which must be secured by a first lien. Production
and intermediate-term lending accounts for most of the remaining volume and is typically secured. Collateral
evaluations are made within FCA and Uniform Standards of Professional Appraisal Practices requirements. All
property is appraised at market value. All collateral evaluations must be performed by a qualified appraiser.
Certain appraisals must be performed by individuals with a state certification or license.

We use a Combined System Risk Model (Model) which is a two-dimensional risk rating system that estimates
each loan’s probability of default and loss given default. The Model uses objective and subjective criteria to
identify inherent strengths, weaknesses, and risks in each loan. The Model is utilized in loan and portfolio
management processes. It is also used in allowance for loan losses estimates, as it contains much more
portfolio granularity, particularly related to acceptable loan classification under the Uniform Classification System
(UCS). The Model's 14-point scale provides for nine acceptable categories, one OAEM category, two
substandard categories, one doubtful category and one loss category. In addition, this Model serves as the basis

for economic capital modeling.

RESULTS OF OPERATIONS

Earnings Summary

In 2008, we recorded net income of $9,394, compared with $9,645 in 2007, and $11,616 in 2006. The decrease
in 2008 was primarily due to a reduction of net interest income and noninterest income and an increase in
noninterest expense partially offset by a decrease in the provision for income taxes. The following table presents

the changes in the significant components of net income from the previous year.

2008 vs. 2007

2007 vs. 2006

Net income, prior year $ 9,645 $ 11,616
Increase/(Decrease) from changes in:
Interest income (2,928) 1,379
Interest expense 2,393 (577)
Net interest income (535) 802
Provision for loan losses 1,002 (3,207)
Noninterest income (287) 496
Noninterest expense (605) 79
Provision for income taxes 174 (141)
Total decrease in net income (251) (1,971)
Net income, current year $ 9,394 $ 9,645

Net Interest Income

Net interest income for 2008 was $12,153 compared with $12,688 for 2007 and $11,886 for 2006. The table
below provides an analysis of the individual components of the change in net interest income during 2008 and

2007.

2008 vs. 2007

2007 vs. 2006

Net interest income, prior year $ 12,688 $ 11,886
Increase/(Decrease) in net interest income from changes in:
Interest rates earned (5,236) 771
Interest rates paid 3,706 (555)
Volume of accruing assets/interest bearing liabilities 986 521
Interest income on nonaccrual loans 9 65
(Decrease)/Increase in net interest income (535) 802
Net interest income, current year $ 12,153 $ 12,688

10




Farm Credit of Southwest Kansas, ACA

The following table illustrates net interest margin and the average interest rates on loans and debt cost and interest

rate spread.

Year Ended December 31

2008 2007 2006
Net interest margin 2.74% 3.13% 2.96%
Interest rate on:
Average loan volume 6.01% 7.29% 7.03%
Average debt 4.14% 5.30% 5.13%
Interest rate spread 1.87% 1.99% 1.90%

The decrease in interest rate spread resulted from a 128 basis point decrease in interest rate on average loan volume
and a 116 basis point decrease in interest rates on average debt. The decrease in net interest margin was due to

lower earnings on own capital.

Provision for Loan Losses/(Loan Loss Reversals)

We review our loan portfolio on a regular basis to determine if any increase through provision for loan losses or
decrease through a loan loss reversal in our allowance for loan losses is necessary based on our assessment of the
probable losses in our loan portfolio. We recorded a net loan loss reversal of $481 in 2008, compared with net
provision for loan losses of $521 in 2007 and a net loan loss reversal of $2,686 in 2006. The loan loss reversal
recorded during 2008 was primarily due to improved credit quality.

Noninterest Income

During 2008, we recorded noninterest income of $3,699, compared with $3,986 in 2007 and $3,490 in 2006.

Patronage distributions from AgBank are our primary source of noninterest income. Beginning January 1, 2007, all
AgBank patronage distributions were paid in cash. The components of the patronage from AgBank are reflected in
the following table for each of the three years ended December 31.

Year Ended December 31

2008 2007 2006
Cash patronage $ 2,441 $ 3,060 $ 2,088
Stock patronage - - 908
Total patronage from AgBank to the Association $ 2,441 $ 3,060 $ 2,996

Noninterest income also includes loan fees, financially related services income and other noninterest income. Loan
fees in 2008 were $310, an increase of $114, from 2007, primarily due to an increase in new loan demand.

Noninterest Expense

Noninterest expense for 2008, increased $605, or 9.62%, to $6,896 compared with 2007. Significant components of

noninterest expense for each of the three years ended December 31 are compared in the following table.

Year Ended December 31
Percent of Change

2008 2007 2006 2008/2007 | 2007/2006

Salaries & employee benefits $ 3,879 $ 3,543 $ 3,583 9.48% (1.12%)
Occupancy & equipment 449 430 384 4.42% 11.98%
Purchased services from AgVantis 392 353 374 11.05% (5.61%)
Supervisory & examination costs 162 169 176 (4.14%) (3.98%)
Other 1,437 1,304 1,371 10.20% (4.89%)
Total operating expense 6,319 5,799 5,888 8.97% (1.51%)
Gains on other property owned, net (74) (118) (119) (37.29%) (0.84%)
Farm Credit Insurance Fund premium 651 610 601 6.72% 1.50%
Total noninterest expense $ 6,896 $ 6,291 $ 6,370 9.62% (1.24%)

For the year ended December 31, 2008, total operating expense increased $520, or 8.97%, compared to the year
ended December 31, 2007. Salaries and employee benefits were higher in 2008 partly due to normal salary
increases and an increase in the number of full time employees. In addition, during 2007, the pension and
postretirement plans were amended, which resulted in the immediate recognition of $99 recorded as a decrease to
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salaries and employee benefits expense. Other operating expenses increased during 2008 by $133 when compared
to 2007. A large portion of this increase was attributable to increases in advertising, travel and other purchased
services expense. Other purchased services expense includes such items as title examination fees, appraisals,
payroll and benefits administration expenses, and attorney fees.

Provision for income taxes

We recorded $43 in provision for income taxes during 2008, compared with $217 in 2007 and $76 in 2006. The
decrease was primarily due to a reduction in income not available to be paid in our patronage program. We operate
as a Subchapter T cooperative for tax purposes and thus may deduct from taxable income certain amounts that are
distributed from net earnings to borrowers. See Note 10 for details.

LIQUIDITY

Liquidity is necessary to meet our financial obligations. Obligations that require liquidity include paying our note with
AgBank, funding loans and other commitments, and funding operations in a cost-effective manner. Our liquidity
policy is intended to manage short-term cash flow, maximize debt reduction and liquidate nonearning assets. Our
direct loan with AgBank, cash on hand and loan repayments provide adequate liquidity to fund our on-going
operations and other commitments. Even with the volatility in the financial markets, we anticipate liquidity levels will
be adequate to meet our obligations.

Funding Sources

Our primary source of liquidity is the ability to obtain funds for operations through a borrowing relationship with
AgBank. Our note payable to AgBank is collateralized by a pledge to AgBank of substantially all of our assets.
Substantially all cash received is applied to the note payable and all cash disbursements are drawn on the note
payable. The indebtedness is governed by a General Financing Agreement (GFA). The GFA is subject to renewal at
its expiration date of April 30, 2012 in accordance with normal business practices. The annual average principal
balances of the note payable to AgBank were $340,109 in 2008, $313,550 in 2007 and $315,235 in 2006.

We plan to continue to fund lending operations through the utilization of our borrowing relationship with AgBank,
retained earnings from current and prior years and from borrower stock investment. AgBank’s primary source of
funds is the ability to issue Systemwide Debt Securities to investors through the Federal Farm Credit Bank Funding
Corporation. Historically, this access has provided a dependable source of competitively priced debt that is critical for
supporting our mission of providing credit to agriculture and rural America. Although financial markets have
experienced significant volatility, we anticipate continued access to the funding necessary to support our lending and
business operations.

Interest Rate Risk

The interest rate risk inherent in our loan portfolio is substantially mitigated through our funding relationship with
AgBank which allows for loans to be match-funded. Borrowings from AgBank materially match the pricing, maturity,
and option characteristics of our loans to borrowers. AgBank manages interest rate risk through the direct loan
pricing and their asset/liability management processes. Although AgBank incurs and manages the primary sources
of interest rate risk, we may still be exposed to interest rate risk through the impact of interest rate changes on
earnings generated from our loanable funds. To stabilize earnings from loanable funds, we have committed a portion
of excess funds with AgBank at a fixed rate as a part of AgBank’s Earnings Stabilization Management Program
(ESMP). This enables us to stabilize earnings without significantly increasing our overall interest rate risk position.

Our ESMP commitment balance and the average interest rate as of December 31, 2008 in the various maturities are
reflected below:

Balance Average Rate
Maturing in 1 year or less $ 4,300 4.14%
Maturing in 1 to 3 years 1,300 4.52%
Maturing in over 3 years 200 4.62%
Total $ 5,800 4.24%

Funds Management

We offer variable, fixed, adjustable prime-based and LIBOR-based loans to borrowers. Our Board of Directors
determines the interest rate charged based on the following factors: 1) the interest rate charged by AgBank; 2) our
existing rates and spreads; 3) the competitive rate environment; and 4) our profitability objectives.
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CAPITAL RESOURCES

Capital supports asset growth and provides protection for unexpected credit and operating losses. Capital is also
needed for investments in new products and services. We believe a sound capital position is critical to our long-term
financial success due to the volatility and cycles in agriculture.

Over the past several years, we have been able to build capital primarily through net income retained after patronage.
Shareholders’ equity at December 31, 2008 totaled $118,707, compared with $113,873 at December 31, 2007 and
$109,212 at December 31, 2006. Capital includes stock purchased by our borrowers and retained earnings
accumulated through net income less patronage distributed to borrowers. Our capital position is reflected in the
following ratio comparisons.

2008 2007 2006
Debt to shareholders’ equity 3.44:1 2.89:1 2.99:1
Shareholders’ equity as a percent of loans 24.10% 28.20% 27.33%
Shareholders’ equity as a percent of assets 22.53% 25.68% 25.05%

Debt to shareholders’ equity increased and shareholders’ equity as a percent of loans and of total assets decreased
from 2007 to 2008 primarily due to rapid growth of the loan portfolio.

Retained Earnings

Our retained earnings increased $4,898 to $117,525 at December 31, 2008 from $112,627 at December 31, 2007.
The increase was a result of net income of $9,394, partially offset by $4,500 of patronage distributions declared.

Patronage Program

We have a Patronage Program that allows us to distribute our available net earnings to our shareholders. This
program provides for the application of net earnings in the manner described in our Bylaws. In addition to
determining the amount and method of patronage to be distributed, this includes increasing surplus to meet capital
adequacy standards established by Regulations; increasing surplus to a level necessary to support competitive
pricing at targeted earnings levels; and increasing surplus for reasonable reserves. Patronage distributions are
based on business done with us during the year. We paid patronage distributions of $5,000 in 2008, $4,000 in 2007
and $2,750 in 2006.

Stock

Our total stock decreased $17 to $1,157 at December 31, 2008, from $1,174 at December 31, 2007. The decrease
was due to $220 of stock retirements, partially offset by $203 issuances. We require a stock investment for each
borrower. The current initial investment requirement is the lesser of one thousand dollars or 2.00% of the collective
total balance of the borrower’s combined loan volume. At the beginning of 2006, we required a stock investment of
the lesser of one thousand dollars or 2.00% of the amount of each loan. On June 1, 2006, we implemented a
Borrower Level Stock Program as approved by the Board of Directors. This program allows stock to be assigned to a
borrower instead of a loan, which reduces the stock requirements for borrowers with multiple loans. The current
stock requirement for each shareholder is the lesser of one thousand dollars or 2.00% of the collective total balance
of each shareholder’s loan(s).

Accumulated Other Comprehensive Income and Losses (AOCI)

Certain employees participate in a non-qualified Defined Benefit Pension Restoration Plan (Plan). On December 31,
2007, the Association adopted SFAS No. 158 as it relates to the Plan which requires recognition of the Plan’s
unamortized actuarial gains and losses and prior service costs or credits as a liability with an offsetting adjustment to
AOCI.

Capital Plan and Regulatory Requirements

Our Board of Directors establishes a formal capital adequacy plan that addresses capital goals in relation to risks.
The capital adequacy plan assesses the capital level necessary for financial viability and to provide for growth. Our
plan is updated annually and approved by our Board of Directors. FCA regulations require the plan consider the
following factors in determining optimal capital levels:

e Regulatory capital requirements;

e Asset quality;

e Needs of our customer base; and

e  Other risk-oriented activities, such as funding and interest rate risks, contingent and off-balance sheet
liabilities and other conditions warranting additional capital.
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FCA regulations establish minimum capital standards expressed as a ratio of capital to assets, taking into account
relative risk factors for all System institutions. In general, the regulations provide for a relative risk weighting of
assets and establish a minimum ratio of permanent capital, total surplus and core surplus to risk-weighted assets.

Our capital ratios as of December 31 and the FCA minimum requirements follow.

Regulatory
Minimum 2008 2007 2006
Permanent capital ratio 7.00% 21.64% 25.62% 23.47%
Total surplus ratio 7.00% 21.44% 25.38% 23.21%
Core surplus ratio 3.50% 19.47% 22.46% 21.27%

Capital ratios declined during 2008 due to our increasing loan demand. As of December 31, 2008, we exceeded the
regulatory minimum capital ratios and are expected to do so throughout 2009. However, the minimum ratios
established were not meant to be adopted as the optimum capital level, so we have established goals in excess of
the regulatory minimum. As of December 31, 2008, we have exceeded our goals. Due to our strong capital position,
we will continue to be able to retire at-risk stock.

During March 2007, AgBank issued preferred stock and reduced our required investment in AgBank from 6.25% to
5.00% effective April 2007. The Association did not receive a cash redemption for this transaction; however, the then
excess investment in AgBank was transferred from required investment to excess investment, both of which are
included in Investment in AgBank on the Consolidated Statement of Condition.

REGULATORY MATTERS

As of December 31, 2008, we had no enforcement actions in effect and FCA took no enforcement actions on us
during the year.

In November 2006, the FCA Board approved a rule that amends existing regulations relating to our disclosure and
reporting requirements. The final rule includes revisions that, among other things:

e require Associations with total assets over $1 billion to include an assessment of their internal control over
financial reporting in their annual reports;

e reduce reporting filing deadlines with the FCA to 40 calendar days for our quarterly reports and 75 calendar
days for our annual reports; and,

e revise regulations with respect to auditor independence and rotation, non-audit services and fees paid to the
independent auditors.

The filing deadline changes were effective with the year-end 2007 annual report. On July 12, 2007, the FCA Board
adopted a proposed rule that allows System institutions 90 days after the end of the year to prepare and distribute
paper copies of their annual reports to shareholders. Each institution is required to file electronic copies of the report
with FCA and post the report to its website within 75 days. The assessment of internal control over financial reporting
was effective January 1, 2008 with the first disclosure in the 2008 annual report.

GOVERNANCE

Board of Directors

We are governed by a ten member board that oversees the management of our Association. Of these directors, nine
are elected by the shareholders and one is appointed by the elected directors. The Board of Directors represents the
interests of our shareholders. The Board of Directors meets regularly to perform the following functions, among
others:

selects, evaluates and compensates the chief executive officer;

establishes the strategic plan and approves the annual operating plan and budget;

oversees the lending operations;

advises and counsels management on significant issues we face; and,

oversees the financial reporting process, communications with shareholders and our legal and regulatory
compliance.

Director Independence

All directors must exercise sound judgment in deciding matters in our interest. All our directors are independent from
the perspective that none of our management or staff serves as Board members. However, we are a financial
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service cooperative, and the Farm Credit Act and FCA Regulations require our elected directors to have a loan
relationship with us.

The elected directors, as borrowers, have a vested interest in ensuring our Association remains strong and
successful. However, our borrowing relationship could be viewed as having the potential to compromise the
independence of an elected director. For this reason, the Board has established independence criteria to ensure that
a loan relationship does not compromise the independence of our Board. Annually, in conjunction with our
independence analysis and reporting on our loans to directors, each director provides financial information and any
other documentation and/or assertions needed for the Board to determine the independence of each Board member.

Audit Committee

The Audit Committee is responsible for assisting the Board. The Committee is composed of three members. During
2008, eight meetings were held. The Audit Committee responsibilities include, but are not limited to:

e oversight of the financial reporting risk and the accuracy of the quarterly and annual shareholder reports;

e the oversight of the system of internal controls related to the preparation of quarterly and annual shareholder
reports;

e the review and assessment of the impact of accounting and auditing developments on the consolidated
financial statements; and,

e the establishment and maintenance of procedures for the receipt, retention and treatment of confidential and
anonymous submission of concerns regarding accounting, internal accounting controls and auditing matters.

Compensation Committee

The Compensation Committee is responsible for the oversight of employee and director compensation. The
Committee consists of three directors appointed by the Board.

Other Governance

The Board has monitored the requirements of public companies under the Sarbanes-Oxley Act. While we are not
subject to the requirements of this law, we are striving to implement steps to strengthen governance and financial
reporting. We strive to maintain strong governance and financial reporting through the following actions:

e asystem for the receipt and treatment of whistleblower complaints,

e a code of ethics for our President, Executive Vice President and Senior Vice President Finance &
Operations,

e open lines of communication between the independent auditors, management, and the Audit Committee,

e ‘“plain English” disclosures,

o officer certification of accuracy and completeness of the consolidated financial statements, and

e information disclosure through our website.

FORWARD-L OOKING INFORMATION

This discussion contains forward-looking statements. These statements are not guarantees of future performance
and involve certain risks, uncertainties and assumptions that are difficult to predict. Words such as “anticipates,”
“believes,” “could,” “estimates,” “may,” “should,” and “will,” or other variations of these terms are intended to identify
forward-looking statements. These statements are based on assumptions and analyses made in light of experience
and other historical trends, current conditions, and expected future developments. However, actual results and
developments may differ materially from our expectations and predictions due to a number of risks and uncertainties,
many of which are beyond our control. These risks and uncertainties include, but are not limited to:

”w

e political, legal, regulatory and economic conditions and developments in the United States and abroad;

e economic fluctuations in the agricultural, rural utility, international, and farm-related business sectors;

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

e changes in United States government support of the agricultural industry; and,

e actions taken by the Federal Reserve System in implementing monetary policy.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

Our consolidated financial statements are based on accounting principles generally accepted in the United States of
America. Our significant accounting policies are critical to the understanding of our results of operations and financial
position because some accounting policies require us to make complex or subjective judgments and estimates that
may affect the value of certain assets or liabilities. We consider these policies critical because we have to make
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judgments about matters that are inherently uncertain. For a complete discussion of significant accounting policies,
see Note 2 of the accompanying consolidated financial statements. The following is a summary of certain critical
policies.

Allowance for Loan Losses

The allowance for loan losses is our best estimate of the amount of probable losses existing in and inherent in our
loan portfolio as of the balance sheet date. The allowance for loan losses is increased through provisions for loan
losses and loan recoveries and is decreased through loan loss reversals and loan charge-offs. We determine the
allowance for loan losses based on a regular evaluation of the loan portfolio, which generally considers recent historic
charge-off experience adjusted for relevant factors.

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 projected factors, internal
risk ratings, regulatory oversight, and geographic, industry and other factors.

Changes in the factors we consider in the evaluation of losses in the loan portfolios could occur for various credit
related reasons and could result in a change in the allowance for loan losses, which would have a direct impact on
the provision for loan losses and results of operations. See Note 2 and 3 to the accompanying consolidated financial
statements for detailed information regarding the allowance for loan losses.

CUSTOMER PRIVACY

FCA regulations require that borrower information be held in confidence by Farm Credit institutions, their directors,
officers and employees. FCA regulations specifically restrict Farm Credit institution directors and employees from
disclosing information not normally contained in published reports or press releases about the institution or its
borrowers or members. These regulations also provide Farm Credit institutions clear guidelines for protecting their
borrowers’ nonpublic information.
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