Farm Credit
2006 Annual Report
B ~ |
Tic be the lender of choice

- o q. edllire and owr

Rural America’s Customer Owned Partner



Table of Contents

CONSOLIDATED FIVE-YEAR SUMMARY OF
SELECTED FINANCIAL DATA

MESSAGE FROM THE PRESIDENT

“I CHOOSE TO BE PART OF THE CAPE FEAR FARM
CREDIT FAMILY BECAUSE...”

BRANCH LOCATIONS

SERVICES OFFERED

BOARD OF DIRECTORS

MANAGEMENT TEAM AND EMPLOYEES
REPORT OF MANAGEMENT

MANAGEMENT’S DISCUSSION & ANALYSIS OF
FINANCIAL CONDITION & RESULTS OF OPERATIONS

DiscLoSURE REQUIRED BY FCA REGULATIONS
REPORT OF THE AUDIT COMMITTEE

REPORT OF INDEPENDENT AUDITORS
CONSOLIDATED FINANCIAL STATEMENTS

NoTES TO THE CONSOLIDATED FINANCIAL
STATEMENTS

Cape Fear Farm Credit | 2006 Annual Report




Consolidated Five-Year Summary of
Selected Financial Data

(unaudited)

(dollars in thousands)

December 31,
2004

Balance Sheet Data
Cash

Loans
Less: allowance for loan losses

Net loans

Investment in other Farm Credit institutions
Other assets
Total assets

Notes payable to AgFirst Farm Credit Bank*
Accrued interest payable and other liabilities
with maturities of less than one year

Total liabilities

Protected borrower stock
Capital stock and participation certificates
Retained earnings
Allocated
Unallocated
Accumulated other comprehensive income (loss)

Total members' equity
Total liabilities and members’ equity

Statement of Income Data

Net interest income

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

Net income

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

Net Income Distribution

Estimated patronage refunds:
Cash
Qualified allocated retained earnings
Nonqualified allocated retained earnings

1,529

630,407
3,607

2,610

519,198
3,434

2,052

476,220
3,507

1,835

483,873
9,993

1,065

470,985
10,093

626,800

8,370
52,873

515,764

5,674
38,717

472,713

6,009
20,870

473,880

6,436
14,310

460,892

7,626
14,774

689,572

562,765

501,644

496,461

484,357

563,329

27,038

447,981

18,462

393,652

14,371

400,460

15,395

394,874

11,634

590,367

466,443

408,023

415,855

406,508

204
2,333

15,881
81,145
(358)

269
2,154

22,035
72,268
(404)

354
2,114

28,250
63,302
(399)

489
2,057

35,025
47,532
(4,497)

669
2,065

37,208
42,778
(4,871)

99,205

96,322

93,621

80,606

77,849

$ 689,572

$

562,765

$ 501,644

$ 496,461

$ 484,357

19,621
172
(1,792)

16,747
(65)
(937)

15,160
(6,497)
(533)

14,539

(2,137)

13,852

(820)

17,657

15,875

21,124

12,402

13,032

2.83%
17.88%

3.28%
(0.0002)%
14.39%
5.95

0.57%
15.08%
14.72%
12.20%

3.02%
16.75%

3.34%
0.001%
17.12%

4.84

0.66%
16.95%
16.55%
13.24%

4.27%
26.01%

3.13%
(0.002)%
18.66%
436

0.74%
16.95%
16.58%
12.73%

* General financing agreement is renewable on three-year cycles. The next renewal date is December 31, 2009.
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2.51%
16.00%

3.01%
0.021%
16.24%

5.16

2.07%
15.81%
15.37%
11.36%

2.79%
16.59%

3.07%
0.004%
16.07%

5.22

2.14%
15.28%
14.82%
10.51%




Message from the President

ape Fear Farm Credit operates on a business
model that strives for a healthy market share
along with growth in loan volume, good credit
quality, strong capital, and above average financial results
with above average distributions to our stockholders. Each
year our strategic planning focuses on ways to ensure our

cooperative stays on track and continues our mission...

“To be the lender of choice to agriculture

and our rural communities.”

Our focused efforts produced the following results in 2006:
NEeT INCOME $17.7 MILLION
RETURN ON EQUITY 17.88%
GROWTH IN NET ACCRUING VOLUME 21.70%
The above performance allowed for the following distribu-
tions in 2007:
2001 SURPLUS ALLOCATED (JANUARY 2007) $6.0 MILLION
2006 CASH PATRONAGE (MARCH 2007)

(Yestimated)

*$8.9 MILLION

As shown above, our strong capital position coupled
with our strong 2006 financial results will enable us to dis-
tribute the year 2001 surplus allocated in January 2007 in
the amount of approximately $6.0 million.

Additionally, and more importantly, our Board has
approved an estimated 2006 “all cash” patronage distribu-
tion of $8.9 million which equals an estimated 22% of all
interest earned on loans to our general pool stockholders.
This will be paid in March 2007. These two actions will
result in returning an estimated total of $14.9 million to
our stockholders in 2007.

As we look ahead we see challenges and opportuni-
ties. Traditional agriculture continues to consolidate. This
consolidation will naturally challenge us to stay abreast of
the latest market conditions to ensure we are the primary
lender to our commercial farmers. Many of our commer-

cial farmers are looking for diversification opportunities

which

demands we stay abreast of

into other areas

a wide variety of financial
endeavors.

A transition is also
taking place in the Cape
Fear region. More and

more “lifestyle” farmers

are evolving providing us
with new opportunities

to serve our young and
RicHARD A. EAsoN

PRESIDENT AND
CHIEF EXECUTIVE OFFICER

beginning farmer clien-
tele. This customer group
includes those involved in
producing specialty crops, part time farmers and opportu-
nities to finance farms to be used for recreational uses such
as equine, hunting and fishing.

We expect vigorous competition in the future for all
segments of our business. Because of our cooperative busi-
ness model which includes returning our profits to our bor-
rowers along with excellent employees who are committed
to serving agriculture and rural customers in the Cape
Fear region we are confident our success will continue.

Cape Fear Farm Credit will continue to strive for
maximum efficiency and effectiveness while at the same
time providing the very best in customer service to our
stockholders.

e PP

Richard A. Eason
President and Chief Executive Officer
February 28, 2007
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“I choose to be part of the Cape Fear Farm
Credit family because...”

ape Fear Farm Credit is a member-owned

lending cooperative, created by Congress in 1916

to serve the needs of rural America by provid-
ing a dependable source of financing. Serving the Cape
Fear Region with 12 locations, we are part of a nation-
wide network of lenders who provide credit and financial
services.

As a cooperative, Cape Fear Farm Credit is truly cus-
tomer-focused and customer-friendly, since we are owned
by our customers, or member-borrowers. Our customers
serve on our Board of Directors and share in the profitability
of the association through our patronage refund program.

To ensure continued success as the premier provider

of quality agricultural/rural credit in the region, Cape

HHERE YoITR
INTEREST
PAYS DIVIDENDS

RAEFORD LOAN OFFICER REBECCA WOOD WITH MEMBER LARRY
WIiLLIAMS OF WILLIAMS QUARTER HORSES, INC., RECEIVING HIS
TELL-A-FRIEND CHECK FOR A NEW MEMBER REFERRAL.

Fear Farm Credit remains dedicated to providing quality
service to meet the needs of our members. Perhaps most
importantly, our employees share a passion for agriculture
and those people in the Cape Fear Region involved in agri-
culture. This passion is evident in the relationships that
our employees form with our customers. In fact, it may
be more appropriate to say that the members of Cape Fear
Farm Credit are more like family members - that's how our
employees treat each and every customer.

The following comments are from some of our cus-
tomers, in their own words, on their decision to become
part of the Cape Fear Farm Credit family. It's no surprise
that so many of our new customers were referred by satis-
fied CFFC family members!

ABOVE: RANDY WoOOD OF RAEFORD MEMBER OWNED
TIMBERLAND FARMS, INSPECTING HAY

BELOW: KENANSVILLE MEMBER BILLY KILPATRICK AND HIS
YOUNGEST DAUGHTER, KAYLA

Rural America’s Customer Owned Partner




“I feel like I have become part of the

family. When I go to the office and an

employee is out that day, I miss them
and I always ask about them. I am
thankful for the people at Cape Fear
Farm Credit. They have always been
there when I need them the most.
They are fair, and I love those
patronage checks!”

Elijah Beatty
Elizabethtown branch member

ELIZABETHTOWN MEMBER ELIJAH BEATTY STANDING
PROUDLY BESIDE HIS NEW MASSEY FERGUSON 431 TRACTOR.

“Cape Fear Farm Credit is flexible in
times of the good, the bad, and the ugly.
That's what I call a reliable lender.”

James Ray Hall
Fayetteville branch member

FAYETTEVILLE BRANCH MEMBER JAMES RAY HALL AND HIS
DAUGHTER, BROOKE

n Cape Fear Farm Credit | 2006 Annual Report




“Cape Fear Farm Credit has been my
bank of choice. They shoot straight with
me and I shoot straight with them. I like
doing business with Cape Fear because
I really know the people, and I can tell
that they're very knowledgeable about
what it takes to farm.”

Steve Grady
Kenansville branch member

KENANSVILLE MEMBER STEVE GRADY HOLDING SOME OF HIS
FRESHLY CURED TOBACCO

LILLINGTON BRANCH
MANAGER JOAN DAUGHTRY
wiITH NEW CFFC MEMBER
JOE SUAREZ AT HIS FIRST
LOAN CLOSING.

“The year 2006 was my first year on my own, and Cape Fear Farm Credit has given

me a chance that other banks wouldn’t give me. The people in the Lillington branch

are very nice and they've really helped me all that they could. All in all, they definitely

treat me right.”

Joe Suarez
Lillington branch member

Rural America’s Customer Owned Partner




(L-R) DUNN LOAN OFFICER
CLARK HALES, MEMBER
NATE HONEYCUTT, AND
DUNN BRANCH MANAGER
JOHN PATTERSON

“When Case gave me a commitment for poultry houses, I went to Cape Fear Farm

Credit and tried to borrow money for the first time. The people at Cape Fear FC had
faith in me. They understood what I was trying to do. They helped give me my start.”

Nate Honeycutt
Dunn branch member

“The truth is that Cape Fear Farm
Credit has been a really big help to me.
They've made me who I am financially
and, of course, I love getting those divi-
dend checks! Cape Fear is more in-
volved in how farming operations work
than any other bank and they are more
interested in the personal background
of farmers. They know everything about
_, 4% who you are and what you're doing.”
BURGAW BRANCH MANAGER JiM FoucHE witH CFFC Nathan Rivenbark, Jr.
MEMBER NATHAN RIVENBARK, JR. Burgaw branch member
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Cape Fear Farm Credit
Branch Locations

Burgaw Elizabethtown Laurinburg Raeford
811 South Walker Street 108 North Poplar Street 500 South Main Street 331 South Main Street
910-259-5481 910-862-4536 910-276-2649 910-875-6181

Clinton Fayetteville Lillington Shallotte
1780 SE Boulevard 333 East Russell Street 105 East Front Street 4631 Main Street
910-592-8121 910-483-1404 910-893-8318 910-754-6203

Dunn Kenansville Lumberton Whiteville
400 West Broad Street Beasley Street 1902 North Cedar Street 300 Liberty Street
910-892-4065 910-296-1776 910-738-8181 910-642-8041

Rural America’s Customer Owned Partner




Services Offered
IN CAPE FEAR COUNTRY, WE FINANCE IT ALL!

For your place in the country...

»

>

»

Real estate

Lots

Homes

> Home construction

> Purchases and refinancing

> Remodeling and home improvements
Hunting tracts

Recreational property

Horses, cattle and other livestock

Livestock and utility trailers

For your farm...

>
>
>
>
>
>
>
>
>

Real estate

Pasture, crop and timberland
Grove and orchard development
Poultry and livestock facilities
Barns, stables, sheds, grain bins
Farm residences

Operating expenses

Machinery, equipment, vehicles

Leasing of machinery, equipment and vehicles

For your agribusiness...

Nurseries and greenhouses
Poultry and livestock operations
Gins and processing facilities
Timber and sawmill operations

Farm-related businesses

e

GROUP SHOT FROM A DUCK HUNTING EVENT HELD ON THE
PROPERTY OF DUNN MEMBER ROBERT (BOBBY) WELLONS

ABOVE: YOUNG, BEGINNING, AND SMALL FARMER JARMAN
SULLIVAN STANDING IN HIS TOBACCO FIELD. JARMAN IS A
MEMBER OF THE CLINTON BRANCH.

LEFT: DAVID SMITH (LEFT) AND HIS DAD, WAYNE (RIGHT),
STANDING IN ONE OF THE CHICKEN HOUSES ON DAVID’S FARM.
THE SMITHS ARE MEMBERS OF THE ELIZABETHTOWN BRANCH.
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And we offer more too...

Cape Fear Farm Credit has all the financial tools you need

to be successful, like online access to your accounts and
financial planning. Cape Fear Farm Credit offers the fol-

lowing services and conveniences:

Financially-Related Services
» Crop and crop hail insurance
» Mortgage life and disability insurance

» Financial planning services

Money Management Tools

» AgriLine—personalized checks for your Line of
Credit loan
FastCash—transfer money from your Line of
Credit loan to your commercial bank checking
account with a phone call
AutoDraft—automatic drafting of your loan pay-
ments saves you time and money
AutoBorrow—a cash management tool that links
your Cape Fear Farm Credit loan to your business

checking account KAy MCGIRT AND HIS WIFE, ALYSON, WITH DAUGHTER
RACHAEL AND SON JAKE. THE MCGIRTS ARE MEMBERS OF

E-Commerce THE LUMBERTON BRANCH.

» AccountAccess—online access to all your Cape
Fear Farm Credit accounts
LoanLine—24-hour, toll-free telephone access to

your loan information

Other Services

» Appraisal Services

o

’,f.{ 1 : (L-R) JouN CARMICHAEL AND HIS TWO SONS, EDDIE AND

4 — DAVID, STANDING IN FRONT OF ONE OF THEIR MODIFIED
(L-R) LiLLIE, DAVID, AND CARLIE GARDNER - CHILDREN OF OLD SCHOOL BUSES THAT THEY NOW USE IN THEIR TOBACCO
CLAY AND DENISE GARDNER OF THE DUNN BRANCH OPERATION

Rural America’s Customer Owned Partner




Cape Fear Farm Credit
Board of Directors

As a cooperative, Cape Fear Farm Credit is controlled by a group of local directors who are also farmers in the Cape Fear

Region. Our board of directors serves as the elected link between membership and management of the association.

RONALD ALLEN
(CHAIRMAN)
BLADEN COUNTY

DRr. JAMES HARRISS,
PHD FINANCE
(OuUTSIDE DIRECTOR)

NEw HANOVER COUNTY

HAROLD SMITH
DupLiN COUNTY

EDGAR EDENS
(Vice CHAIRMAN)
Hoxe CouNTY

JarT HUDSON
SAMPSON COUNTY

TERRAY SUGGS, CPA
(OuUTSIDE DIRECTOR)
CorLumMmBUS COUNTY

Tom BUTLER
HARNETT COUNTY

LyLE Ray KING
BruNnswick COUNTY

JouN TOWNSEND
RoBESON COUNTY

CORBETT FIELDS
CorumBUS COUNTY

WILLARD SMALL
(OUTSIDE DIRECTOR)
CorumBUS COUNTY

Jimmy WILKINS
RoBEsoN COUNTY

Cape Fear Farm Credit | 2006 Annual Report
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BLADEN COUNTY

ARNOLD SMITH
CUMBERLAND COUNTY

ALFRED WOOTEN
PENDER COUNTY




Management Team

Cape Fear Farm Credit Employees (AS OF LATE JANUARY, 2007)

Burgaw Branch
Jim Fouche
Shannon Dail

Debbie Bradshaw

Gail Barrett

Clinton Branch
Jay Darden
David Sutton
Nelson Powell
Gloria Chalk
Vickie Giddens
Tonya Hobbs
Melissa Boney

Dunn Branch
John Patterson
Clark Hales
Glenda Tew
Jamie Butler

Elizabethtown Branch

Betty Kay Williams
Brandon Strickland
Jane Love

Linda Wilson

Fayetteville Branch
Misty Hales-

McCorquodale
Deborah Bunce
Cathy Keane

Kenansville Branch
Robin Albertson
Gerald Wilson
Hazel Lanier

Faye Gore

Debbie Raynor

Kim Hunter
Shannon Price
Sharon Smith

Laurinburg Branch
Will Maxwell
Rebecca Wood
Betty McArthur

Lillington Branch
Joan Daughtry
Karen Roberson
Tracy Taylor

Lumberton Branch
Eugene Smith, Jr.
Ginny Martin
Wesley Sanderson
Vickie Walters
Vickie Edwards

Raeford Branch
Will Maxwell
Rebecca Wood
Sharon Nichols

Shallotte Branch
Glenn Waters
Lindsay Hewett
Carole Piver

Whiteville Branch
Glenn Waters
Lindsay Hewett
Becky Thompson
Judy Prince

Candy Ward

Capital Markets
Randy Pope

Joel Britt

Sylvia Fryar
Amy Tyndall

Appraisers

Dan Gurley

Tony Dempsey
Jim Dove
Matthew Edwards
Glenn Matthews
Wayne Strickland

Rural America’s Customer Owned Partner

(Top L-R) MICHAEL
JACKSON, CHIEF LENDING
OFFICER; DAN GURLEY,
CHIEF APPRAISER;
DANIELLE TALBOTT,
MARKETING MANAGER;
MATTHEW CURRIN, CHIEF
FinaNcIAL OFFICER

(BorTOM L-R) JAY SMITH,
CHIEF RELATIONSHIP
MANAGER; ROYCE
EDWARDS, CHIEF
OPERATING OFFICER;
RicHARD EASON,
PRESIDENT AND CHIEF
EXECUTIVE OFFICER;
GEORGE FORD, JR.,
INFORMATION SYSTEMS
MANAGER

Fayetteville
Administrative
Richard Eason
Royce Edwards
Matthew Currin
Michael Jackson
Jay Smith
Danielle Talbott
George Ford, Jr.
Dennis Honrine
Nancy Byrd
Angela McGill
Tina Melvin-Ford
Janet Smith
Ronda Hoffman
Nicole Smith
Sandra Tew




Report of Management

The accompanying consolidated financial statements and
related financial information appearing throughout this
annual report have been prepared by management of
Cape Fear Farm Credit, ACA (Association) 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 consolidated 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 Association 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
Association 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
Board of Directors.

The consolidated financial statements have been
examined by independent public auditors, whose report
appears elsewhere in this annual report. The
Association is also subject to examination by the Farm
Credit Administration.

The consolidated financial statements, in the opinion of
management, fairly present the financial condition of the
Association. The undersigned certify that the 2006
Annual Report has been prepared 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.

The accompanying consolidated financial statements
were prepared under the oversight of the Audit
Committee of the Board of Directors.

Ronald J. Allen
Chairman of the Board

e PR

Richard A. Eason
Chief Executive Officer

Matthew J. Currin
Chief Financial Officer

February 28, 2007
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Management’s Discussion & Analysis of
Financial Condition & Results of Operations

Dollars in thousands, except as noted

GENERAL OVERVIEW

The following commentary summarizes the financial condition
and results of operations of Cape Fear Farm Credit, ACA,
(Association) for the year ended December 31, 2006 with
comparisons to the years ended December 31, 2005 and
December 31, 2004. This information should be read in
conjunction with the Consolidated Financial Statements, Notes to
the Consolidated Financial Statements and other sections in this
Annual Report. The accompanying consolidated financial
statements were prepared under the oversight of the Audit
Committee of the Board of Directors. For a list of the Audit
Committee members, refer to the “Report of the Audit
Committee” reflected in this Annual Report. Information in any
part of this Annual Report may be incorporated by reference in
answer or partial answer to any other item of the Annual Report.

The Association is an institution of the Farm Credit System
(System), which was created by Congress in 1916 and has served
agricultural producers for more than 90 years. The System’s
mission is to maintain and improve the financial well-being of
American farmers, ranchers, and producers or harvesters of
aquatic products and farm-related businesses. The System is the
largest agricultural lending organization in the United States. The
System is regulated by the Farm Credit Administration, (FCA),
which is an independent safety and soundness regulator.

The Association is a cooperative, which is owned by the members
(also referred to throughout this Annual Report as stockholders or
shareholders) served. The territory of the Association extends
across a diverse agricultural region of southeastern North Carolina.
Refer to Note 1, “Organization and Operations,” of the Notes to
the Consolidated Financial Statements for counties in the
Association’s territory. The Association provides credit to farmers,
ranchers, rural residents, and agribusinesses. Our success begins
with our extensive agricultural experience and knowledge of the
market.

The Association obtains funding from AgFirst Farm Credit Bank
(AgFirst or Bank). The Association is materially affected and
shareholder investment in the Association could be affected by the
financial condition and results of operations of the Bank. Copies
of the Bank’s Annual and Quarterly Reports are on the AgFirst
website, www.agfirst.com, or may be obtained at no charge by
calling 1-800-845-1745, extension 316, or writing Wanda Martin,
AgFirst Farm Credit Bank, P. O. Box 1499, Columbia, SC 29202.

Copies of the Association’s Annual and Quarterly reports are also
on the Association’s website, www.capefearfarmcredit.com or may
be obtained upon request free of charge by calling 1-800-368-5819,
extension 243, or writing Matthew J. Currin, Chief Financial
Officer, Cape Fear Farm Credit, ACA, P.O. Box 2405, Fayetteville,
NC 28302. The Association prepares a quarterly report within 45
days after the end of each fiscal quarter, except that no report needs
to be prepared for the fiscal quarter that coincides with the end of
the fiscal year of the Association.

CRITICAL ACCOUNTING POLICIES

The financial statements are reported in conformity with
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 management must make judgments about matters that are
inherently uncertain. For a complete discussion of significant
accounting policies, see Note 2, “Summary of Significant
Accounting Policies,” of the Notes to the Consolidated Financial
Statements. The following is a summary of certain critical 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 our loan portfolio. The
allowance for loan losses is increased through provisions
for loan losses and loan recoveries and is decreased through
allowance reversals and loan charge-offs. The allowance for
loan losses is determined based on a periodic evaluation of
the loan portfolio, which generally considers relevant
historical charge-off experience adjusted for relevant
factors. These factors include types of loans, credit quality,
specific industry conditions, general economic and political
conditions, and changes in the character, composition, and
performance of the portfolio, among other factors.

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

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

Valuation methodologies — Management applies various
valuation methodologies to assets and liabilities that often
involve a significant degree of judgment, particularly when
liquid 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 liquid market exists, such as most investment
securities. Management utilizes significant estimates and
assumptions to value items for which an observable liquid
market does not exist. Examples of these items include

Rural America’s Customer Owned Partner




Management'’s Discussion & Analysis of Financial Condition & Results of Operations

Dollars in thousands, except as noted (Continued)

impaired loans, pension and other postretirement benefit
obligations, and certain 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 results,
which could have material positive or negative effects on
the Association’s results of operations. For additional
information, refer to the Recently Issued Accounting
Pronouncements disclosed in this Annual Report.

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. In addition, 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 is determined by actuarial valuations based on
certain assumptions, including expected long-term rate of
return on plan assets and 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 our future benefit obligations. We selected the
discount rate by reference to Moody’s Investors Service Aa
long-term corporate bond index, actuarial analyses and
industry norms. For additional information, refer to the
Recently Issued Accounting Pronouncements disclosed in
this Annual Report.

ECONOMIC CONDITIONS

During 2006, Association members had an average crop year.
After experiencing two good years in 2004 and 2005, net farm
income returned to normal levels as total value of production fell
slightly while input costs, particularly for fuel and fertilizer, have
risen. Net income, for some Association row crop farmers, was
further impacted by excessive rains and strong winds. The
Association anticipates, however, a limited number of difficult
loans.

The nation’s farmers, as a whole, will continue to face challenges
over the next few years. The economy, the need for increased
export of commodities, and global competition are key to
agriculture’s financial performance. Local areas of concern include
environmental issues as they relate to livestock operations, tobacco
profitability, and as always, pockets of unfavorable growing
conditions. While some individual members may experience
financial stress, overall the outlook remains cautiously optimistic.

During 2006, the Association targeted certain segments of our
business with hopes of increasing market share. Continued efforts
are being made to expand services, increase public knowledge of
our services and streamline our current delivery of products to
enhance our existing portfolio.

MISSION-RELATED INVESTMENTS

During 2005, the FCA initiated an investment program to
stimulate economic growth and development in rural areas. The
FCA outlined a program to allow System institutions to hold such
investments, subject to approval by the FCA on a case-by-case
basis. FCA has approved the Tobacco Buyout Program under the
mission-related investments umbrella, as described below.

Tobacco Buyout Program

On October 22, 2004, Congress enacted the “Fair and Equitable
Tobacco Reform Act of 2004” (Tobacco Act) as part of the
“American Jobs Creation Act of 2004.” The Tobacco Act repealed
the Federal tobacco price support and quota programs, provided
for payments to tobacco “quota owners” and producers for the
elimination of the quota and included an assessment mechanism
for tobacco manufacturers and importers to pay for the buyout.
Tobacco quota holders and producers will receive equal annual
payments under a contract with the Secretary of Agriculture. The
Tobacco Act also includes a provision that allows the quota holders
and producers to assign to a “financial institution” the right to
receive the contract payments (Successor-in-Interest Contracts
(SIIC)) so that they may obtain a lump sum or other payment.

On April 4, 2005, the United States Department of Agriculture
(USDA) issued a Final Rule implementing the “Tobacco
Transition Payment Program” (Tobacco Buyout).

The FCA recognized that the Tobacco Buyout has significant
implications for some System institutions and the tobacco quota
holders and producers they serve. The FCA determined that
System institutions are “financial institutions” within the
meaning of the Tobacco Act and are therefore eligible to
participate in the Tobacco Buyout. The goal of this program is
to provide quota holders and producers with the option to
immediately receive Tobacco Buyout contract payments and
reinvest them in future business opportunities.

On December 31, 2006, the Association held $27,484 of SIIC.
The SIIC are classified as Other Investments on the
Consolidated Balance Sheets. In addition, the Association had
loans outstanding collateralized by assignments of contract
payments in the amount of $1,530 that are included in Loans on
the Consolidated Balance Sheets.

LOAN PORTFOLIO

The Association provides funds to farmers, rural homeowners,
and farm-related businesses for financing of short and
intermediate-term loans and long-term real estate mortgage
loans through numerous product types.

The gross loan volume of the Association as of December 31,
2006, was $630,407, an increase of $111,209 or 21.42 percent as
compared to $519,198 at December 31, 2005 and an increase of
$154,187 or 32.38 percent as compared to $476,220 at
December 31, 2004. Net loans outstanding (gross loans net of
the allowance for loan losses) on December 31, 2006, were
$626,800 as compared to $515,764 at December 31, 2005 and
$472,713 at December 31, 2004. Net loans accounted for 90.90
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percent of total assets on December 31, 2006 as compared to
91.65 percent of total assets at December 31, 2005 and 94.23
percent of total assets at December 31, 2004.

The diversification of the Association loan volume by type for
each of the past three years is shown below. See Note 4, “Loans
and Allowance for Loan Losses,” of the Notes to the
Consolidated Financial Statements for the loans outstanding
amounts.

Loan Type 12/31/06 12/31/05 12/31/04

Real estate mortgage 33.05% 37.32% 42.58%
Production and intermediate term 56.04 54.32 52.82
Agribusiness:
Loans to cooperatives - 0.13 -
Processing and marketing 6.91 3.20 2.23
Farm related business 2.79 3.45 1.33

Energy 0.28

Rural residential real estate 1.21 1.30 1.04

Total 100.00% 100.00 % 100.00%

The following table presents the contractual maturity distribution
of loans at December 31, 2006:

Due after
Duein 1 year Due
1 year through after
Loan Type or less 5 years 5 years Total

(dollars in thousands)
Real estate mortgage $ 2999 $ 52,839 §$ 152,531 $ 208,369

Production and intermediate term 94,731 101,705 156,834 353,270
Agribusiness:
Processing and marketing 36,229 2,736 4,577 43,542
Farm-related business 4,438 2,350 10,817 17,605
Rural residential real estate 797 842 5,982 7,621

Total $ 139,194 $ 160,472 $ 330,741 $ 630,407

While we make loans and provide financially related services to
qualified borrowers in the agricultural and rural sectors and to
certain related entities, our loan portfolio is diversified. The
following tables reflect the commodities financed and the
geographic locations served.

The geographic distribution of the loans by branch for the past
three years is as follows:

Branch 12/31/06 12/31/05 12/31/04

Burgaw 4.59% 4.33% 5.22%
Clinton 12.94 12.26 12.54
Dunn 6.78 6.04 5.29
Elizabethtown 8.60 10.23 10.35
Fayetteville 4.20 4.07 3.57
Kenansville 17.53 19.48 18.22
Laurinburg 2.62 2.63 2.30
Lillington 6.87 8.01 8.75
Lumberton 9.79 10.27 10.10
Raeford 2.58 2.37 2.75
Shallotte 1.63 1.76 2.21
Whiteville 3.22 3.91 4.29
Capital Markets 18.42 14.33 14.08
Special Asset Management 23 31 .33

Total 100.00% 100.00% 100.00%

Commodity and industry categories are based upon the
Standard Industrial Classification system published by the
federal government. The system is used to assign commodity or
industry categories based upon the largest agricultural
commodity of the customer.

The major commodities in the Association loan portfolio are
shown below. The predominant commodities are Swine,
Poultry, and Tobacco, which constitute approximately 68
percent of the entire portfolio.

Percent of Portfolio
Commodity Group 2006 2005 2004

Swine 35% 41% 44%
Poultry 24 22 19
Other 22 17 15
Tobacco 11 13
Row Crops 7 7
Field/Grain

Rural Home 1 1

Total 100 % 100% 100%

Repayment ability is closely related to the commodities
produced by our borrowers, and increasingly, the off-farm
income of borrowers. The Association’s loan portfolio contains
a concentration of swine, poultry, and tobacco producers.
Although a large percentage of the loan portfolio is concentrated
in these enterprises, many of these operations are diversified
within their enterprise and/or with crop production which
reduces overall risk exposure. Demand for pork, poultry, and
tobacco as well as international trade are some of the factors
affecting the price of these commodities. Even though the
concentration of large loans has increased over the past several
years, the agricultural enterprise mix of these loans is diversified
and similar to that of the overall portfolio. The risk in the
portfolio associated with commodity concentration and large
loans is reduced by the range of diversity of enterprises in the
Association’s territory.

The increase in gross loan volume for the twelve months ended
December 31, 2006, is primarily attributed to increased demand
for credit in the general loan portfolio including general
expansion of farming operations. In addition to normal
business, the Association has experienced an increased demand
for poultry facility loans and some intermediate-term loans for
equipment purchases. The Association’s loan portfolio has also
grown due to increased capital market opportunities.

For the past few years, the Association has experienced a shift in
loan assets. The long-term volume trend has been downward
while the short and intermediate-term loan volume trend is
upward. The short-term portfolio, heavily influenced by
operating-type loans, normally reaches a peak balance in August
and declines in the fall months as commodities are marketed
and proceeds are applied to repay operating loans.

During 2006, the Association increased activity in the buying
and selling of loan participations within and outside of the
System. This provides a means for the Association to spread
credit concentration risk and realize non-patronage sourced
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interest and fee income, which may strengthen the capital
position.

Loan Participations 2006 2005
(dollars in thousands)

Participations Purchased

- FCS Institutions $ 264,902 $ 28,714 $ 20,906
Participations Purchased

— Non-FCS Institutions 43,610 15,964 30,507
Participations Sold (375,550) (190,614) (218,692)

Total $ (67,038) $(145936) $(167,279)

In prior years, the Association originated and sold qualified
long-term mortgage loans into the secondary market.
Beginning in 2004, all qualified long-term mortgage loans
originated for sale into the secondary market were originated
on a fee basis on behalf of Carolina Farm Credit. For the years
ended December 31, 2006 and December 31, 2005, the
Association originated no long-term mortgage loans that were
sold into the secondary market.

The Association additionally purchased guaranteed portions of
loans that are guaranteed by the United States Department of
Agriculture. These loans are held for the purposes of reducing
interest rate risk and managing surplus short-term funds as
allowable under FCA regulations. At December 31, 2006, the
balance of these loans including unamortized premium was
$2,425 compared to $3,202 at December 31, 2005.

INVESTMENT SECURITIES

At December 31, 2006, the Association had investment securities
totaling $27,484. This amount consists entirely of Tobacco
Buyout SIIC. For additional information, refer to Tobacco
Buyout Program reflected in this Annual Report. It is the
Association’s objective that liquid, high-quality investments
shall be utilized as an asset liability management strategy to
manage interest rate risk, short-term funds, and diversify its
income sources.

RISK EXPOSURE

Credit risk arises from the potential inability of an obligor to
meet its repayment obligation. As part of the process to evaluate
the success of a loan, the Association continues to review the
credit quality of the loan portfolio on an ongoing basis. With
the approval of the Association Board of Directors, the
Association establishes underwriting standards and lending
policies that provide direction to loan officers. Underwriting
standards include, among other things, an evaluation of:

o Character - borrower integrity and credit history

e Capacity — repayment capacity of the borrower based on
cash flows from operations or other sources of income
Collateral - protection for the lender in the event of default
and a potential secondary source of repayment
Capital - ability of the operation to survive unanticipated
risks
Conditions — intended use of the loan funds

The credit risk management process begins with an analysis of
the borrower’s credit history, repayment capacity, and financial
position. Repayment capacity focuses on the borrower’s ability
to repay the loan based upon cash flows from operations or
other sources of income, including non-farm income. Real estate
loans must be collateralized by first liens on the real estate
(collateral). As required by FCA regulations, each institution
that makes loans on a collateralized basis must have collateral
evaluation policies and procedures. Real estate mortgage loans
may be made only in amounts up to 85 percent of the original
appraised value of the property taken as collateral or up to 97
percent of the appraised value if guaranteed by a state, federal, or
other governmental agency. The actual loan to appraised value
when loans are made is generally lower than the statutory
maximum percentage. Appraisals are required for loans of more
than $1 million. In addition, each loan is assigned a credit risk
weighting based upon the underwriting standards. This credit
risk rating process incorporates objective and subjective criteria
to identify inherent strengths, weaknesses, and risks in a
particular relationship.

The Association’s loan portfolio is divided into performing and
high-risk categories. A Special Assets Management Department
is responsible for servicing loans classified as high-risk. The
high-risk assets, including accrued interest, are detailed below:

12/31/06 12/31/05 12/31/04

(dollars in thousands)

High-risk Assets

Nonaccrual loans 99 $ 1,997 $ 1,399
Restructured loans 91 95 339
Accruing loans 90 days past due 39 - -
Total high-risk loans 1,126 2,092 1,738
Other property owned - - -

Total high-risk assets $ 1,126 $ 2,092 $ 1,738

Ratios
Nonaccrual loans to total loans .16% .38% 29%

High-risk assets to total assets .16% .37% .35%

Nonaccrual loans represent all loans where there is a
reasonable doubt as to the collection of principal and/or future
interest accruals, under the contractual terms of the loan. In
substance, nonaccrual loans reflect loans where the accrual of
interest has been suspended. Nonaccrual loans decreased
$1,001, or 50.13 percent in 2006. This decrease primarily
resulted from the liquidation of various nonaccrual loans
throughout the year. Of the $996 in nonaccrual volume at
December 31, 2006, $413 or 41.47%, compared to 19.71% and
44.41% at December 31, 2005 and 2004, respectively, was
current as to scheduled principal and interest payments, but
did not meet all regulatory requirements to be transferred into
accrual status.

Loan restructuring is available to financially distressed borrowers.
Restructuring of loans occurs when the Association grants a
concession to a borrower based on either a court order or good
faith in a borrower’s ability to return to financial viability. The
concessions can be in the form of a modification of terms or rates,
a compromise of amounts owed, or deed in lieu of foreclosure.
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Other receipts of assets and/or equity to pay the loan in full or in
part are also considered restructured loans. The type of
alternative financing structure chosen is based on minimizing the
loss incurred by both the Association and the borrower.

CREDIT QUALITY

The Association reviews the credit quality of the loan portfolio
on an ongoing basis as part of its risk management practices.
Each loan is classified according to the Uniform Classification
System, which is used by all Farm Credit System institutions.
Below are the classification definitions.

o Acceptable - Assets are expected to be fully collectible and
represent the highest quality.
Other Assets Especially Mentioned (OAEM) — Assets are
currently collectible but exhibit some potential weakness.
Substandard - Assets exhibit some serious weakness in
repayment capacity, equity, and/or collateral pledged on
the loan.
Doubtful — Assets exhibit similar weaknesses to
substandard assets. However, doubtful assets have
additional weaknesses in existing facts, conditions and
values that make collection in full highly questionable.

o Loss — Assets are considered uncollectible.

The following table presents selected statistics related to the
credit quality of loans including accrued interest at
December 31.

Credit Quality 2006 2005 2004

Acceptable & OAEM 99.48% 99.09% 99.03%
Substandard 0.52 0.91 0.97
Doubtful - - -
Loss - - -

Total 100.00% 100.00% 100.00%

ALLOWANCE FOR LOAN LOSSES

During 2004, the Association completed its study to further
refine the allowance for loan losses methodology, taking into
account guidance issued by FCA, as well as the Securities and
Exchange Commission (SEC) and Federal Financial Institutions
Examination Council. As a result of this study and resulting
refinements in methodology, during the fourth quarter of 2004,
the Association recorded a reversal of the allowance for loan
losses of $6,497.

Previously, the Association’s allowance for loan losses
methodology had been based upon criteria developed in the late
1980s and reflected the credit losses experienced in the mid-to-
late 1980s, which was a period of unusually adverse economic
conditions in American agriculture. Given the long cyclical
nature of the agricultural economy, loss factors utilized to
determine the allowance for loan losses subsequent to 1989
continued to reflect, to some extent, the loss history of the mid-
to-late 1980s, which resulted in conservative estimates of the
allowance for loan losses. The Association’s allowance for loan
losses methodology utilized throughout the period was in

accordance with generally accepted accounting principles and
was consistently applied.

While conservative in estimating the allowance for loan losses,
the methodology used resulted in annual provisions for loan
losses over the periods that reflected changes in credit quality
and loss experience. Accordingly, the reserves provided in the
mid-to-late 1980s had, in effect, remained part of the allowance
for loan losses. The Association’s allowance for loan loss
methodology has consistently adhered to proper accounting
policies, under the regulatory supervision of the FCA in its role
as a “safety and soundness” regulator. It was the FCA’s view that
the allowance for loan losses should include, among others, an
assessment of probable losses, historical loss experience and
economic conditions.

In April 2004, the FCA issued an Informational Memorandum
to System institutions regarding the criteria and methodologies
that would be used in evaluating the adequacy of a System
institution’s allowance for loan losses. The FCA endorsed the
direction provided by other bank regulators and the SEC and
indicated that the conceptual framework addressed in their
guidelines would be included as part of their examination
process.

The refinement in methodology resulted in a calculated
allowance for loan losses that was significantly less than the
previously recorded balance due to revised loss factors that are
more indicative of actual loss experience in recent years and
current borrower analysis. The factors considered in
determining the revised level of allowance for loan losses are
generally based on recent historical charge-off experience
adjusted for relevant environmental factors. The Association
considers the following when adjusting the historical charge-off
experience:

changes in credit risk classifications,
changes in collateral values,

changes in risk concentrations,

changes in weather related conditions and
changes in economic conditions.

While the reversal had a significant impact on 2004 results of
operations and the previously recorded allowance for loan
losses, the refinement in methodology is not expected to have a
significant impact on comparative results of operations in future
periods. Additionally, the refinement in methodology did not
have a significant impact on the level of risk bearing capacity of
the Association, generally referred to as “risk funds” (capital plus
the allowance for loan losses), which totaled $102,812 at
December 31, 2006 (16.31 percent of Association loans), as
compared with $99,756 at December 31, 2005 (19.21 percent of
Association loans) and $97,128 at December 31, 2004 (20.40 of
Association loans).

The allowance for loan losses at each period end is considered by
Association management to be adequate to absorb probable
losses existing in and inherent to its loan portfolio. The
allowance for loan losses was $3,607 at December 31, 2006, as
compared with $3,434 and $3,507 at December 31, 2005 and
2004, respectively.
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Net loan charge-offs of $8 were recorded in 2005, while net loan
recoveries of $1 and $11, were recorded in 2006 and 2004,
respectively. Net loan (charge-offs) recoveries as a percentage of
average loans remained at low levels of 0.0002 percent, (0.001)
percent, and 0.002 percent for 2006, 2005, and 2004, respectively.

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

Allowance for Loan Losses Activity: 2006 2005 2004

(dollars in thousands)

Balance at beginning of year $ 3434 $ 3507 $ 9,993

Charge-offs:
Production and intermediate term 21) $

Total charge-offs 21)

Recoveries:
Real estate mortgage
Production and intermediate term

Total recoveries

Net (charge-offs) recoveries

Provision for (reversal of allowance
for) loan losses

Nonrecurring allowance for
loan losses reversal*

Balance at end of year

Ratio of net (charge-offs) recoveries
during the period to average loans
outstanding during the period .0002% (.001)%

* Represents the amount of allowance reversal due to the refinement
in methodology.

The allowance for loan losses by loan type for the most recent
three years is as follows:

Allowance for Loan December 31,
Losses by Type: 2006 2005 2004

(dollars in thousands)
Real estate mortgage $ 1,543 $ 1,457 $ 1,480
Production and intermediate term 1,859 1,770 1,820
Agribusiness 165 157 157
Energy - 12 12
Rural residential real estate 40 38 38

Total loans $ 3607 $ 3,434

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

Allowance for Loan Losses December 31,
as a Percentage of: 2006 2005 2004

Total loans .57% .66% 74%
Nonperforming loans 320% 164% 202%
Nonaccrual loans 362% 172% 251%

The financial positions of our borrowers have generally
strengthened during the past decade as farmers’ net cash income
has been at a favorable level due, in part, to direct federal

government payments and steady increases in land values over the
period. With borrowers’ strengthened financial positions and the
continued emphasis on sound underwriting standards, the credit
quality of our loan portfolio has remained healthy. Please refer to
Note 4, “Loans and Allowance for Loan Losses,” in the Notes to the
Consolidated Financial Statements, for further information
concerning the allowance for loan losses.

EMPLOYEE RETIREMENT PLANS

For the year ended December 31, 2006, the Association made no
contribution to the District-wide defined benefit retirement plan
(Plan) and contributed $1,008 to the plan for the year ended
December 31, 2005 and $4,196 for the year ended December 31,
2004. The District-wide funding in the prior year brought the
Plan’s assets to an amount exceeding the accumulated benefit
obligation and based on projections, the Association was not
required to fund the Plan in 2006. For additional information,
refer to the Recently Issued Accounting Pronouncements
disclosed in this Annual Report.

RESULTS OF OPERATIONS

Net income for the year ended December 31, 2006, totaled
$17,657, an increase of $1,782 or 11.23 percent, as compared to
$15,875 for the same period of 2005 and a decrease of $3,467 or
16.41 percent, as compared to $21,124 for the same period of
2004. Interest income for the year ended December 31, 2006,
was $48,236, an increase of $12,526 or 35.08 percent as
compared to $35,710 for the same period of 2005. Interest
income increased by $6,776 for the period ended December 31,
2005, compared to December 31, 2004. Major components of
the change in net income for the past two years are outlined in
the following table.

2006-2005 2005-2004
(dollars in thousands)

$ 15,875 $ 21,124

Change in Net Income:

Net income (prior year)

Increase (decrease) in net income due to:
Interest income 12,526 6,776
Interest expense (9,652) (5,189)
Net interest income 2,874 1,587
Provision for loan losses (237) (6,432)
Noninterest income 309 (78)
Noninterest expense (1,221) (20)
Provision for income taxes 57 (306)

Total changes in income 1,782 (5,249)

Net income 17,657 $ 15,875

Net Interest Income

Net interest income increased in 2006 by $2,874 or 17.16 percent
and by $4,461, or 29.43 percent, compared to 2005 and 2004,
respectively. Interest income on nonaccrual loans for 2006
totaled $275, a decrease of $94, compared to $369 for 2005 and a
decrease of $327 compared to $602 for 2004. The Association’s
net interest income as a percentage of average earning assets was
3.28 percent on December 31, 2006, compared to 3.34 percent
on December 31, 2005 and 3.13 percent on December 31, 2004.
The sources of change in net interest income are summarized, as
follows:
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Change in Net Interest Income:
Nonaccrual
Volume* Rate Income Total
(dollars in thousands)

12/31/06 - 12/31/05

Interest income $ 6,731 $ 5,889 $ (94  $12,526
Interest expense (4,127) (5,525) - (9,652)
Change in net interest income $ 2,604 $ 364 $ (949 $ 2,874

12/31/05 - 12/31/04

Interest income $ 1,035 $ 5,974 $ (233) $ 6,776
Interest expense (594) (4,595) - (5,189)
Change in net interest income $ 441 $ 1,379 $ (233) $ 1,587

*  Volume variances can be the result of increased/decreased loan volume or from
changes in the percentage composition of assets and liabilities between periods.

Please refer to the Consolidated Five-Year Summary of Selected
Financial Data in this Annual Report to review key financial
ratios pertaining to earnings and net interest income.

Noninterest Income

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

Percentage

For the Year Ended

December 31, 2006/ 2005/

Noninterest Income 2006 2005 2004 2005 2004

Increase/(Decrease)

(dollars in thousands)
Loan fees $ 2661 $ 2,283 $ 1,953 16.6 % 16.9%

Fees for financially

related services 227 350 385 (35.1) 9.1)
Patronage refund from other

Farm Credit Institutions 5,596 5,732 2.14 (24)
Gains (losses) from sale of

other property owned (net) 8 8 8 - -
Other noninterest income 60 124 361 (51.6) (65.6)

Total noninterest income $ 8,670 $ 8,361 $ 8439 3.7% (0.9)%

Regarding patronage refunds received from other Farm Credit
Institutions, the Association received $4,855 in a patronage
refund and $752 in a special distribution from the Bank for the
year ended December 31, 2006, compared to $4,050 and $1,417
for 2005, and $4,118 and $1,538 for 2004.

The Association received $2,661 for loan fees for the year ended
December 31, 2006 compared to $2,283 for 2005 and $1,953 for
2004. The increase in these fees is due to loan volume growth
and also an increase in capital market activities.

Noninterest Expense

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

Percentage
For the Year Ended Increase/(Decrease)
December 31, 2006/ 2005/
Noninterest Expense 2006 2005 2004 2005 2004
(dollars in thousands)
Salaries and employee benefits $ 7,053 $ 6,440 $ 6,710 9.5% (4.0)%
Occupancy and
equipment expense 776 747 719 39 3.9
Insurance Fund premium 832 243 235 - 34
Other operating expense 1,752 1,762 1,508 - 16.8

Total noninterest expense $ 10,413 $ 9,192 $ 9,172 13.3% 0.2%

Noninterest expense increased $1,221 or 13.28 percent for
December 31, 2006, as compared to the same period of 2005 and
increased $1,241 or 13.53 percent compared to December 31,
2004. The increase in noninterest expense is primarily due to
the increase in Insurance Fund premiums (see Note 12 in the
Notes to the Consolidated Financial Statements), which
increased by $589, and an increase in salaries and benefits of
$613.

The Association recorded a provision for income taxes of $49
for the year ended December 31, 2006, as compared to a
provision of $106 for 2005 and a benefit of $200 for 2004.

Key Results of Operations Comparisons

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

For the For the For the
12 Months 12 Months 12 Months
Key Results of Ended Ended Ended
Operations Comparisons 12/31/06 12/31/05 12/31/04

Return on Average Assets 2.83% 3.02% 4.27%
Return on Average Members’ Equity 17.88% 16.75% 26.01%
Net Interest Income as a Percentage

of Average Earning Assets 3.28% 3.34% 3.13%
Net (Charge-offs) Recoveries

to Average Loans 0.0002% (0.001)% 0.002%

A key factor in the growth of net income for future years will be
continued improvement in net interest and noninterest income.
Our goal is to generate earnings sufficient to fund operations,
adequately capitalize the Association, and achieve an adequate rate
of return for our members. To meet this goal, the agricultural
economy must continue the improvement shown in recent years
and the Association must meet certain objectives. These objectives
are to attract and maintain high quality loan volume priced at
competitive rates and to manage credit risk in our entire portfolio,
while efficiently meeting the credit needs of our members.

LIQUIDITY AND FUNDING SOURCES

Liquidity

Liquidity management is the process whereby funds are made
available to meet all financial commitments including the
extension of credit, payment of operating expenses and payment
of debt obligations. The Association receives access to funds
through its borrowing relationship with the Bank and from
income generated by operations. The Association's participation
in investments and other secondary market programs provides

additional liquidity. Sufficient liquid funds have been available
to meet all financial obligations.

Funding Sources

The principal source of funds for the Association is the borrowing
relationship established with the Bank through a General Financing
Agreement (GFA.). The GFA utilizes the Association’s credit and
fiscal performance as criteria for establishing a line of credit on
which the Association may draw funds. The Bank advances the
funds to the Association, creating notes payable to the Bank. The
notes payable are segmented into variable rate and fixed rate
components. The variable rate note is utilized by the Association
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to fund variable rate loan advances and operating funds
requirements. The fixed rate note is used specifically to fund
fixed rate loan advances made by the Association.

Total notes payable to the Bank at December 31, 2006, was
$563,329 as compared to $447,981 at December 31, 2005 and
$393,652 at December 31, 2004. The increase of 25.75 percent
compared to December 31, 2005 and the increase of 43.10 percent
compared to December 31, 2004, is attributable to an increase in
loan volume and total capital for these years. The average volume
of outstanding notes payable to the Bank was $513,025 and
$421,330 for the years ended December 31, 2006 and 2005,
respectively. Refer to Note 8, “Notes Payable to AgFirst Farm
Credit Bank,” of the Notes to the Consolidated Financial
Statements, for additional information concerning the
Association’s debt.

The Association had no lines of credit available or outstanding
with third party financial institutions as of December 31, 2006.

Funds Management

The Bank and the Association manage assets and liabilities to
provide a broad range of loan products and funding options,
which are designed to allow the Association to be competitive in
all interest rate environments. The primary objective of the
asset/liability management process is to provide stable and rising
earnings, while maintaining adequate capital levels by managing
exposure to credit and interest rate risks.

Demand for loan types is a driving force in establishing a funds
management strategy. The Association offers fixed, adjustable, and
variable rate loan products that are marginally priced according to
financial market rates. Variable rate loans may be indexed to
either the Prime Rate or the 90-day London Interbank Offered
Rate (LIBOR). Adjustable rate mortgages are indexed to U.S.
Treasury Rates. Fixed rate loans are priced based on the current
cost of System debt of similar terms to maturity.

The majority of the interest rate risk in the Association’s
Consolidated Balance Sheets is transferred to the Bank through the
notes payable structure. The Bank, in turn, actively utilizes funds
management techniques to identify, quantify, and control risk
associated with the loan portfolio.

CAPITAL RESOURCES

Total members’ equity at December 31, 2006, increased 2.99
percent to $99,205 from the December 31, 2005, total of $96,322
and increased 5.96 percent from the December 31, 2004 total of
$93,621. The increases were primarily attributed to the increase in
retained earnings.

Total capital stock and participation certificates were $2,537 on
December 31, 2006, compared to $2,423 on December 31, 2005
and $2,468 on December 31, 2004. The increase was attributed
to purchases of stock related to new loans.

The Association Board of Directors establishes, adopts, and
maintains a formal written capital adequacy plan. There were no
material changes to the capital plan for 2006 that would affect
minimum stock purchases or would have an effect on the
Association’s ability to retire stock and distribute earnings.

The Association’s capital ratios as of December 31 and the FCA
minimum requirements follow:

Regulatory

2006 2005 2004 Minimum

Permanent Capital 15.08% 16.95% 16.95% 7.00%
Total Surplus 14.72% 16.55% 16.58% 7.00%
Core Surplus 12.20% 13.24% 12.73% 3.50%

At December 31, 2006, the Association’s permanent capital ratio,
(average at-risk capital divided by average risk adjusted assets),
calculated in accordance with FCA regulations, exceeded the
regulatory minimum of 7.00 percent. In addition to these
regulatory requirements, the Association has established a
permanent capital ratio goal in excess of the 7.00 percent FCA
minimum requirement. As of December 31, 2006, the Association
has met the goal. The decrease in the Association’s permanent
capital, total surplus, and core surplus for December 31, 2006 was
attributed to the growth in loan volume in the past year.

See Note 9, “Members’ Equity,” in the Notes to the Consolidated
Financial Statements, for further information concerning capital
resources.

PATRONAGE PROGRAM

Prior to the beginning of any fiscal year, the Association’s Board
of Directors, by adoption of a resolution, may establish a
Patronage Allocation Program to distribute its available
consolidated net earnings. This resolution provides for the
application of net earnings in the manner described in the
Association’s Bylaws. This includes the setting aside of funds to
increase surplus to meet minimum capital adequacy standards
established by FCA Regulations, to increase surplus to meet
Association capital adequacy standards to a level necessary to
support competitive pricing at targeted earnings levels, and for
reasonable reserves for necessary purposes of the Association.
After excluding net earnings attributable to (a) the portion of
loans participated to another institution, and (b) participation
loans purchased, remaining consolidated net earnings are
eligible for allocation to borrowers. Refer to Note 9, “Members’
Equity,” of the Notes to the Consolidated Financial Statements,
for more information concerning the patronage distributions.
The Association declared patronage distributions of $8,919 in
2006, $6,942 in 2005, and $5,413 in 2004.

YOUNG, BEGINNING AND SMALL (YBS) FARMERS AND
RANCHERS PROGRAM

The Association’s mission is to provide financial services to
agriculture and the rural community, which includes providing
credit to young*, beginning** and small*** farmers. Because of the
unique needs of these individuals, and their importance to the
future growth of the Association, the Association has established
annual marketing goals to increase our market share of loans to
YBS farmers. Specific marketing plans have been developed to
target these groups, and resources have been designated to help
ensure YBS borrowers have access to a stable source of credit.

The following table outlines the loan volume and number of
YBS loans in the loan portfolio for the Association.
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Consolidated Balance Sheets

(dollars in thousands)

December 31,
2006

December 31,
2005

December 31,
2004

Assets
Cash

Loans
Less: allowance for loan losses

Net loans

Other investments, held to maturity
Accrued interest receivable

Investment in other Farm Credit institutions
Premises and equipment, net

Prepaid retirement expense

Due from AgFirst Farm Credit Bank

Other assets

Total assets

Liabilities

Notes payable to AgFirst Farm Credit Bank
Accrued interest payable

Patronage refund payable

Postretirement benefits other than pensions
Minimum pension liability

Other liabilities

Total liabilities
Commitments and contingencies

Members' Equity
Protected borrower stock
Capital stock and participation certificates
Retained earnings
Allocated
Unallocated
Accumulated other comprehensive income (loss)

Total members' equity

Total liabilities and members' equity

1,529

630,407
3,607

2,610

519,198
3,434

2,052

476,220
3,507

626,800

27,484
10,704
8,370
3,261
5,078
5,701
645

515,764

15,367
7,802
5,674
3,403
5,787
5,579

779

472,713

5,466
6,009
3,472
5,485
5,656

791

689,572

562,765

$ 501,644

563,329
2,736
9,023
3,995

372
10,912

447,981
1,868
7,016
3,778

409
5,391

$ 393,652
1,277

5,553

3,352

392

3,797

590,367

466,443

408,023

204
2,333

15,881
81,145
(358)

269
2,154

22,035
72,268
(404)

354
2,114

28,250
63,302
(399)

99,205

96,322

93,621

689,572

562,765

$ 501,644

The accompanying notes are an integral part of these financial statements.
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such adjusted value is not in excess of the carrying amount at
acquisition. Income and expenses from operations and carrying
value adjustments are included in gains (losses) on other property
owned, net.

Premises and Equipment: Premises and equipment are carried at
cost less accumulated depreciation. Land is carried at cost.
Depreciation is provided on the straight-line method over the
estimated useful lives of the assets. Gains and losses on dispositions
are reflected in current operations. Maintenance and repairs are
charged to operating expense and improvements are capitalized.

. Advanced Conditional Payments: The Association is authorized
under the Farm Credit Act to accept advance payments from
borrowers. To the extent the borrower’s access to such advance
payments is restricted, the advanced conditional payments are
netted against the borrower’s related loan balance. Amounts in
excess of the related loan balance and amounts to which the
borrower has unrestricted access are presented as interest-bearing
liabilities in the accompanying consolidated balance sheets.
Advanced conditional payments are not insured. Interest is
generally paid by the Association on such accounts.

. Employee Benefit Plans: Substantially all employees of the
Association may participate in the retirement plan (Plan) of the
AgFirst District, which is a defined benefit plan. The District
utilizes the “Projected Unit Credit” actuarial method for financial
reporting purposes and for funding purposes. As a result of the
funded status at the Plan’s measurement date (September 30) of
the underlying Plan, the Association may record a minimum
liability, an intangible asset relating to unrecognized prior service
cost and other comprehensive income (loss). The adjustment to
other comprehensive income (loss) would be net of deferred taxes,
if significant. For participants hired before January 1, 2003,
benefits are determined based on a final average pay formula. For
those participants hired on or after January 1, 2003, benefits are
determined using a cash balance formula.

Substantially all employees of the Association may also be eligible to
participate in the District’s thrift plan (Thrift Plan), which qualifies
as a 401 (k) plan as defined by the Internal Revenue Code. For
employees hired on or prior to December 31, 2002, the Association
contributes $.50 for each $1.00 of the maximum employee
contribution of 6 percent of total compensation. For employees
hired on or after January 1, 2003, the Association contributes $1.00
for each $1.00 of the maximum employee contribution of 6 percent
of total compensation. Employee deferrals are not to exceed the
maximum deferral as adjusted by the Internal Revenue Service.
Thrift Plan costs are expensed as funded.

Effective January 1, 2006 the Districtwide 401(k) Plan known as
the AgFirst Farm Credit Employee Thrift Plan merged with the
Farm Credit Bank of Texas Thrift Plus Plan. The new plan is
known as the AgFirst/FCBT 401(k) Employee Benefit Plan.

The Association may provide certain health care and life
insurance benefits to eligible retired employees. Substantially all
employees may become eligible for these benefits if they reach
early retirement age while working for the Association.

Income Taxes: The Association is generally subject to Federal
and certain other income taxes. As previously described, the ACA

holding company has two wholly-owned subsidiaries, a PCA and a
FLCA. The FLCA subsidiary is exempt from federal and state
income taxes as provided in the Farm Credit Act. The ACA
holding company and the PCA subsidiary are subject to federal,
state and certain other income taxes.

The Association is eligible to operate as a cooperative that qualifies
for tax treatment under Subchapter T of the Internal Revenue Code.
Accordingly, under specified conditions, the Association can exclude
from taxable income amounts distributed as qualified patronage
refunds in the form of cash, stock or allocated surplus. Provisions
for income taxes are made only on those taxable earnings that will
not be distributed as qualified patronage refunds. The Association
distributes patronage on the basis of book income.

The Association accounts for income taxes under the asset and
liability method, recognizing deferred tax assets and liabilities for the
expected future tax consequences of the temporary differences
between the carrying amounts and tax bases of assets and liabilities.
Deferred tax assets and liabilities are measured using enacted tax
rates expected to apply to taxable income in the years in which those
temporary differences are expected to be realized or settled.

The Association records a valuation allowance at the balance sheet
dates against that portion of the Association’s deferred tax assets
that, based on management’s best estimates of future events and
circumstances, more likely than not (a likelihood of more than 50
percent) will not be realized. The consideration of valuation
allowances involves various estimates and assumptions as to
future taxable earnings, including the effects of our expected
patronage program, which reduces taxable earnings.

Patronage Refund from AgFirst: The Association records
patronage refunds from the Bank on an accrual basis.

K. Recently Issued Accounting Pronouncements: In June 2006, the
Financial Accounting Standards Board (FASB) released
Interpretation No. 48, Accounting for Uncertainty in Income Taxes
(FIN 48). FIN 48 clarifies the accounting for uncertainty in
income taxes recognized in an enterprise’s financial statements in
accordance with FASB Statement No. 109, Accounting for Income
Taxes. FIN 48 prescribes a recognition threshold and
measurement attribute for the financial statement recognition and
measurement of a tax position taken or expected to be taken in a
tax return. FIN 48 is effective for fiscal years beginning after
December 15, 2006. Adoption of FIN 48 is not expected to have a
material impact on the Association’s Consolidated Balance Sheet
or Consolidated Statement of Income

On September 30, 2006, the FASB issued Statement of Financial
Accounting Standards No. 158, Employers’ Accounting for Defined
Benefit Pension and Other Postretirement Plans (FAS 158). FAS
158 requires an employer to recognize the overfunded or
underfunded status of a defined benefit postretirement plan as an
asset or liability in its statement of financial position and recognize
through comprehensive income changes in that funded status in
the year in which the changes occur. The Bank and its related
Associations will be required to implement FAS 158 for the year
ended December 31, 2007. In addition, FAS 158 requires that the
funded status of a plan be measured as of the date of the year-end
financial statements. Currently, the Bank and its related
Associations use a measurement date of September 30th. The
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Notes to the Consolidated Financial Statements

Dollars in thousands, except as noted (Continued)

requirement to measure the funded status as of the fiscal year-end
is effective for fiscal years ending after December 15, 2008. The
Bank and its related Associations are currently evaluating the
impact of implementing FAS 158.

Note 3 — Refinement of the Allowance for Loan Losses
Methodology

During 2004, the Association conducted a study to further refine its
allowance for loan losses methodology taking into account recently
issued guidance by FCA, as well as the Securities and Exchange
Commission (SEC) and Federal Financial Institutions Examination
Council guidelines.

Previously, the Association’s allowance for loan losses methodology
had been based upon criteria developed in the late 1980s and reflected
the credit losses experienced in the mid-to-late 1980s, which was a
period of unusually adverse economic conditions in American
agriculture. Given the long cyclical nature of the agricultural
economy, loss factors utilized to determine the allowance for loan
losses subsequent to 1989 continued to reflect, to some extent, the loss
history of the mid-to-late 1980s, which resulted in conservative
estimates of the allowance for loan losses. The Association’s allowance
for loan losses methodology utilized throughout the period was in
accordance with generally accepted accounting principles and was
consistently applied.

While conservative in estimating the allowance for loan losses, the
methodology used resulted in annual provisions for loan losses over the
periods that reflected changes in credit quality and loss experience.
Accordingly, the reserves provided in the mid-to-late 1980s have, in
effect, remained part of the allowance for loan losses. The Association’s
allowance for loan losses methodology has consistently adhered to
proper accounting policies, under the regulatory supervision of FCA in
its role as a “safety and soundness” regulator. It was FCA’s view that the
allowance for loan losses should include among others, an assessment of
probable losses, historical loss experience and economic conditions.

In April 2004, FCA issued an "Informational Memorandum" to System
institutions regarding the criteria and methodologies that would be
used in evaluating the adequacy of a System institution’s allowance for
loan losses. FCA endorsed the direction provided by other bank
regulators and the SEC and indicated the conceptual framework
addressed in their guidance would be included as part of their
examination process.

During the fourth quarter of 2004, the Association completed its study
and refined its methodology to be in compliance with the guidance
discussed in the previous paragraph. The refinement in methodology
resulted in a calculated allowance for loan losses that was significantly
less than the previously recorded balance due to revised loss factors
that are more indicative of actual loss experience in recent years and
current borrower analysis.

While the $6,497 reversal had a significant impact on 2004 results of
operations and the previously recorded allowance for loan losses, the
refinement in methodology did not have a significant impact on 2006
comparative results of operations and is not expected to have a
significant impact in future periods. Additionally, the refinement in
methodology did not have a significant impact on the level of the risk

bearing capacity of the Association, generally referred to as “risk
funds” (capital plus the allowance for loan losses), which totaled
$102,812 at December 31, 2006 (16.31 percent of Association loans), as
compared with $99,756 at December 31, 2005 (19.21 percent of
Association loans), and $97,128 at December 31, 2004 (20.40 percent
of Association loans).

Note 4 — Loans and Allowance for Loan Losses

A summary of loans follows:

December 31,
2006 2005 2004

Real estate mortgage $ 208369 $ 193,737 $§ 202,761
Production and intermediate term 353,269 281,997 251,499
Agribusiness:
Loans to cooperatives - 692 -
Processing and marketing 43,543 16,636 10,630
Farm related business 17,605 17,903 6,353
Energy - 1,462 3
Rural residential real estate 7,621 6,771 4,974

Total loans $ 630,407 § 519,198 $ 476,220

The Association’s concentration of credit risk in various agricultural
commodities is shown in the following table. While the amounts
represent the Association’s maximum potential credit risk as it
relates to recorded loan principal, a substantial portion of the
Association’s lending activities is collateralized and the Association’s
exposure to credit loss associated with lending activities is reduced
accordingly. An estimate of the Association’s credit risk exposure is
considered in the determination of the allowance for loan losses.

Total loans at December 31, 2006, 2005 and 2004 consisted of the
following commodity types:

December 31,
Commodity Type 2006 2005

Swine 35% 41%

Poultry 24 22

Other 2 17

Tobacco 11

Row Crops 7

Field/Grain 1

Rural Home 1 1

Total 100 % 100 % 100 %

The amount of collateral obtained, if deemed necessary upon
extension of credit, is based on management’s credit evaluation of the
borrower. Collateral held varies, but typically includes farmland and
income-producing property, such as crops and livestock, as well as
receivables. Long-term real estate loans are collateralized by the first
liens on the underlying real property. Federal regulations state that
long-term real estate loans are not to exceed 85 percent (97 percent if
guaranteed by a government agency) of the property’s appraised value.
However, a decline in a property’s market value subsequent to loan
origination or advances, or other actions necessary to protect the
financial interest of the Association in the collateral, may result in the
loan to value ratios in excess of the regulatory maximum.

Impaired loans are loans for which it is probable that not all principal
and interest will be collected according to the contractual terms.
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The following table presents information relating to impaired loans.

December 31,
2006 2005 2004

Nonaccrual loans:
Current as to principal and interest $ 413 $ 394 $ 621
Past due 583 1,603 778
Total nonaccrual loans 996 1,997 1,399

Impaired accrual loans:
Restructured accrual loans 91 95 339

Accrual loans 90 days
or more past due 39 - -
Total impaired accrual loans 130 95 339

Total impaired loans $ 1,126 $ 2,092 $ 1,738

There were no material commitments to lend additional funds to
debtors whose loans were classified as impaired at December 31,
2006.

Interest income is recognized and cash payments are applied on
nonaccrual impaired loans as described in Note 2. The following
table presents interest income recognized on impaired loans.

Year Ended December 31,
2006 2005 2004

Interest income recognized on
nonaccrual loans $ 275 § 369 $ 602
Interest income on impaired accrual loans 4 6 15

Interest income recognized on
impaired loans $ 279 $ 375 § 617

The following table presents information concerning impaired loans
as of December 31,

2006 2005 2004

Impaired loans with related allowance $ 236 $ 205 $ 258
Impaired loans with no related allowance 890 1,887 1,481

Total impaired loans $ 1,126  $ 2,092 § 1,739

Allowance on impaired loans $ 116 $ 123 § 132

The following table summarizes impaired loan information for the year
ended December 31,

2006 2005 2004

Average impaired loans $ 1,416 $ 2,047 § 1,549

The following table summarizes interest income on nonaccrual and
accruing restructured loans that would have been recognized under
the original terms of the loans:

Year Ended December 31,
2006 2005 2004

Interest income which would have been
recognized under the original loan terms ~ § 403 $ 555
Less: interest income recognized 275 369

Foregone interest income $ 128 $ 186

The changes in the allowance for loan losses are as follows:

Year Ended December 31,
2006 2005 2004

Balance at beginning of year 3434 $§ 3,507 9,993

Charge-offs:
Production and intermediate term (21)
Total charge-offs (21)

Recoveries:
Real estate mortgage
Production and intermediate term

Total recoveries

Net (charge-offs) recoveries

Provision for (reversal of allowance
for) loan losses
Nonrecurring allowance for
loan losses reversal (6,497)
(6,497)

Balance at end of year 3,507

Ratio of net (charge-offs) recoveries
during the period to average loans
outstanding during the period 0.0002% (0.001)% 0.002%

As previously discussed in Note 3, the nonrecurring allowance for
loan losses reversal resulted from the refinement of the Association’s
allowance for loan losses methodology.

In addition, the following is a breakdown of the allowance for loan
losses for the end of the last three fiscal years:

December 31, 2006 December 31, 2005

Amount % Amount %

Real estate mortgage $ 1,543 42.5% $ 1,457 42.4%
Production and intermediate term 1,859 51.5 1,770 51.6
Agribusiness 165 49 157 4.6
Energy - - 12 0.3
Rural residential real estate 40 1.1 38 1.1

Total $ 3,607 100.0% $ 3434 100.0%

December 31, 2004
Amount %

Real estate mortgage $ 1,479 42.2%
Production and intermediate term 1,821 51.9
Agribusiness 157 4.5
Energy 12 0.3
Rural residential real estate 38 1.1

Total $ 3,507 100.0%

Note 5 — Other Investments

On October 22, 2004, Congress enacted the “Fair and Equitable
Tobacco Reform Act of 2004” (Tobacco Act) as part of the
“American Jobs Creation Act of 2004.” The Tobacco Act repealed
the Federal tobacco price support and quota programs, provides for
payments to tobacco “quota owners” and producers for the
elimination of the quota, and provides an assessment mechanism
for tobacco manufacturers and importers to pay for the buyout.
Tobacco quota holders and producers will receive 10 equal annual
payments under a contract with the Secretary of Agriculture. The
Tobacco Act also includes a provision that allows the quota holders
and producers to assign to a “financial institution” the right to
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receive the contract payments so that they may obtain a lump sum or
other payment. On April 4, 2005, the USDA issued a Final Rule imple-
menting the “Tobacco Transition Payment Program” (Tobacco Buyout).

The FCA determined that System institutions are “financial
institutions” within the meaning of the Tobacco Act and are,
therefore, eligible to participate in the Tobacco Buyout. The FCA
recognized that the Tobacco Buyout has significant implications for
some System institutions and the tobacco quota holders and
producers they serve. The FCA’s goal is to provide System institution
borrowers with the option to immediately receive Tobacco Buyout
contract payments and reinvest them in future business opportunities.

For the years ended December 31, 2006 and 2005, the Association held
Tobacco Buyout SIIC of $27,484 and $15,367, respectively, net of
discount.

Note 6 — Investment in AgFirst Farm Credit Bank

The Association is required to maintain ownership in the Bank of
Class B and Class C stock as determined by the Bank. The Bank may
require additional capital contributions to maintain its capital
requirements.

Note 7 — Premises and Equipment
Premises and equipment consisted of the following:

December 31,
2006 2005 2004

Land $ 960 $ 950 $ 950
Buildings and improvements 3,307 3,300 BY58)
Furniture and equipment 2,233 2,264 2,350

6,500 6,514 6,553

Less: accumulated depreciation 3,239 3,111 3,081

Total $ 3,261 $ 3,403 $ 3,472

Note 8 — Notes Payable to AgFirst Farm Credit Bank

The Association’s indebtedness to the Bank represents borrowings by
the Association to fund its loan portfolio. This indebtedness is
collateralized by a pledge of substantially all of the Association’s assets
and the terms of the revolving lines of credit are governed by a general
financing agreement. Interest rates on both variable and fixed rate
notes payable are generally established loan-by-loan based on the
Bank’s marginal cost of funds, capital position, operating costs and
return objectives. The interest rate is periodically adjusted by the Bank
based upon agreement between the Bank and Association. The
weighted average interest rates on the variable rate notes were 6.25
percent for LIBOR-based loans, 6.47 percent for Prime-based loans,
and the weighted average remaining maturities were 4.0 years and 4.2
years, respectively, at December 31, 2006. The weighted average
interest rate on the fixed rate and adjustable rate mortgage (ARM)
notes payable which are match funded by the Bank was 5.66 percent
and the weighted average remaining maturity was 6.5 years at
December 31, 2006. The weighted average interest rate on all interest-
bearing notes payable was 5.91 percent and the weighted average
remaining maturity was 5.7 years at December 31, 2006.

Variable rate and fixed rate notes payable represent approximately
18.62 percent and 81.38 percent, respectively, of total notes payable at
December 31, 2006.

Under the Farm Credit Act, the Association is obligated to borrow only
from the Bank, unless the Bank approves borrowing from other
funding sources. The Bank, consistent with FCA regulations, has
established limitations on the Association’s ability to borrow funds
based on specified factors or formulas relating primarily to credit
quality and financial condition. At December 31, 2006, the
Association’s notes payable were within the specified limitations.

Note 9 — Members’ Equity

A description of the Association’s capitalization requirements,
protection mechanisms, regulatory capitalization requirements and
restrictions, and equities are provided below.

A. Protected Borrower Stock

Protection of certain borrower stock is provided under the Farm
Credit Act which requires the Association, when retiring protected
borrower stock, to retire such stock at par or stated value regardless
of its book value. Protected borrower stock includes capital stock
and participation certificates which were outstanding as of

January 6, 1988, or were issued or allocated prior to October 6, 1988.
If an Association is unable to retire protected borrower stock at par
value or stated value, amounts required to retire this equity would
be obtained from the Insurance Fund.

Capital Stock and Participation Certificates

In accordance with the Farm Credit Act and the Association’s
capitalization bylaws, each borrower is required to invest in Class
C stock for agricultural loans, or participation certificates in the
case of rural home and farm related business loans, as a condition
of borrowing. The initial borrower investment, through either
purchase or transfer, must be in an amount equal to 200 shares
($1,000.00) or one (1) share for each $250.00 (or fraction thereof)
of the amount of the loan. The Board of Directors may increase
the amount of investment if necessary to meet the Association’s
capital needs. Loans designated for sale or sold into the
Secondary Market on or after April 16, 1996 will have no voting
stock or participation certificate purchase requirement if sold
within 180 days following the date of designation.

The borrower acquires ownership of the capital stock or
participation certificates at the time the loan is made, but usually
does not make a cash investment. The aggregate par value is
generally added to the principal amount of the related loan
obligation. The Association retains a first lien on the stock or
participation certificates owned by borrowers. Retirement of such
equities will generally be at the lower of par or book value, and
repayment of a loan does not automatically result in retirement of
the corresponding stock or participation certificates.

Regulatory Capitalization Requirements and Restrictions

The FCA’s capital adequacy regulations require the Association to
achieve permanent capital of seven percent of risk-adjusted assets
and off-balance-sheet commitments. Failure to meet the seven
percent capital requirement can initiate certain mandatory and
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possibly additional discretionary actions by the FCA that, if
undertaken, could have a direct material effect on the
Association’s financial statements. The Association is prohibited
from reducing permanent capital by retiring stock or making
certain other distributions to shareholders unless prescribed
capital standards are met. The FCA regulations also require that
additional minimum standards for capital be achieved. These
standards require all System institutions to achieve and maintain
ratios as defined by FCA regulations. These required ratios are
total surplus as a percentage of risk-adjusted assets of seven
percent and of core surplus as a percentage of risk-adjusted assets
of three and one-half percent. The Association’s permanent
capital, total surplus and core surplus ratios at December 31, 2006
were 15.08 percent, 14.72 percent and 12.20 percent, respectively.

An FCA regulation empowers it to direct a transfer of funds or
equities by one or more System institutions to another System
institution under specified circumstances. The Association has
not been called upon to initiate any transfers and is not aware of
any proposed action under this regulation.

Description of Equities

The Association is authorized to issue or have outstanding Classes
A and D Preferred Stock, Classes A, B and C Common Stock,
Classes B and C Participation Certificates and such other classes of
equity as may be provided for in amendments to the bylaws in
such amounts as may be necessary to conduct the Association’s
business. All stock and participation certificates have a par or face
value of five dollars ($5.00) per share.

The Association had the following shares outstanding at
December 31, 2006:

Shares Outstand‘mg
Aggregate
Class Protected Number Par Value

B Common/Nonvoting Yes 36,775 $ 184
C Common/Voting No 453,496 2,267
B Participation Certificates/Nonvoting Yes 4,048 20

C Participation Certificates/Nonvoting Yes 13,195 66

Total Capital Stock
and Participation Certificates 507,514  $ 2,537

Protected common stock and participation certificates are retired
at par or face value in the normal course of business. At-risk
common stock and participation certificates are retired at the sole
discretion of the Board at book value not to exceed par or face
amounts, provided the minimum capital adequacy standards
established by the Board are met.

Retained Earnings

The Association maintains an unallocated retained earnings account

and an allocated retained earnings account. The minimum

aggregate amount of these two accounts is determined by the Board.

At the end of any fiscal year, if the retained earnings accounts
otherwise would be less than the minimum amount determined by

the Board as necessary to maintain adequate capital reserves to meet

the commitments of the Association, the Association shall apply

earnings for the year to the unallocated retained earnings account
in such amounts as may be determined necessary by the Board.
Unallocated retained earnings are maintained for each borrower
to permit liquidation on a patronage basis.

The Association maintains an allocated retained earnings
account consisting of earnings held and allocated to borrowers
on a patronage basis. In the event of a net loss for any fiscal
year, such allocated retained earnings account will be subject to
full impairment in the order specified in the bylaws beginning
with the most recent allocation.

The Association has a first lien and security interest on all
retained earnings account allocations owned by any borrowers,
and all distributions thereof, as additional collateral for their
indebtedness to the Association. When the debt of a borrower is
in default or is in the process of final liquidation by payment or
otherwise, the Association, upon approval of the Board, may
order any and all retained earnings account allocations owned by
such borrower to be applied on the indebtedness.

Allocated equities shall be retired solely at the discretion of the
Board; provided, however, that minimum capital standards
established by the FCA and the Board are met. All nonqualified
distributions are tax deductible only when redeemed.

At December 31, 2006, allocated members’ equity consisted of
$6,005 of qualified surplus and $9,876 of nonqualified allocated
surplus.

Dividends

The Association may declare noncumulative dividends on its
capital stock and participation certificates provided the dividend
rate does not exceed 20 percent of the par value of the respective
capital stock and participation certificates. Such dividends may
be paid solely on Classes A and D Preferred Stock, or on all classes
of stock and participation certificates.

The rate of dividends paid on Class A Preferred Stock for any
fiscal year may not be less than the rate of dividends paid on
Classes A, B or C Common Stock or participation certificates for
such year. The rate of dividends on Classes A, B and C Common
Stock and participation certificates shall be at the same rate per
share.

Dividends may not be declared if, after recording the liability, the
Association would not meet its capital adequacy standards. No
dividends were declared by the Association for any of the periods
included in these financial statements.

Patronage Distributions

Prior to the beginning of any fiscal year, the Board, by adoption of
aresolution, may obligate the Association to distribute to
borrowers on a patronage basis all or any portion of available net
earnings for such fiscal year or for that and subsequent fiscal
years. Patronage distributions are based on the proportion of the
borrower’s interest to the amount of interest earned by the
Association on its total loans unless another proportionate
patronage basis is approved by the Board.
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If the Association meets its capital adequacy standards after making
the patronage distributions, the patronage distributions may be in
cash, authorized stock of the Association, allocations of earnings
retained in an allocated members’ equity account, or any one or
more of such forms of distribution. Patronage distributions of the
Association’s earnings may be paid on either a qualified or
nonqualified basis, or a combination of both, as determined by the
Board. A minimum of 20 percent of the total qualified patronage
distribution to any borrower for any fiscal year shall always be paid
in cash.

Transfer

Class D Preferred, Classes A, B and C Common Stocks, and
Classes B and C Participation Certificates may be transferred to
persons or entities eligible to purchase or hold such equities.

Impairment

Any net losses recorded by the Association shall first be applied
against unallocated members’ equity. To the extent that such losses
would exceed unallocated members’ equity, such losses would be
applied consistent with the Association’s bylaws and distributed pro
rata to each share and/or unit outstanding in the class, in the
following order:

(a) First, allocated surplus evidenced by nonqualified written
notices of allocation, in its entirety, with application to most
recent allocation first and then in reverse order until all such
allocated surplus has been exhausted;

(b) Second, allocated surplus evidenced by qualified written
notices of allocation, in its entirety, with application to most
recent allocation first and then in reverse order until all such
allocated surplus has been exhausted;

Third, Class A Common Stock, Class B Common Stock, Class
C Common Stock and Class C Participation Certificates issued
and outstanding, pro rata until such stock is fully impaired;
and

(d) Fourth, Class A Preferred and Class D Preferred Stock issued
and outstanding, if any.

Impairments shall be considered as being applied pro rata to each
share and/or unit outstanding in the class.

Liquidation

In the event of liquidation or dissolution of the Association, any
assets of the Association remaining after payment or retirement of
all liabilities should be distributed to the holders of the
outstanding stock and participation certificates in the following
order:

(a) First, to the holders of Class D Preferred Stock until an
amount equal to the aggregate par value of all shares of said

class of stock or participation certificates then issued and
outstanding, until an amount equal to the aggregate par
value or face amount of all such shares or units has been
distributed to such holders;

Third, to the holders of allocated surplus evidenced by
qualified written notices of allocation, in the order of year of
issuance and pro rata by year of issuance, until the total
amount of such allocated surplus has been distributed;

Fourth, to the holders of allocated surplus evidenced by
nonqualified written notices of allocation, in the order of
year of issuance and pro rata by year of issuance, until the
total amount of such allocated surplus has been distributed;
and

Fifth, any remaining assets of the Association after such

distributions shall be distributed to past and present Patrons on

a patronage basis, to the extent practicable.
Other Comprehensive Income (Loss)

The Association reports other comprehensive income (loss) in its
Consolidated Statements of Changes in Members’ Equity. During
2004, the District Associations funded the pension plans
sufficiently to eliminate the pension-related charge to other
comprehensive income (loss) at December 31, 2004. The
remaining amounts at December 31, 2005 and 2004 relate to the
funded status of a supplemental retirement plan. See Note 11 for
further information.

Note 10 — Income Taxes

The provision (benefit) for income taxes follows:

Year Ended December 31,
2006 2005 2004

Current:
Federal 42 83 (459)
State 7 23 (150)

49 106 (609)

Deferred:
Federal 326
State 83

409

Total provision (benefit) for
income taxes (200)

The provision (benefit) for income tax differs from the amount of
income tax determined by applying the applicable U.S. statutory
federal income tax rate to pretax income as follows:

December 31,

2006 2005 2004

Federal tax at statutory rate $ 6,020 $ 5433

$ 7114

State tax, net 5 15 (44)
Patronage distributions (3,032) (2,360) (1,840)
Tax-exempt FLCA earnings (3,305) (3,831) (5,029)
Change in valuation allowance 380 612 (537)
Net operating loss - carryback (59) - -
Other 40 237 136

stock then issued and outstanding has been distributed to
such holders;

(b) Second, to the holders of Class A Common, Class B
Common, Class C Common, Class B Participation
Certificates and Class C Participation Certificates, pro rata in
proportion to the number of shares or units of each such

Provision (benefit) for income taxes 49 106 $  (200)
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Deferred tax assets and liabilities result from the following at:

December 31,
2005 2004

Deferred income tax assets:
Allowance for loan losses $ 645 $ 69
Net operating loss - carryforward 906
Nonaccrual loan interest 131 80

Gross deferred tax assets 1,682

Less: valuation allowance (1,108)

Gross deferred tax assets, net of
valuation allowance 574

Deferred income tax liabilities:
Future Bank equity redemption
State income tax
Loan fees

Gross deferred tax liability

Net deferred tax asset 60 60

At December 31, 2006, deferred income taxes have not been provided
by the Association on approximately $3.6 million of patronage
refunds received from the Bank prior to January 1, 1993. Such
refunds, distributed in the form of stock, are subject to tax only upon
conversion to cash. The tax liability related to future conversions is
not expected to be material.

The Association recorded a valuation allowance of $1,488, $1,108 and
$496 during 2006, 2005 and 2004, respectively. The Association will
continue to evaluate the realizability of the deferred tax assets and
adjust the valuation allowance accordingly.

Note 11 — Employee Benefit Plans

The employees of the Association may participate in a Districtwide
defined benefit retirement plan. This plan is noncontributory and
covers substantially all Association employees. Benefits are based on
salary and years of service. The assets, liabilities and costs of the plan
are not segregated by participating entities but are allocated among the
participating entities. Pension costs are allocated by multiplying the
District’s net pension expense times the Association’s salary expense as
a percentage of the District’s salary expense.

In addition, supplemental retirement benefits are provided to certain
key employees under a supplemental defined benefit executive plan.
Assets have been allocated and separately invested for this plan but are
not isolated from the general creditors of the Association.

The Association participates in a Districtwide Thrift Plan. For
employees hired on or prior to December 31, 2002, the Association
will contribute $.50 for each $1.00 of the maximum employee
contribution of 6 percent of total compensation. For employees hired
on or after January 1, 2003, the Association will contribute $1.00 for
each $1.00 of the maximum employee contribution of 6 percent of
total compensation. Employee deferrals are not to exceed the
maximum deferral as adjusted by the Internal Revenue Service.

The District sponsors a plan providing certain benefits (primarily
health care) to its retirees. Certain Association charges related to this
plan are an allocation of District charges based on the Association’s
proportional share of the plan liability.

On December 8, 2003, the Medicare Prescription Drug, Improvement
and Modernization Act of 2003 (Medicare Act) was signed into law.
This act introduces a prescription drug benefit under Medicare
(Medicare Part D) as well as a federal subsidy to sponsors of retiree
health care benefit plans that provide a benefit that is at least
actuarially equivalent to Medicare Part D. In May 2004, the FASB
issued FASB Staff Position (FSP) 106-2, Accounting and Disclosure
Requirements Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003” (the Act). This Staff
Position provides guidance on the accounting for the effects of the Act
for employers that sponsor postretirement health care plans that
provide prescription drug benefits. The District sponsored plan
adopted FSP 106-2 effective July 1, 2004 (measured as of March 31,
2004). The benefit obligation valuation as of December 31, 2004
reflects the impact of the Medicare Act.

In determining the benefit obligation as of December 31, 2004, the
expected per capita claims cost were estimated to be reduced by 12
percent beginning in 2006, for Medicare-eligible participants
receiving actuarially equivalent drug benefits, due to a government
reimbursement of a portion of prescription drug benefits. The
District reduced its accumulated postretirement benefit obligation
(APBO) for the subsidy related to benefits attributed to past service.
The effect of the subsidy on the measurement of net periodic
postretirement cost for 2005 was a reduction of 2005 expense. The
effect included lower amortization of actuarial losses, lower service
costs and lower interest costs on the APBO.

The Retiree and Disabled Medical Plan was amended effective
January 1, 2006 to change the medical and prescription drug
coverage for Medicare-eligible retirees and/or eligible spouses 65
years and older. Beginning in 2006, the AgFirst/FCBT Retiree and
Disabled Medical Plan will provide medical and prescription drug
coverage to Medicare-eligible retirees and/or eligible spouses 65
years and older through fully-insured AARP endorsed Medicare
Supplement policies and subsidized basic Medicare D coverage
through a selected Prescription Drug Plan. Dental coverage was not
changed. Certain other retirees who are grandfathered under
insured arrangements were not impacted by the change. The benefit
obligation valuation as of December 31, 2005 reflects the impact of
this plan amendment.

In determining the benefit obligation as of December 31, 2005, there
was no impact due to government reimbursement of prescription
drug benefits. After the plan amendment, the plan no longer
provides prescription drug benefits directly for retirees and/or
eligible spouses 65 years and older. Instead, the District subsidizes
the cost of coverage obtained under the Medicare D program through
the selected Prescription Drug Provider.

For further information on postretirement costs, see “Postretirement
Benefits” section in the Notes to the AgFirst Farm Credit District
Consolidated Financial Statements.

The following is a table of retirement and postretirement benefits
expenses (credits):

2006 2005 2004

Pension $ 747 $ 745 798
Thrift/deferred compensation 134 119 108
Other postretirement benefits 400 618 698

Total $ 1,281 $ 1,482 $ 1,604
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Notes to the Consolidated Financial Statements

Dollars in thousands, except as noted (Continued)

For the years ended As of December 31, 2006, 2005 and 2004, the
Association had contributed $0, $1,008 and $4,196, respectively, to the
Districtwide defined benefit retirement plan, which was sufficient to
meet its accumulated benefit obligation. For 2004, the contributions
eliminated the minimum pension liability and the pension-related
charge to Accumulated other comprehensive income (OCI) in members'
equity. As a result of the fundings and the reclassification of the OCI, the
Association ended 2006, 2005 and 2004 with $5,078, $5,787 and $5,485,
respectively, in Prepaid retirement expense in Other assets on the
Consolidated Balance Sheets.

Weaker investment performance by the retirement plan assets and
lower discount rates have resulted in an under-funded status for the
non-qualified plan. Therefore, the Association reflects an
accumulated other comprehensive income adjustment of $(358),
$(404) and $(399) for the years ended December 31, 2006, 2005 and
2004, respectively, the funding of which will be amortized over future
years.

Note 12 — Intra-System Financial Assistance

The Farm Credit Act provided for capital assistance to System
institutions experiencing severe financial stress through the issuance,
prior to October 1, 1992, by the Financial Assistance Corporation of
U.S. Treasury-guaranteed 15-year bonds, of which $1.261 billion in
principal amount was originally issued. The last remaining Financial
Assistance Corporation bonds matured and were repaid on June 10,
2005.

Pursuant to the Farm Credit Act, the U.S. Treasury paid $440 million,
on behalf of the System, in interest costs on $844 million of the
Financial Assistance Corporation bonds issued for purposes other
than funding Capital Preservation Agreement accruals. The Banks had
irrevocably set aside funds, including interest earned, that totaled the
$440 million needed to repay the interest advanced by the U.S.
Treasury. On June 10, 2005, the Banks repaid the U.S. Treasury the
interest advanced. The Farm Credit Act provided that the Financial
Assistance Corporation would continue in existence no longer than
two years following the maturity of the debt in June 2005. The
Financial Assistance Corporation was dissolved effective as of
December 31, 2006.

Note 13 — Related Party Transactions

In the ordinary course of business, the Association enters into loan
transactions with officers and directors of the Association, their
immediate families and other organizations with which such persons
may be associated. Such loans are subject to special approval
requirements contained in the FCA regulations and are made on the
same terms, including interest rates and collateral, as those prevailing
at the time for comparable transactions with unrelated borrowers.

Total loans to such persons at December 31, 2006 amounted to
$13,971. During 2006, $4,781 of new loans were made and
repayments totaled $6,175. In the opinion of management, none of
these loans outstanding at December 31, 2006 involved more than a
normal risk of collectibility.

Note 14 — Commitments and Contingencies

The Association has various commitments outstanding and
contingent liabilities.

The Association may participate in financial instruments with off-
balance-sheet risk to satisfy the financing needs of its borrowers and
to manage their exposure to interest-rate risk. These financial
instruments include commitments to extend credit and/or
commercial letters of credit. The instruments involve, to varying
degrees, elements of credit risk in excess of the amount recognized in
the 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. Commercial letters of credit
are agreements to pay a beneficiary under conditions specified in the
letter of credit. Commitments and letters of credit generally have
fixed expiration dates or other termination clauses and may require
payment of a fee. At December 31, 2006, $93,255 of commitments to
extend credit and no commercial letters of credit were outstanding.

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 amounts
are not reflected on the consolidated balance sheets 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 management applies the same credit policies to
these commitments. Upon fully funding a commitment, the credit risk
amounts are equal to the contract amounts, assuming that borrowers
fail completely to meet their obligations and the collateral or other
security is of no value. The amount of collateral obtained, if deemed
necessary upon extension of credit, is based on management’s credit
evaluation of the borrower.

The Association also participates in standby letters of credit to satisfy
the financing needs of its borrowers. These letters of credit are
irrevocable agreements to guarantee payments of specified financial
obligations. Outstanding standby letters of credit have expiration
dates ranging from January 2, 2007 to April 11, 2013. The maximum
potential amount of future payments the Association is required to
make under the guarantees is $10,933.

Note 15 — Disclosures About Fair Value of Financial Instruments

The following table presents the carrying amounts and fair values of
the Association’s financial instruments at December 31, 2006, 2005
and 2004. The fair value of a financial instrument is generally defined
as the amount at which the instrument could be exchanged in a current
transaction between willing parties, other than in a forced or
liquidation sale.

Quoted market prices are generally not available for certain System
financial instruments, as described below. Accordingly fair values
are based on judgments regarding anticipated cash flows, future
expected loss experience, current economic conditions, risk
characteristics of various financial instruments, and other factors.
These estimates involve uncertainties and matters of judgment, and
therefore cannot be determined with precision. Changes in
assumptions could significantly affect the estimates.
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The estimated fair values of the Association’s financial instruments investment is a requirement of borrowing from the Bank and is
are as follows: carried at cost plus allocated equities in the accompanying
R — I — Consolidated Balance Sheets. The Association owns 3.25 percent of
ecember 31, ecember 31, R
Careei - : : the issued stock of the Bank as of December 31, 2006 net of any
arrying  Estimated Carrying  Estimated . : ;
Amount  Fair Value Amount  Fair Value reciprocal investment. As of that date, the Bank’s assets totaled
Financial assets: $24.4 billion and shareholders’ equity totaled $1.2 billion. The
e " S 260 A0 Bank’s earnings were $190 million during 2006.

Loans $ 630,407 $ 519,198 $ 524,241
Allowance for loan losses 3,607 3,434 - . Notes Payable to AgFirst Farm Credit Bank: The notes

Loanses 5 2526:800 S oLo76d S 524241 payable are segregated into pricing pools according to the types
and terms of the loans (or other assets) which they fund. Fair
value of the notes payable is estimated by discounting the
Financial liabilities: anticipated cash flows of each pricing pool using the current rate
Notes payable to AgFirst that would be charged for additional borrowings. For purposes
L (Gl Bl $ 063,329 S 565497 S 47981 8 44444 of this estimate it is assumed the cash flow on the notes is equal
to the principal payments on the Association’s loan receivables
December 31, 2004 . . .
Carrying _ Etimated Plus :accrued mte.rest on the notes Pa}'fab}e.. This assumptlon
Amount  Fair Value implies that earnings on the Association’s interest margin are

Financial assets: used to fund operating expenses and capital expenditures.
Cash $ 2,052 $§ 2,052

Tobacco Buyout SIIC $ 27,484 $ 15367 $ 15590

— § 476220 § 483518 Commitments to Extend f)redlt: The 'es.tlmatt?d market value
Allowance for loan losses 3,507 - of off-balance-sheet commitments is minimal since the

Loans, net $ 472,713 $ 483,518 committed rate approximates current rates offered for
commitments with similar rate and maturity characteristics and

Tobacco Buyout SIIC J since the related credit risk is not significant.

Financial liabilities: L T . . . .
s el (0 AeTB: Tobacco Buyout SIIC: Fair Valu? is determlfled by discounting
Farm Credit Bank $ 393,652 $ 394,002 the expected future cash flows using current interest rates for

similar assets.

A description of the methods and assumptions used to estimate the

fair value of each class of the Association’s financial instruments for Note 16 — Quarterly Financial Information (Unaudited)
which it is practicable to estimate that value follows:

Quarterly results of operations for the years ended December 31, 2006,
A. Cash: The carrying value is a reasonable estimate of fair value. 2005 and 2004 follow:

B. Loans: Because no active market exists for the Association’s 2006

loans, fair value is estimated by discounting the expected future First _ Second Third Total
cash flows using the Association’s current interest rates at which Net interest income 4485 § 4753 5,134 19,621
similar loans would be made to borrowers with similar credit Provision for (reversal of

risk. As the discount rates are based on the Bank’s loan rates, as allowance for) loan losses 2 2

q q Noninterest income

well as management estimates, management has no basis to (expense), net
determine whether the fair values presented would be indicative N o ()
of the value negotiated in an actual sale.

For purposes of determining fair value of accruing loans, the First  Second Total
loan portfolio is segregated into pools of loans with

p 8reg . P L. . Net interest income 3,99 $ 3,983 16,747
homogeneous characteristics based upon repricing and credit Fraoviistom o (el of
risk. Expected future cash flows and interest rates reflecting allowance for) loan losses (65) (65)

appropriate credit risk are separately determined for each Noninterest income
individual pOOl. (expense), net (552) (780) (937)
Net income (loss) $ 3,49 3,506 15,875

Fair value of loans in a nonaccrual status is estimated to be the

. . 2004
carrying amount less specific reserves.

First Second Third Fourth Total

The carrying value of accrued interest approximates its fair Net interest income 4095 ' 3,733 3561 $ 3,771 15,160

value. Provision for (reversal of
allowance for) loan losses (6,497) (6,497)

Investment in AgFirst Farm Credit Bank: Estimating the fair Noninterest income

value of the Association’s investment in the Bank is not practicable I\I(ei‘?ense)’ :11“ , 3(23(5)) ; 3(;%) ; ;ZZ) 0 ;;g ; 21(?231)
. g a ncom B > > > >

because the stock is not traded. As described in Note 6, the net e
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