





AgFirst Farm Credit Bank and District Associations

Note 2 — Summary of Significant Accounting Policies

The accounting and reporting policies of the District conform to
accounting principles generally accepted in the United States of America
(GAAP) and prevailing practices within the banking industry. The
preparation of combined financial statements in conformity with GAAP
requires the managements of AgFirst and District Associations to make
estimates and assumptions that affect the amounts reported in the
financial statements and accompanying notes. Significant estimates are
discussed in these footnotes, as applicable. Actual results can differ from
these estimates. Certain amounts in prior years’ financial statements may
have been reclassified to conform to the current year’s financial
statement presentation.

The accompanying combined financial statements include the accounts
of AgFirst (including the Finance Corporation) and the District
Associations, and reflect the investments in and allocated earnings of the
service organizations in which AgFirst and Associations have partial
ownership interests. All significant transactions and balances between
AgFirst and District Associations have been eliminated in combination.

A. Cash and Cash Equivalents: Cash and Cash Equivalents include
cash on hand and short-term investments with original maturities of
three months or less.

B. Investment Securities: The District, as permitted under the FCA
regulations, holds investments for purposes of maintaining a
liquidity reserve, managing short-term surplus funds, managing
interest rate risk and, in the case of certain Mission-Related
Investments, to stimulate economic growth and development in rural
areas. Investments are classified based on management’s intention
on the date of purchase and recorded on the Combined Balance
Sheet as securities on the trade date. Investment securities which
management has the intent and ability to hold to maturity are
classified as held-to-maturity and reported at amortized cost.
Investment securities classified as available-for sale (AFS) are
carried at fair market value with net unrealized gains and losses
included in Other Comprehensive Income (OCI) in Shareholders’

Equity.

Interest on investment securities, including amortization of
premiums and accretion of discounts, is included in Interest Income.
Realized gains and losses from the sales of investment securities,
which are included in Realized Gains/ (Losses) on Investments, Net,
are determined using the specific identification method.

The District reviews all investments that are in a loss position in
order to determine whether the unrealized loss, which is considered
an impairment, is temporary or other than temporary. In the event of
other-than-temporary impairment, the cost basis of the investment is
written down to its fair value, and the impairment loss is included in
earnings in the period of impairment.

C. Loans and Allowance for Loan Losses: Long-term real estate
mortgage loans generally have original maturities up to thirty years.
Substantially all short- and intermediate-term loans for agricultural
production or operating purposes have maturities of ten years or less.

Loans are carried at their principal amount outstanding adjusted for
charge-offs and deferred loan fees or costs adjusted for Statement of
Financial Accounting Standards (SFAS) No. 133, Accounting for
Derivative Instruments and Hedging Activities, valuation
adjustments, if any. Interest on loans is accrued and credited to
interest income based upon the daily principal amount outstanding.
The difference in the investment in a purchased loan and its principal
amount is deferred as part of the carrying amount of the loan and the
net difference is amortized over the life of the related loan as an
adjustment to interest income using the effective interest method.

Loans are generally placed in nonaccrual status when principal or
interest is delinquent for 90 days or more (unless adequately secured
and in the process of collection) or circumstances indicate that
collection of principal and/or interest is in doubt. When a loan is
placed in nonaccrual status, accrued interest deemed uncollectible is

reversed (if accrued in the current year) and/or charged against the
allowance for loan losses (if accrued in prior years).

When loans are in nonaccrual status, the interest portion of payments
received in cash is generally recognized as interest income if
collection of the recorded investment in the loan is fully expected
and the loan does not have a remaining unrecovered prior charge-off
associated with it. Otherwise, loan payments are applied against the
recorded investment in the loan asset. Nonaccrual loans may be
returned to accrual status when principal and interest are current,
prior charge-offs have been recovered, the ability of the borrower to
fulfill the contractual repayment terms is fully expected, and the loan
is not classified “doubtful” or “loss.”

Loans are charged-off, wholly or partially, as appropriate, at the time
they are determined to be uncollectible.

In cases where a borrower experiences financial difficulties and the
Bank or District Associations makes certain monetary concessions to
the borrower through modifications to the contractual terms of the
loan, the loan is classified as a restructured loan. If the borrower’s
ability to meet the revised payment schedule is uncertain, the loan is
classified as a nonaccrual loan.

The allowance for loan losses is maintained at a level considered
adequate by management to provide for probable and estimable
losses inherent in the loan portfolio. The allowance for loan losses is
increased through provisions for loan losses and loan recoveries and
is decreased through allowance for loan losses reversals and loan
charge-offs. A review of all individual loans in each respective
portfolio is performed periodically to determine the appropriateness
of risk ratings and to assure loss exposure to the District has been
identified. The allowance for loan losses is a valuation account used
to reasonably estimate loan and lease losses as of the financial
statement date. Determining the appropriate allowance for loan
losses balance involves significant judgment about when a loss has
been incurred and the amount of that loss.

The District considers the following factors, among others, when
determining the allowance for loan losses:

. Credit risk classifications,

. Collateral values,

. Risk concentrations,

. Weather related conditions, and
. Economic conditions.

Impaired loans are loans for which it is probable that all principal
and interest will not be collected according to the contractual terms
of the loan. Impaired loans include nonaccrual loans, restructured
loans, and loans past due 90 days or more and still accruing interest.
A loan is considered contractually past due when any principal
repayment or interest payment required by the loan instrument is not
received on or before the due date. A loan shall remain contractually
past due until it is formally restructured or until the entire amount
past due, including principal, accrued interest, and penalty interest
incurred as the result of past due status, is collected or otherwise
discharged in full.

A specific allowance may be established for impaired loans under
Statement of Financial Accounting Standards No. 114. Impairment
of these loans is measured based on the present value of expected
future cash flows discounted at the loan’s effective interest rate or at
the loan’s observable market price or fair value of the collateral if
the loan is collateral dependent.

A general allowance may also be established under Statement of
Financial Accounting Standards No. 5 to reflect estimated probable
credit losses inherent in the remainder of the loan portfolio which
excludes impaired loans considered under the specific allowance
discussed above. A general allowance can be evaluated on a pool
basis for those loans with similar characteristics. The level of the
general allowance may be based on management’s best estimate of

38

2008 Annual Report



AgFirst Farm Credit Bank and District Associations

the likelihood of default adjusted for other relevant factors reflecting
the current environment.

. Other Investments: Other Investments include Tobacco Buyout
Successor-in-Interest Contracts (SIIC) which qualify as Mission-
Related Investments under FCA regulations. Under the SIIC, the
Tobacco quota holders and producers may sell their rights to receive
SIIC contract payments to a third party. The successor purchases the
entire contract and all related rights and obligations associated with
the contract. These investments in SIIC are purchased at a discount.
Contract payments are made by the United States Department of
Agriculture (USDA) in equal annual payments. Interest income is
recognized from the accretion of discounts using the effective
interest method.

Other Property Owned: Other property owned, consisting of real
and personal property acquired through collection action, is recorded
at fair value less estimated selling costs upon acquisition. Revised
estimates to the fair value less costs to sell are reported as
adjustments to the carrying amount of the asset, provided that 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 net gains (losses) on other property
owned.

Premises and Equipment: Premises and equipment are carried at cost
less accumulated depreciation. Land is carried at cost. Depreciation is
generally provided on the straight-line method over the estimated
useful lives of the assets, which range from 3 to 40 years. Gains and
losses on dispositions are reflected in current operating results.
Maintenance and repairs are charged to operating expense and
improvements that extend the useful life of the asset are capitalized.

. Debt Issuance Cost: Direct expenses incurred in issuing debt are
deferred and amortized using the straight-line method (which
approximates the interest method) over the term of the related
indebtedness or term of the preferred stock.

. Advanced Conditional Payments: The District Associations are
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, those advanced conditional payments
(ACPs) are netted against the borrower’s related loan balance. ACPs
which are held by the District but cannot be used to reduce
outstanding loan balances, except at the direction of the borrower,
are classified as other liabilities in the combined balance sheets.
ACPs are not insured, and interest is generally paid by the
associations on such balances. The outstanding gross balances of
advance conditional payments netted against loans at December 31,
2008, 2007 and 2006 were $160.7 million, $180.5 million, and
$202.5 million, respectively. The outstanding gross balances of
advance conditional payments classified as other liabilities at
December 31, 2008, 2007 and 2006 were $31.0 million, $31.6
million, and $23.0 million, respectively.

Employee Benefit Plans: Substantially all of the District may be
eligible to participate in one of three defined benefit retirement plans
within the District. The “Projected Unit Credit” actuarial method is
used for financial reporting purposes. 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.

In addition to providing pension benefits, the Bank and District
Association may provide certain health care and life insurance
benefits for the retired employees (other postretirement benefits)
through two other postretirement benefit plans. Substantially all
employees may become eligible for these benefits if they reach early
retirement age, as defined by the plans, while working for the Bank or
District Association. The plans are unfunded with expenses paid as
incurred.

Substantially all District employees are eligible to participate in the
defined contribution AgFirst/ FCBT (Farm Credit Bank of Texas)
401(k) Employee Benefit Plan (401(k) Plan), which qualifies as a

401(k) plan as defined by Internal Revenue Code. The 401(k) Plan
requires AgFirst and Associations to match a percentage up to a
maximum employee contribution of 6.00 percent of total
compensation. Employee deferrals are not to exceed the maximum
deferral as adjusted by the Internal Revenue Service. The 401(k) Plan
costs are expensed as funded.

AgFirst and certain District Associations also individually sponsor
supplemental defined benefit and defined contribution retirement
plans and offer deferred compensation plans for certain key
employees. These plans are nonqualified; therefore, the associated
liabilities are included in the District’s combined balance sheets in
other liabilities.

In accordance with SFAS No. 87, Employers' Accounting for
Pensions, and SFAS No. 106, Employers' Accounting for
Postretirement Benefits Other Than Pensions, and related
implementation guidance, defined benefit plans covering more than
one entity within the District represent multi-employer plans. See
Note 12, Employee Benefit Plans, for additional financial information
for these plans, including the impact of SFAS No. 158, Employers’
Accounting for Defined Benefit Pension and Other Postretirement
Plans, on the current period.

Income Taxes: AgFirst and FLCA subsidiaries of ACA parent
companies are exempt from federal and other income taxes as
provided in the Farm Credit Act.

The ACAs provide for federal and certain other income taxes and are
eligible to operate as cooperatives that qualify for tax treatment under
Subchapter T of the Internal Revenue Code. Most District
Associations operate as cooperatives under Subchapter T and can
deduct from taxable income, amounts distributed as qualified
patronage refunds to borrowers in the form of cash, stock, or allocated
retained earnings. Amounts distributed as nonqualified patronage
refunds are tax deductible by the ACAs only when redeemed. Income
taxes are provided only on the earnings not distributed or not expected
to be distributed as qualified patronage refunds or those earnings that
are exempt from tax due to the long-term lending exemption.

District Associations recognize 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. District
Associations may provide a valuation allowance for deferred tax
assets to the extent that it is more likely than not that they will not be
realized.

At December 31, 2008, deferred income taxes had not been provided
by certain District Associations on approximately $125.1 million of
patronage refunds received prior to January 1, 1993. Such refunds,
distributed in the form of stock, are subject to tax only upon
conversion to cash. Under GAAP, deferred taxes must be provided
on all patronage refunds made to taxable District Associations after
December 31, 1992, except to the extent that a portion of these
amounts will be distributed in the form of patronage to District
Association members.

No deferred taxes have been provided on AgFirst’s unallocated
earnings. AgFirst currently has no plans to distribute unallocated
AgFirst earnings and does not contemplate circumstances, which, if
distributions were made, would result in taxes being paid at the
Association level.

There were no uncertain positions for income taxes at December 31,
2008.

Derivative Instruments and Hedging Activity: The Bank is party
to derivative financial instruments, primarily interest rate swaps and
caps, which are principally used to reduce funding costs.
Derivatives are included in the Combined Balance Sheets as assets
and liabilities and reflected at fair value.
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Changes in the fair value of a derivative are recorded in current
period earnings or accumulated other comprehensive income (loss)
(AOCI) depending on the use of the derivative and whether it
qualifies for hedge accounting. For fair-value hedge transactions
which hedge changes in the fair value of assets, liabilities, or firm
commitments, changes in the fair value of the derivative will
generally be offset by changes in the hedged item’s fair value. For
cash-flow hedge transactions, which hedge the variability of future
cash flows related to a variable-rate asset, liability, or a forecasted
transaction, changes in the fair value of the derivative will generally
be deferred and reported in AOCI. The gains and losses on the
derivative that are deferred and reported in AOCI will be reclassified
into earnings in the periods in which earnings are impacted by the
variability of the cash flows of the hedged item. The ineffective
portion of all hedges is recorded in current period earnings. For
derivatives not designated as a hedging instrument, the related
change in fair value is recorded in current period earnings.

The Bank formally documents all relationships between hedging
instruments and hedged items, as well as its risk management
objective and strategy for undertaking various hedge transactions.
This process includes linking all derivatives that are designated as
fair value or cash flow hedges to (1) specific assets or liabilities on
the balance sheet or (2) firm commitments or forecasted
transactions. The Bank also formally assesses at the hedge’s
inception whether the derivatives that are used in hedging
transactions have been highly effective in offsetting changes in the
fair value or cash flows of hedged items and whether those
derivatives may be expected to remain highly effective in future
periods. The Bank uses regression analysis (or other statistical
analysis) to assess the effectiveness of its hedges. The Bank
discontinues hedge accounting prospectively when the Bank
determines that a hedge has not been or is not expected to be
effective as a hedge. For cash flow hedges, any remaining AOCI
would be amortized into earnings over the remaining life of the
original hedged item. For fair value hedges, changes in the fair
value of the derivative will be recorded in current period earnings.
In all situations in which hedge accounting is discontinued and the
derivative remains outstanding, the Bank will carry the derivative at
its fair value on the balance sheet, recognizing changes in fair value
in current period earnings.

The Bank may occasionally purchase a financial instrument in which
a derivative instrument is “embedded.” Upon purchasing the
financial instrument, the Bank assesses whether the economic
characteristics of the embedded derivative are clearly and closely
related to the economic characteristics of the remaining component
of the financial instrument and whether a separate, non-embedded
instrument with the same terms as the embedded instrument would
meet the definition of a derivative instrument. When it is
determined that (1) the embedded derivative possesses economic
characteristics that are not clearly and closely related to the
economic characteristics of the host contract and (2) a separate,
stand-alone instrument with the same terms would qualify as a
derivative instrument, the embedded derivative is separated from the
host contract, carried at fair value, and may be designated as either a
fair value or cash flow hedge. However, if the entire contract were
to be measured at fair value, with changes in fair value reported in
current earnings, or if the Bank could not reliably identify and
measure the embedded derivative for purposes of separating that
derivative from its host contract, the entire contract would be carried
on the balance sheet at fair value and not be designated as a hedging
instrument.

Valuation Methodologies: Management of the District 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 the
majority of the District’s 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 impaired loans, certain derivatives, certain investment
securities and other financial instruments. These valuations require
the use of various assumptions, including, among others, discount
rates, rates of return on assets, repayment rates, cash flows, default
rates, costs of servicing, and liquidation values. The use of different
assumptions could produce significantly different asset or liability
values, which could have material positive or negative effects on the
District’s results of operations.

Effective January 1, 2008, the District adopted Statement of Financial
Accounting Standards No. 157, Fair Value Measurement. (SFAS No.
157). This Statement defines fair value, establishes a framework for
measuring fair value and expands disclosures about fair value
measurements. SFAS No. 157 defines fair value as the exchange
price that would be received for an asset or paid to transfer a liability
in an orderly transaction between market participants in the principal
or most advantageous market for the asset or liability. SFAS No. 157
establishes a fair value hierarchy, which requires an entity to
maximize the use of observable inputs and minimize the use of
unobservable inputs when measuring fair value. It describes three
levels of inputs that may be used to measure fair value as discussed in
Note 16.

. Recent Accounting Developments: In September 2006, the

Financial Accounting Standards Board (FASB) issued Statement of
Financial Accounting Standards No. 158, Employers’ Accounting for
Defined Benefit Pension and Other Postretirement Plans (SFAS No.
158). SFAS No. 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 changes in that funded status in the year in which the
changes occur through other comprehensive income. SFAS No. 158
further requires the determination of the fair value of plan assets at
year-end and recognition of actuarial gains and losses, prior service
costs or credits, and transition assets and obligations as a component
of other comprehensive income. In addition, SFAS No. 158 requires
that the funded status of a plan be measured as of the date of the year-
end financial statements, effective for fiscal years ending after
December 15, 2008. Prior to 2008, the District used a measurement
date of September 30th. In 2008, the District used a measurement
date of December 31st as required. See Note 12, Employee Benefit
Plans, of the Combined Financial Statements, for the impact of SFAS
No. 158 on the current period for the District.

In September 2006, the FASB also issued Statement of Financial
Accounting Standards No. 157, Fair Value Measurements (SFAS No.
157). SFAS No. 157 defines fair value, establishes a framework for
measuring fair value and expands disclosures about fair value
measurements. As a result, there is now a common definition of fair
value to be used throughout generally accepted accounting principles.
The FASB believes that the new standard will make the measurement
of fair value more consistent and comparable and improve disclosures
about those measures. SFAS No. 157 clarifies that the term fair value
is intended to mean a market-based measure, not an entity-specific
measure. In measuring fair value for a financial statement item,
SFAS No. 157 sets forth a fair value hierarchy that prioritizes the
inputs to valuation techniques used to measure fair value into three
broad levels. The highest priority is given to quoted prices in active
markets and the lowest priority to unobservable inputs. Additional
disclosure requirements are required for the lowest priority level. The
District adopted SFAS No. 157 effective January 1, 2008, on a
prospective basis. See Note 16, Fair Value Measurement, of the
Combined Financial Statements, for disclosures required by SFAS
No. 157.

In December 2007, the FASB issued Statements of Financial
Accounting Standards No. 141R, Business Combinations (SFAS No.
141R). SFAS No. 141R requires business combinations to be
accounted for under the acquisition method of accounting (previously
called the purchase method). The acquisition method requires (a)
identifying the acquirer, (b) determining the acquisition date, (c)
recognizing and measuring the identifiable assets acquired, the
liabilities assumed, and any noncontrolling interest in the acquiree, at
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their acquisition date fair values, and (d) recognizing and measuring
goodwill or a gain from a bargain purchase. SFAS No. 141R will be
applied to business combinations on or after January 1, 2009. The
District’s adoption of SFAS No. 141R will significantly impact its
accounting for combinations/acquisitions that may occur in 2009 and
beyond.

In February 2008, the FASB issued Staff Interpretation (FSP) No.
157-2, Effective Date of FASB Statement No. 157. This FSP delayed
the effective date of the Statement for nonfinancial assets and
nonfinancial liabilities, except for items that are recognized or
disclosed at fair value in the financial statements on a recurring basis
(at least annually), to fiscal years beginning after November 15, 2008.
The District is currently evaluating the impact of adoption of this
Interpretation.

In March 2008, the FASB issued SFAS No. 161, Disclosures about
Derivative Instruments and Hedging Activities — an amendment of
FASB Statement No. 133 (SFAS No. 161), which amends and
expands the disclosure requirements for derivative instruments and
for hedging activities previously required by SFAS No. 133. It states
that an entity with derivative instruments shall disclose information to
enable users of the financial statements to understand (a) how and
why an entity uses derivative instruments, (b) how derivative
instruments and related hedged items are accounted for under SFAS
No. 161, and (c) how derivative instruments and related hedged items
affect an entity’s financial position, financial performance, and cash
flows. SFAS No. 161 is effective for financial statements issued for
fiscal years and interim periods beginning after November 15, 2008,
with early application encouraged. SFAS No. 161 encourages, but
does not require, comparative disclosures for earlier periods at initial
adoption. The adoption of this Statement will result in additional
disclosures, but will not have an impact on the District’s financial
condition or results of operation.

In October 2008, the FASB issued Staff Interpretation (FSP) No.
157-3, Determining the Fair Value of a Financial Asset When the
Market for That Asset Is Not Active. This FSP clarifies the
application of FASB Statement No. 157, Fair Value
Measurements, in a market that is not active and provides an
example to illustrate key considerations in determining the fair
value of a financial asset when the market for that financial asset is
not active. It became effective upon issuance, and included prior
periods for which financial statements have not been issued.
Revisions resulting from a change in valuation techniques or their
application shall be accounted for as a change in accounting
estimate. The District has considered the interpretation in
determining the fair value of its financial assets at December 31,
2008.

Note 3 — Investment Securities

Available-for-Sale

A summary of the amortized cost and fair value of debt securities held as
available-for-sale investments at December 31, 2008, 2007 and 2006,
follows:

December 31, 2008

Gross Gross
Amortized Unrealized Unrealized Fair

(dollars in thousands) Cost Gains Losses Value Yield
U.S. Govt. GNMA

MBS/CMOs $ 3,296,293 $ 6497 $ (57,508) $ 3,245282 2.25%
U.S. Govt. Agency MBS 2,632,141 5,161 (103,309) 2,533,993 227
Non-Agency Securities 566,777 275 (162,731) 404,321 1.63
Commercial MBS 13,272 - (1,505) 11,767 1.89
Asset-Backed Securities 140,386 - (44,422) 95,964 3.32

Total $ 6,648,869 $ 11,933 $ (369,475) 8§ 6,291,327 2.23%

December 31, 2007

Gross Gross
Amortized Unrealized Unrealized Fair

(dollars in thousands) Cost Gains Losses Value Yield
U.S. Govt. GNMA

MBS/CMOs $ 1,754,693 $ 3393 $ (3,533) $ 1,754,553 4.99%
U.S. Govt. Agency MBS 3,066,315 10,595 (14,869) 3,062,041 5.03
Non-Agency Securities 651,767 718 (15,926) 636,559 523
Commercial MBS 4,632 - (35) 4,597 5.53
Asset-Backed Securities 201,821 9 (18,150) 183,680 5.13

Total $ 5,679,228 $ 14,715 $ (52,513) S 5,641,430 5.05%

December 31, 2006
Gross Gross
Amortized Unrealized Unrealized Fair

(dollars in thousands) Cost Gains Losses Value Yield
U.S. Govt. GNMA

MBS/CMOs $ 1,268,345 $ 2321 $ (2752) $ 1,267,914 5.43%
U.S. Govt. Agency MBS 2,748,072 8,546 (6,633) 2,749,985 5.59
Non-Agency Securities 776,159 874 (499) 776,534 5.77
Asset-Backed Securities 271,064 124 — 271,188 5.56

Total $ 5,063,640 $ 11,865 $ (9.884) $ 5,065,621 5.58%

Held-to-Maturity

A summary of the amortized cost and fair value of debt securities held as
held-to-maturity investments at December 31, 2008, 2007 and 2006
follows:

December 31, 2008

Gross Gross
Amortized Unrealized Unrealized Fair
(dollars in thousands) Cost Gains Losses Value Yield
U.S. Govt. Agency MBS § 1,510,192 $ 45341 $ (34D $ 1,555,192 5.17%
Asset-Backed Securities 131,877 471 (1,380) 130,968 3.06
Other 233,630 7,038 (19,339) 221,329 6.15
Total $ 1,875,699 $ 52,850 $ (21,060) $ 1,907,489 5.15%
December 31, 2007
Gross Gross
Amortized Unrealized Unrealized Fair
(dollars in thousands) Cost Gains Losses Value Yield
U.S. Govt. Agency MBS § 1,141,801 $ 224 $ (20,469) $ 1,121,556 5.08%
Asset-Backed Securities 115,983 263 (806) 115,440 5.37
Other 161,587 1,805 (3,373) 160,019 6.42
Total $ 1,419,371 $ 2292 $ (24,648) $ 1,397,015 5.26%
December 31, 2006
Gross Gross
Amortized Unrealized Unrealized Fair
(dollars in thousands) Cost Gains Losses Value Yield
U.S. Govt. Agency MBS § 1,276,895 $ 84 $(33367) $ 1,243,612 5.26%
Commercial MBS 2,260 - (65) 2,195 4.89
Asset-Backed Securities 123,313 186 (1,005) 122,494 7.32
Other 24,013 185 - 24,198 745
Total $ 1,426,481 $ 455 $ (34,437) $ 1,392,499 5.47%

AgFirst’s and certain District Association’s investments include
mortgage-backed securities (MBSs), asset-backed securities (ABSs), and
short-term money market securities. MBSs are collateralized by U.S.
government or U.S. agency guaranteed residential mortgages and all but
$1.9 million (fair value) was rated or split rated in the top category
(AAA/ Aaa) by at least one of the Nationally Recognized Statistical
Organizations (NRSROs) at December 31, 2008. All but three of the
ABSs are rated above the minimum for investment grade (BBB-/ Baa3)
by the NRSROs at December 31, 2008. All ABSs have credit
enhancement features including senior/subordinate structure and/or are
backed by a bond insurer. Money market securities are short term in
nature (from overnight maturities to maturities that range from 30 to 90
days) and are only purchased from financial institutions that carry sound
credit ratings.

The amortized cost of all investments at December 31, 2008 split rated
AAA/Aaa or lower by the NRSROs totaled $235.5 million (fair value of
$139.8 million), which represents approximately 2.8% (and 1.7%) of
total amortized cost (and fair value) of the District’s total investment
portfolio at December 31, 2008.
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The following table shows the fair value and gross unrealized losses for
investments that have been in a continuous unrealized loss position
aggregated by investment category at December 31, 2008. An
investment is considered impaired if its fair value is less than its cost.
The continuous loss position is based on the date the impairment was
first identified.

Less than Greater than
12 Months 12 Months
Fair Unrealized Fair Unrealized
(dollars in thousands) Value Losses Value Losses
U.S. Govt. GNMA
MBS/CMOs $ 2,378,988 $ 41,030 $ 317,983 $ 16,478
U.S. Govt. Agency MBS 1,209,921 47,272 925,178 56,378
Non-Agency Securities 35,707 12,349 350,151 150,383
Asset-Backed Securities 45,753 606 111,168 45,196
Mortgage-Backed
Securities 1,626 492 10,141 1,012
Other 100,338 13,501 23,248 5,838
Total $ 3,772,333 $ 115,250 $ 1,737,869 $ 275285

On December 31, 2008, the District held certain investments having
continuous unrealized loss positions for more than 12 months with a fair
value totaling $1.7 billion and an unrealized loss position totaling $275.3

million. The District performs periodic credit reviews, including other-
than-temporary impairment analyses, on its investment securities
portfolio. The objective is to quantify any future possible loss of
principal or interest due on each security identified for additional
analysis. Based on the results of all analyses, the District has recognized
other-than-temporary impairment of $10.5 million in connection with
one ABS in 2008, which is included in Losses on Investments in the
Combined Statements of Income.

For all other investments, the District has not recognized any other-than-
temporary impairment as the unrealized losses resulted primarily from
reduced liquidity in the securities markets stemming from general
adversity in the financial markets and full payment of principal and
interest is expected. The District has the ability and intent to hold these
investments until a recovery of unrealized losses occurs, which may be at
maturity, and at this time expects to collect the full principal amount and
interest due on these securities, especially after considering credit
enhancements. All securities, including the one security that has been
determined to be other-than-temporarily impaired, continue to perform.
Substantially all of these investments were in U. S. government agency
securities and the District expects these securities would not be settled at
a price less than their amortized cost.

A summary of the expected maturity, amortized cost and estimated fair value of investment securities at December 31, 2008, follows:

Available-for-sale

Due in 1 year Due after 1 year

Due after 5 years

or less through 5 years through 10 years Due after 10 years Total
‘Weighted ‘Weighted Weighted Weighted Weighted
Average Average Average Average Average
(dollars in thousands) Amount Yield Amount Yield Amount Yield Amount Yield Amount Yield
U.S. Govt. GNMA MBS/CMOs $ - —% $ - —% $ 308 1.33% $ 3,244,974 2.28% $ 3,245,282 2.28%
U.S. Govt. Agency MBS 17 3.14 - - 217,702 230 2,316,274 2.36 2,533,993 2.36
Non-Agency Securities - - - - - - 404,321 2.28 404,321 2.28
Commercial MBS - - - - - - 11,767 2.13 11,767 2.13
Asset-Backed Securities — — — — 10,711 2.63 85,253 5.14 95,964 4.86
Total fair value $ 17 3.14% $ — —% $ 228,721 2.31% $ 6,062,589 2.35% $ 6,291,327 2.35%
Total amortized cost S 18 $ - $ 233,994 $ 6,414,857 S 6,648,869
Held-to-maturity
Due in 1 year Due after 1 year Due after 5 years
or less through 5 years through 10 years Due after 10 years Total
‘Weighted ‘Weighted Weighted ‘Weighted Weighted
Average Average Average Average Average
(dollars in thousands) Amount Yield Amount Yield Amount Yield Amount Yield Amount Yield
U.S. Govt. Agency MBS $ - % $ - Y% $ - % $ 1,510,192 5.17% $ 1,510,192 5.17%
Asset-Backed Securities 1,693 2.56 38,084 2.83 45,436 2.95 46,664 3.37 131,877 3.06
Other 25 4.50 65,770 6.38 75,632 5.77 92,203 6.30 233,630 6.15
Total amortized cost $ 1,718 2.59% $ 103,854 5.08% $ 121,068 4.71% $ 1,649,059 5.19% $ 1,875,699 5.15%
Total fair cost $ 1,664 $ 104,048 $ 122,096 $ 1,679,081 $ 1,907,489
Included in the available-for-sale investments are collateralized mortgage Note 4 — Loans and Allowance for Loan Losses
obligations. Substantially all collateralized mortgage obligations have
contractual maturities in excess of ten years. However, expected A summary of loans follows:
maturities for collateralized mortgage obligations will differ from December 31,
contractual maturities because borrowers may have the right to call or (dollars in thousands) 2008 2007 2006
prepay obligations with or without call or prepayment penalties.
Real estate mortgage $ 9425180 § 8,792,463 § 8,019,808
Proceeds from and realized gains and losses on investments in debt Production and intermediate-term 8,556,501 7,820,724 7,398,749
securities are as follows: Loans to cooperatives 318,818 320,154 250,364
Processing and marketing 1,945,207 1,517,944 1,145,416
Year Ended December 31, Farm-related business 492,446 481,940 392,153
(dollars in thousands) 2008 2007 2006 Communication 247,364 122,825 74,126
P | S P— P— Energy 241,956 199,096 198,198
Rre‘;jfzee; °;;;‘ es B 7N g Water and waste disposal 28,000 20,752 12,688
Realized lgosses _ B 5 Rural residential real estate 1,682,845 1,407,501 1,152,266
Lease receivables 13,385 19,721 24,088
Loans to other financial institutions 7,150 2,220 1,760
Other 118,884 22,956 -
Total $ 23,077,736 $ 20,728,296 $ 18,669,616
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The District’s concentration of credit risk is spread among various
agricultural commodities. A substantial portion of the District’s lending
activities is collateralized and, accordingly, the credit risk associated with
lending activities is considerably less than the recorded loan principal and is
considered in the allowance for loan losses.

The following table presents information relating to the District’s impaired
loans as defined in Note 2.

December 31,

(dollars in thousands) 2008 2007 2006
Impaired nonaccrual loans:
Current as to principal and interest $ 377,929 $ 21,219 $ 29,438
Past due 173,526 76,833 48,114
Impaired accrual loans:
Restructured 1,040 5,508 2,619
90 days or more past due 17,387 2,946 7,418
Total impaired loans $ 569,882 $ 106,506 $ 87,589

There were no material commitments to lend additional funds to debtors
whose loans were classified as impaired at December 31, 2008.

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,
(dollars in thousands) 2008 2007 2006

Interest income recognized on

impaired nonaccrual loans $ 4930 $ 6,520 $ 12,012
Interest income on impaired accrual loans 1,214 901 529
Interest income recognized on

impaired loans $ 6,144 $ 7421 $ 12,541

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,
(dollars in thousands) 2008 2007 2006

Interest income which would have been
recognized under the original loan terms $ 22346 $ 12992 § 17,826
Less: interest income recognized 5,243 6,920 12,178

Foregone interest income $ 17,103 § 6,072 § 5,648

A summary of changes in the allowance for loan losses follows:

Year Ended December 31,
(dollars in thousands) 2008 2007 2006

78874 $ 71915 $ 87,551

Balance at beginning of year $
Provision for (reversal of allowance

for) loan losses 121,023 8,284 (717)
Loans charged off (31,985) (3,507) (15,913)
Recoveries 1,178 2,182 994
Balance at end of year $ 169,090 $ 78,874 $§ 71915

The following table presents information concerning impaired loans and
related allowance for loan losses as of December 31:

(dollars in thousands) 2008 2007 2006

Impaired loans with related allowance $ 192,120 $ 34,606 $ 18,169
Impaired loans with no related allowance 377,762 71,900 69,420
Total impaired loans $ 569,882 $ 106,506 $ 87,589

Average impaired loans $ 220,677 $ 86,026 $ 78,835

Allowance on impaired loans $ 80,238 $ 2,605 $ 6,194

To mitigate the risk of loan losses, District institutions have entered into
Long-Term Standby Commitments to Purchase agreements with the
Federal Agricultural Mortgage Corporation (Farmer Mac). The
agreements, which are effectively credit guarantees that will remain in
place until the loans are paid in full, give the Bank or Association the right
to sell the loans identified in the agreements for “par” to Farmer Mac in the
event of default, subject to certain restrictions.. The balance of loans under

Long-Term Standby Commitments to Purchase was $1.51 billion, $1.26
billion, and $953.8 million at December 31, 2008, 2007, and 2006,
respectively. Fees paid to Farmer Mac for such commitments totaled $2.0
million, $1.8 million, and $1.9 million for the years ended December 31,
2008, 2007, and 2006, respectively. Fees paid to government sponsored
enterprises (GSEs) other than Farmer Mac were $2.1 million, $1.5 million,
and $1.0 million for 2008, 2007, and 2006, respectively. These amounts
are classified as noninterest expense.

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 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 so that they may obtain a lump sum or
other payment. On April 4, 2005, the USDA issued a Final Rule
implementing 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. As of December 31, 2008, eleven District Associations held
investments in Tobacco Buyout SIICs of $410.2 million.

Note 6 — Premises and Equipment
Premises and equipment consisted of the following:

December 31,

(dollars in thousands) 2008 2007 2006
Land $ 24432 $ 23,682 $ 21,939
Buildings and improvements 106,938 98,822 92,799
Furniture and equipment 114,807 107,188 102,257
Work in progress 3,577 5,546 3,685
249,754 235,238 220,680
Less: accumulated depreciation 122,904 112,226 100,557
Total $ 126,850 $ 123,012 $ 120,123

Note 7 — Other Assets and Other Liabilities
A summary of other assets and other liabilities follows:

December 31,

(dollars in thousands) 2008 2007 2006
Other assets:
Prepaid pension costs $ - $ - $ 121,114
Derivative assets 124,982 33,187 3,615
Unamortized debt issue costs 20,647 18,637 15,098
Deferred preferred stock costs 662 940 2,017
Third party subservicer receivable 19,179 12,567 8,495
Prepaid expenses 3,733 2,051 3,282
Other 43,485 45,256 53,246
Total $ 212,688 $ 112,638 $ 206,867
Other liabilities:
Accounts payable $ 23,002 $ 22,659 $ 21,859
Derivative liabilities 469 2,560 23,514
Farm Credit System Ins. Corp. payable 35,197 28,211 24,613
Bank draft payable 44,708 56,799 66,774
Payroll 20,624 22,601 21,474
Short-term funds held 17,785 - -
Other 17,615 18,286 14911
Total $ 159,400 $ 151,116 $ 173,145
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Note 8 — Bonds and Notes

The System, unlike commercial banks and other depository institutions,
obtains funds for its lending operations primarily from the sale of
Systemwide Debt Securities issued by the banks through the Funding
Corporation. Certain conditions must be met before AgFirst can
participate in the issuance of Systemwide Debt Securities. As one
condition of participation, AgFirst is required by the Farm Credit Act and
FCA regulations to maintain specified eligible assets, at least equal in
value to the total amount of debt obligations outstanding for which it is
primarily liable. This requirement does not provide holders of
Systemwide Debt Securities with a security interest in any assets of the
banks. The System banks and the Funding Corporation have entered into
the Market Access Agreement (MAA), which establishes criteria and
procedures for the banks to provide certain information and, under certain
circumstances, for restricting or prohibiting an individual bank’s
participation in Systemwide debt issuances, thereby reducing other
System banks’ exposure to statutory joint and several liability. The MAA
was amended and restated in July 2003. At December 31, 2008, AgFirst

was in compliance with the conditions of participation for the issuances of

Systemwide Debt Securities.

Each issuance of Systemwide Debt Securities ranks equally, in accordance
with the FCA regulations, with other unsecured Systemwide Debt
Securities. Systemwide Debt Securities are not issued under an indenture
and no trustee is provided with respect to these securities. Systemwide
Debt Securities are not subject to acceleration prior to maturity upon the
occurrence of any default or similar event.

The System may issue the following types of Systemwide Debt
Securities:

e Federal Farm Credit Banks Consolidated Systemwide Bonds,

e Federal Farm Credit Banks Consolidated Systemwide Discount
Notes,

e Federal Farm Credit Banks Consolidated Systemwide Master
Notes,

e Federal Farm Credit Banks Global Debt Securities, and

e Federal Farm Credit Banks Consolidated Systemwide Medium-
Term Notes.

Additional information regarding Systemwide Debt Securities can be
found in their respective offerings circulars.

The District’s participation in outstanding Systemwide Debt Securities is as follows:

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

2009 $ 7,620,912 1.91% $ 6,024,896 1.42% $ 13,645,808 1.69%
2010 4,033,986 2.57 - - 4,033,986 2.57
2011 2,663,407 3.57 - - 2,663,407 3.57
2012 673,468 4.11 - - 673,468 4.11
2013 1,991,002 421 - - 1,991,002 421
2014 and after 5,045,352 4.99 — — 5,045,352 4.99
Total $ 22,028,127 3.21% $ 6,024,896 1.42% $ 28,053,023 2.83%

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

Discount notes are issued with maturities ranging from 1 to 365 days.
The average maturity of discount notes at December 31, 2008, was 159
days.

Systemwide Debt includes callable bonds and medium-term notes
consisting of the following:

Amortized Cost First Call Date Year of Maturity
(dollars in thousands)
$ 11,112,998 2009 2009 —2023
57,000 2010 2012 -2023
25,000 2011 2013 -2016
10,000 2012 2017
10,000 2013 2018
$ 11,214,998 Total

Callable debt may be called on the first call date and any date thereafter.

As described in Note 1, the Insurance Fund is available to ensure the
timely payment of principal and interest on Systemwide Debt Securities
(insured debt) of System banks to the extent net assets are available in the
Insurance Fund and not designated for specific use. All other liabilities
on the financial statements are uninsured. At December 31, 2008 the
assets of the Insurance Fund aggregated $2.92 billion; however, due to
the other authorized uses of the Insurance Fund there is no assurance that
any available amount in the Insurance Fund will be sufficient to fund the
timely payment of principal or interest on an insured debt obligation in
the event of a default by any System bank having primary liability thereon.

In 2008, the Bank sold a total of $200 million of participations in its
direct note receivable from a District Association to another System
Bank. The $200 million note payable at December 31, 2008 is

included in Bonds and Notes in the Combined Balance Sheets and
bears interest at an annual variable rate of one month LIBOR plus 47
basis points with maturity on December 31, 2010.

Note 9 — Mandatorily Redeemable Preferred Stock

On May 17,2001, AgFirst issued $225.0 million of Mandatorily
Redeemable Cumulative Preferred Stock at a par value of $1 thousand
per share. This stock is mandatorily redeemable on December 15,2016
and carries a stated annual dividend rate of 8.393 percent until
December 15,2011, with dividends paid semi-annually in arrears on
June 15th and December 15th. Commencing March 15, 2012, dividends
are paid at a floating rate per annum equal to 3 month LIBOR plus
3.615 percent with dividends payable quarterly. On or after the
dividend payment date in December 2011, the preferred stock will be
redeemable in whole or in part at the option of AgFirst on any dividend
payment date at par value of $1 thousand per share together with
accrued and unpaid dividends to the redemption date. The Mandatorily
Redeemable Preferred Stock is reported as a liability and the related
dividends reported as interest expense. Although the Mandatorily
Redeemable Preferred Stock is required to be reported as a liability
under GAAP, it qualifies as capital for certain regulatory purposes.

Note 10 — Protected Borrower Equity and Shareholders’ Equity

Descriptions of the District’s capitalization requirements, protection
mechanisms, regulatory capitalization requirements and restrictions,
and equities are provided below.

A. Protected Stock: Protection of certain borrower equity is
provided under the Farm Credit Act which requires AgFirst and
DistrictAssociations to retire such capital at par or stated value
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regardless of its book value. Protected borrower equity includes capital
stock, participation certificates, and allocated equities which were
outstanding as of January 6, 1988, or were issued or allocated prior to
October 6, 1988. If a Bank or an Association is unable to retire protected
borrower stock at par value or stated value, amounts required to retire
this stock would be obtained from the Insurance Fund.

Perpetual Preferred Stock: On October 14, 2003, AgFirst issued $150.0
million of Perpetual Non-Cumulative Preferred Stock at a par value of $1
thousand per share. Dividends on the stock are non-cumulative and
payable on the 15th day of June and December in each year, commencing
December 15, 2003, at an annual rate equal to 7.30 percent. In the event
dividends are not declared on the preferred stock for payment on any
dividend payment date, then such dividends shall not cumulate and shall
cease to accrue and be payable. On or after the dividend payment date in
December 2008, AgFirst may, at its option, redeem the preferred stock in
whole or in part at any time at the redemption price of $1 thousand per
share plus accrued and unpaid dividends for the then current dividend
period to the date of redemption.

On June 8, 2007, AgFirst issued $250.0 million of Class B Perpetual
Non-Cumulative Fixed-to-Floating Rate Subordinated Preferred Stock,
Series 1. Dividends on the stock are non-cumulative and will be payable
semi-annually in arrears on the 15th day of June and December in each
year, commencing December 15, 2007, and ending on June 15, 2012, at
an annual rate equal to 6.585 percent of the par value of $1 thousand per
share, and will thereafter, commencing September 15, 2012, be payable
quarterly in arrears on the 15th day of March, June, September, and
December in each year, at an annual rate equal to 3-Month USD LIBOR
plus 1.13 percent. In the event dividends are not declared on the Class B,
Series 1 Preferred Stock for payment on any dividend payment date, then
such dividends shall not cumulate and shall cease to accrue and be
payable.

Payment of dividends or redemption price on the Preferred Stock may be
restricted if the Bank fails to satisfy applicable minimum capital adequacy,
surplus, and collateral requirements.

Capital Stock, Participation Certificates and Retained Earnings: In
accordance with the Farm Credit Act, borrowers are generally required to
invest in their respective associations as a condition of borrowing. The
District Associations’ capital stock requirements are generally the lesser
of 2.00 percent of the amount of the loan or $1 thousand. Some District
Associations have dollar maximums, which range from $1 thousand to $5
thousand. Loans designated for sale or sold into the Secondary Market
have no voting stock or participation certificate purchase requirement if
sold within 180 days following the date of designation. Association
capitalization plans presently establish stock requirements in accordance
with the Farm Credit Act and their respective bylaws.

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 added to the principal amount of the
related loan obligation. AgFirst and the Association have a first lien on
the stock or participation certificates owned by their respective borrowers.
Retirement of such equities will generally be at the lower of par or book
value and repayment of a loan cannot automatically result in retirement of
the corresponding stock or participation certificates.

District Associations:

The District Associations are generally authorized to issue or have
outstanding Preferred stock, Common stock, 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 business. All
classes of stock and participation certificates have a par or face value of five
dollars ($5.00) per share.

The District Associations had the following shares outstanding at
December 31, 2008:

Shares Outstanding
(dollars in thousands)

Protected Aggregate
Class Status Number Par Value
Common Nonvoting Yes 903,400 $ 4,517
Common Voting No 17,681,400 88,407
Participation Certificates Yes 30,600 153
Participation Certificates No 1,552,400 7,762
Preferred No 4,871,400 24,357
Total Association Capital Stock,
Participation Certificates and Protected
Borrower Equity 25,039,200 $ 125,196

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 respective
boards of directors (Boards) at book value not to exceed par or face
amounts, provided the minimum capital adequacy standards established
by the Boards are met.

Participation Certificates are nonvoting and may be issued as a condition
for obtaining a loan to rural home borrowers, to persons or organizations
furnishing farm-related services, to persons or organizations who are
eligible to borrow or participate in loans, but who are not eligible to hold
voting stock, and to persons or organizations eligible to borrow for the
purpose of qualifying them for technical assistance, financially related
services, and/or leasing services offered by the Association.

Preferred Stock may be issued to such persons or investors as may be
permitted under a plan adopted by each Board. Retirement will be at the
sole discretion of each Board provided that the minimum capital adequacy
standards established by the Board are met. If retired, Preferred Stock
will be retired at its book value, not to exceed its par value. Preferred
Stock is nonvoting and generally has preference over common stock and
participation certificates as to dividends, and priority in the event of
liquidation of an Association.

Retained Earnings

The Associations maintain unallocated retained earnings accounts and
allocated retained earnings accounts. The minimum aggregate amounts of
these two accounts are determined by each 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 an 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.

The Associations maintain allocated retained earnings accounts consisting of
earnings held and allocated to borrowers on a patronage basis. In the event
of a net loss by an Association 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 Associations have 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, an Association,
upon approval of its 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 FCA and
the Board are met. All nonqualified distributions are tax deductible only
when redeemed.

At December 31, 2008, combined allocated retained earnings consisted
of $189.9 million of qualified surplus, $468.4 million of nonqualified
allocated surplus and $468.7 million of nonqualified retained surplus.

45

2008 Annual Report



AgFirst Farm Credit Bank and District Associations

Dividends

An Association may declare dividends on its capital stock and
participation certificates. Such dividends generally may be paid solely on
Preferred Stock, or on all classes of stock and participation certificates.

Patronage Distributions

Prior to the beginning of any fiscal year, each Board, by adoption of a
resolution, may obligate its 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, if
made by that Association, are based on the proportion of the borrower’s
interest to the amount of interest earned by that Association on its total
loans unless another proportionate patronage basis is approved by the
Board.

If an Association will meet 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 retained earnings account, or combinations 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.

Amounts not distributed are retained as unallocated retained earnings.
Transfer

Equities may generally be transferred to persons or entities eligible to
purchase or hold such equities under an Association’s bylaws.

Impairment

Any net losses recorded by an Association shall first be applied against
unallocated retained earnings. To the extent that such losses would
exceed unallocated retained earnings, resulting in impairment of the
Association’s allocated retained earnings or capital stock, such losses
would be applied pro rata to each share and/or unit outstanding, provided
applications shall be made to allocated retained earnings by annual
series, with the most recent allocations applied first.

Liquidation

In the event of the liquidation or dissolution of an Association, any assets
of the Association remaining after payment or retirement of all liabilities
may be distributed either to the holders of the outstanding stock and
participation certificates or on a patronage basis, dependent upon the
bylaws of the Association.

AgFirst:

Capital Stock and Allocated Retained Earnings — District Associations
are required to invest in the capital stock of AgFirst. These
intercompany balances and transactions are eliminated in combination.
Additionally, AgFirst has issued and has outstanding $8.0 million in
Class D Common stock, which is a nonvoting class of stock with a $5.00
par value.

Other Equity — At the inception of each other financing institutions
(OFI) loan, AgFirst requires OFIs to make cash purchases of
participation certificates in AgFirst. AgFirst has a first lien on these
equities for the repayment of any indebtedness to AgFirst. At
December 31, 2008, AgFirst had $130 thousand of participation
certificates outstanding to OFIs at a face value of $5.00 per share.

Regulatory Capitalization Requirements and Restrictions

FCA’s capital adequacy regulations require AgFirst and District
Associations 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
possibly additional discretionary actions by the FCA that, if undertaken,
could have a direct material effect on AgFirst’s or District Associations’
operations and Combined Financial Statements. AgFirst and District
Associations are prohibited from reducing permanent capital by retiring
stock or making certain other distributions to shareholders unless the
prescribed capital standard is met. FCA regulations also require all System

institutions to achieve and maintain additional ratios as defined by FCA
regulations. These required ratios are total surplus as a percentage of risk-
adjusted assets of seven percent and core surplus as a percentage of risk-
adjusted assets of three and one-half percent.

AgFirst’s capital adequacy is also evaluated using a ratio of net collateral
to total liabilities. Subsequent to the issuance of the mandatorily
redeemable preferred stock, FCA now requires AgFirst to maintain a
minimum net collateral ratio of 104.00 percent compared to the regulatory
minimum of 103.00 percent. At December 31, 2008, AgFirst’s net
collateral ratio was 105.56 percent. For purposes of calculating this ratio,
net collateral is not risk adjusted.

All twenty-two District Associations have reorganized through the creation
of FLCA and PCA subsidiaries. These subsidiaries and the ACA operate
under a common board of directors and joint management. As a result,
these District Associations are jointly obligated on each other’s liabilities
and are evaluated on a consolidated basis for capital adequacy and other
regulatory purposes.

All District entities were in compliance with the required minimum
capital standards at December 31, 2008.

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. AgFirst and District Associations have not been
called upon to initiate any transfers and are not aware of any proposed
action under this regulation.

An additional component of retained earnings is accumulated other
comprehensive income (loss), which is reported net of taxes. The balance
at December 31 was comprised of the following components:

(dollars in thousands) 2008 2007 2006

Unrealized (losses) gains on
investments available-for-sale

Minimum pension liability
adjustment - - (359)

Employee benefit plan adjustments ~ (373,249)  (115,790) —

§ (357,542) $ (37,798) $ 1,982

Total accumulated other
comprehensive income (loss)

$ (730,791) $(153,588) $ 1,623

Note 11 — Income Taxes

The provision (benefit) for income taxes follows for the year ended
December 31:

Year Ended December 31,
(dollars in thousands) 2008 2007 2006
Current:
Federal S (162) $ 964 $ (1,329)
State 215 (710) 154
53 254 (1,175)
Deferred:
Federal 133 156 1,260
State (121) 2 211
12 158 1,471
Total provision (benefit) for
income taxes $ 65 $ 412 $ 296

The provision 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:

Year Ended December 31,

(dollars in thousands) 2008 2007 2006
Federal tax at statutory rate $123,619 $ 138,501 $ 139,592
State tax, net 185 3 227
Tax-exempt FLCA earnings (62,872) (84,761) (71,937)
Association patronage distributions (42,934) (53,081) (49,284)
Nontaxable Bank income (20,282) (7,269) (19,413)
Change in valuation allowance 4,340 11,692 (1,397)
Other (1,991) (4,673) 2,508
Provision for income taxes $ 65 $ 412 $ 296
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Deferred tax assets and liabilities are comprised of the following at:

December 31,

(dollars in thousands) 2008 2007 2006
Allowance for loan losses $ 19,662 $ 16,119 $ 14,763
Nonaccrual loan interest 4,690 2,695 3,645
Postretirement benefits other

Than pensions 19,566 17,561 11,549
Nonqualified patronage distributions - 97 97
Loss carryforwards 11,684 8,954 3,300
Other 2,787 1,285 2,428
Gross deferred tax asset 58,389 46,711 35,782
Less: valuation allowance (36,030) (26,711) (15,613)
Gross deferred tax assets, net of

valuation allowance 22,359 20,000 20,169
Bank patronage (4,112) 4,571) (5,658)
Pensions (15,581) (10,492) (11,195)
Depreciation (323) (301) (356)
Other (2,350) (4,631) (2,797)
Gross deferred tax liability (22,366) (19,995) (20,006)
Net deferred tax (liability) asset $ (7) $ 5 $ 163

In evaluating the ability to recover its deferred income tax asset, an
Association considers all available positive and negative evidence, including
operating results, ongoing tax planning and forecasts of future taxable
income on a jurisdiction-by-jurisdiction basis. The valuation allowance has
been provided due to the uncertainty regarding the realizability of certain
deferred assets in excess of deferred liabilities.

At December 31, 2008, deferred income taxes have not been provided by
District Associations on approximately $125.1 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.

There were no uncertain tax positions identified related to the current year,

and the District has no unrecognized tax benefits at December 31, 2008 for
which liabilities have been established. The District recognizes interest and
penalties related to unrecognized tax benefits as a component of income tax
expense. The tax years that remain open for federal and major state income
tax jurisdictions are 2005 and forward.

Note 12 — Employee Benefit Plans

The employees of the District may participate in one of three defined benefit
retirement plans. The first plan (the District Plan) covers most employees of
eighteen Associations and AgFirst. The second plan covers employees of
four ACAs. The third plan covers employees of a single ACA. Each plan is
noncontributory and covers substantially all employees of the participating
entities. The “Projected Unit Credit” actuarial method is used for financial
reporting purposes. Pension benefits are primarily based on eligible
compensation and years of service. The District entities funded $30.8
million, $759 thousand, and $765 thousand into these retirement plans for
each of the three years ended December 31, 2008, 2007, and 2006,
respectively. The expenses of these retirement plans included in salaries and
employee benefits were $10.8 million for 2008, $16.9 million for 2007, and
$21.2 million for 2006.

In addition to providing pension benefits, the Bank and District Associations
provide certain health care and life insurance benefits for eligible retired
employees (other postretirement benefits) through two other postretirement
benefit plans. Life insurance benefits are no longer provided to previously
eligible employees who retired subsequent to December 1, 2007. The first
plan covers most employees of twenty-two Associations and AgFirst. Under
this plan, employees hired after December 31, 2002, and employees who
separate from service between age 50 and age 55, are required to pay the full
cost of their retiree health insurance coverage. The second plan covers
employees of a single ACA. Substantially all employees may become
eligible for the benefits if they reach early retirement age, as defined by the
plans, while working for the Bank or District Associations. The plans are
unfunded with expenses paid as incurred. Postretirement benefits other than
pensions included in salaries and employee benefits were $7.8 million for
2008, $8.7 million for 2007, and $9.3 million for 2006.

The District participates in the defined contribution AgFirst/ FCBT 401(k)
Employee Benefit Plan (401(k) 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 Bank and Associations contribute $0.50 for each
$1.00 of the employee’s first 6.00 percent of contribution (based on total
compensation) up to the maximum employer contribution of 3.00 percent of
total compensation. For employees hired on or after January 1, 2003, the
Bank and Associations contribute $1.00 for each $1.00 of the employee’s
first 6.00 percent of contribution up to the maximum employer contribution
of 6.00 percent of total compensation. Employee deferrals are not to exceed
the maximum deferral as determined and adjusted by the Internal Revenue
Service. The 401(k) Plan costs are expensed as funded. Employer
contributions to this plan were $5.7 million, $5.3 million, and $4.7 million
for the years ended December 31, 2008, 2007, and 2006, respectively.

AgFirst and certain District Associations individually sponsor defined benefit
and defined contribution supplemental retirement plans and offer deferred
compensation plans for certain key compensated employees. These plans are
nonqualified; therefore, the associated liabilities are included in the District’s
combined balance sheets in other liabilities. The District entities funded $489
thousand for the year ended December 31, 2008, and $436 thousand for the
years ended December 31, 2007 and 2006 into these supplemental retirement
plans. The expenses of these supplemental plans included in the District’s
retirement costs were $1.6 million, $662 thousand, and $603 thousand for the
years ended December 31, 2008, 2007, and 2006, respectively.

In September 2006, the Financial Accounting Standards Board (FASB)
issued Statement of Financial Accounting Standards No. 158, Employers’
Accounting for Defined Benefit Pension and Other Postretirement Plans
(SFAS No. 158), which required the recognition of the overfunded or
underfunded status of defined benefit pension and other postretirement
benefit plans on the balance sheet. On December 31, 2007, the District
adopted the balance sheet recognition provisions of SFAS No. 158 for all
defined benefit pension and other postretirement benefit plans. Adoption for
these plans covering more than one entity, considered multi-employer plans,
was recorded at the District level only and not reflected directly in the Bank’s
or Associations’ Consolidated Financial Statements. Adoption for these
plans covering one entity, considered single employer plans, was recorded
directly in the Bank’s or Associations’ Consolidated Financial Statements as
well as the District’s Combined Financial Statements. The adoption of SFAS
No. 158 is reflected as an adjustment to AOCI of $115.5 million in the
District’s Combined Statement of Changes in Shareholders’ equity at
December 31, 2007.

SFAS No. 158 also requires that employers measure the benefit obligation
and plan assets as of the fiscal year end for fiscal years ending after
December 15, 2008. In fiscal 2007 and earlier, a September 30 measurement
date was used for pension and other postretirement benefit plans. The
Standard provides two approaches for an employer to transition to a fiscal
year end measurement date. The approach applied by the District allows for
the use of the measurements determined for the prior year end. Under this
alternative, pension and other postretirement benefit expense measured for
the three-month period October 1, 2007 to December 31, 2007 (determined
using the September 30, 2007 measurement date) is reflected as an
adjustment to beginning 2008 unallocated retained earnings. As a result, the
District decreased unallocated retained earnings and increased the pension
liability by $5.0 million.

Upon adoption, SFAS No. 158 further required the determination of the fair
value of plan assets and recognition of actuarial gains and losses, prior
service costs or credits, and transition assets or obligations as a component of
accumulated other comprehensive income (AOCI). These amounts are
subsequently recognized as components of net periodic benefit costs over
time. For 2008, $257.5 million has been recognized as a net debit to AOCI to
reflect these elements.

47

2008 Annual Report



AgFirst Farm Credit Bank and District Associations

The funding status and the amounts recognized in the District’s Combined
Balance Sheets for all defined benefit retirement plans follows:

Pension Benefits

(dollars in thousands) 2008 2007 2006
Change in projected benefit obligation
Projected benefit obligation at beginning of
Year $ 525,810 $ 516,455 $ 531,010
Service cost 18,503 14,747 16,332
Interest cost 41,423 30,298 27,340
Actuarial loss (gain) 59,104 (13,473) (42,575)
Benefits paid (35,349) (23,944) (21,802)
Other (32) 1,727 6,150
Projected benefit obligation at end of year $ 609,459 $ 525,810 $ 516,455
Change in plan assets
Fair value of plan assets at
beginning of year $ 511,269  § 465914 $ 444381
Actual return on plan assets (147,083) 68,398 42,453
Employer contributions 31,451 1,195 1,201
Transfers (506) (295) 319)
Benefits and premiums paid (35,349) (23,944) (21,802)
Fair value of plan assets at end of year $ 359,782 $ 511,268 $ 465914
Reconciliation of funded status
Funded Status $(249,677) $ (14,541) $ (50,541)
Unrecognized net actuarial loss (gain) - - 152,058
Unamortized prior service cost - - 13,941
Unrecognized net transition (asset)
or obligation — — (241)
Net amount recognized — September 30 (249,677) (14,541) 115,217
Fourth quarter contributions - 109 -
Net amount recognized — December 31 $(249,677) $ (14,432) $ 115217
Amounts recognized consist of:
Noncurrent assets $ - 8 -
Current liabilities (482) (475)
Noncurrent liabilities (249,195) (13,957)
Net amount recognized $(249,677) $ (14,432)

The following represents the amounts included in accumulated other
comprehensive income (pre-tax) at December 31:

Pension Benefits

(dollars in thousands) 2008 2007
Net actuarial loss (gain) § 352951 98,398
Prior service costs (credit) 11,375 14,032
Net transition obligation (asset) — (12)
Total amount recognized in AOCI $ 364,326 112,958

The accumulated benefit obligation for all defined benefit pension plans was
$527,427 at December 31, 2008 and $453,857 and $442,707 at September 30,
2007, and 2006, respectively.

Information for pension plans with benefit obligation in excess of plan assets:

Pension Benefits

(dollars in thousands) 2008 2007 2006
Aggregate PBO > FV plan assets

Projected benefit obligation $ 609,459 $ 525,810 $ 516,455
Fair value of plan assets 359,783 511,268 465,914
Aggregate ABO > FV plan assets

Accumulated benefit obligation $ 527,427 $ 7,069 $ 6,293
Fair value of plan assets 359,897 - -

The net periodic benefit expense for all defined benefit pension plans
included in the District’s Combined Statements of Income is comprised of the
following:

Pension Benefits

(dollars in thousands) 2008 2007 2006
Components of net periodic

benefit (income) cost
Service cost $ 14,803 $ 14,747 § 16,332
Interest cost 33,141 30,298 27,340
Expected return on plan assets (42,320) (38,440) (36,737)
Amortization of net (gain) loss (12) (338) (338)
Amortization of prior service cost 2,163 1,664 1,261
Recognized net actuarial (gain) loss 4,682 9,645 14,008
Other — (28) (78)

Net periodic benefit cost $ 12,457 $ 17,548 $ 21,788

Adjustment to retained earnings for 2008 due to

change in measurement date $ 3,064
Other changes in plan assets and projected

benefit obligation recognized in OCI
Net actuarial loss (gain) $ 259,528
Amortization of net actuarial loss (gain) (5,852)
Prior service cost (credit) -
Amortization of prior service cost (2,657)
Amortization of transition obligation (asset) 11

Net periodic benefit cost $ 251,030

Total recognized in net periodic pension cost

and OCI $ 266,551
——

The estimated net loss and prior service cost for the defined benefit pension
plans that will be amortized from accumulated other comprehensive income
into net periodic benefit cost during 2009 are $24.9 million and $1.8 million,
respectively.

Pension Benefits

(dollars in thousands) 2008 2007 2006
Increase/(Decrease) in minimum liability
included in other comprehensive income $ - $ (@n s (47)

Weighted average assumptions used to determine benefit obligations at
December 31, 2008 and September 30, 2007 and 2006:

Pension Benefits

2008 2007 2006
Discount rate 6.26% 6.45% 6.00%
Rate of compensation increase 5.33% 4.42% 4.44%

Weighted average assumptions used to determine net periodic benefit cost for
the years ended December 31:

Pension Benefits

2008 2007 2006
Discount rate 6.45% 6.00% 5.25%
Expected long-term return
on plan assets 8.46% 8.46% 8.46%
Rate of compensation increase 4.46% 4.50% 4.50%

The overall expected long-term rate of return on assets assumption is based
on the target asset allocation for plan assets, capital markets forecasts for
asset classes employed, and active management excess return expectations.
The total return for bonds is based on an equilibrium yield assumed to be
6.00 percent for government bonds plus an additional 0.50 percent due to the
exposure of corporate debt in an aggregate benchmark, for a total return of
6.50 percent. A 3.00 percent equity premium is added to arrive at the
forecast for equity returns, both foreign and domestic. Equilibrium forecasts
are used to reflect long-term expectations for the asset classes employed. To
the extent asset classes are actively managed, an excess return premium is
added.

Plan Assets

Plan assets are invested using active investment strategies utilizing multiple
investment management firms. Risk is controlled through diversification
among multiple asset classes, managers, styles and securities. The target
asset allocation is 45.00 percent U.S. equities, 20.00 percent non-U.S.
equities, 5.00 percent real estate and 30.00 percent fixed income. The plans
strategic asset allocation was determined by the Plan Fiduciary Committee
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after review and evaluation of an asset/liability study. Performance is
monitored quarterly by both the Plan Fiduciary Committee and an outside
pension consulting firm.

The weighted-average allowable asset allocations by category as of
December 31 are as follows:

PLAN ASSETS 2008 2007 2006

Allowable Asset Category

Equity securities 61.4% 65.3% 64.4%

Debt securities 304 29.4 30.3

Real Estate 7.1 4.9 4.6

Other 1.1 0.4 0.7
Total 100.0% 100.0% 100.0%

Target allocation for allowable asset categories for 2009 are as follows:

Allowable Asset Category
Equity securities

Debt securities

Real Estate

62.8% —67.3%
28.2% —32.7%
2.7% —6.4%

The total District expects to contribute $61.9 million to the various pension
plans in 2009.

Estimated Future Benefit Payments

The following benefit payments, which reflect expected future service, as
appropriate, are expected to be paid:

Pension

Benefits
2009 $ 30,541
2010 31,399
2011 33,583
2012 37,205
2012 39,732
Years 2014 — 2018 238,380

The funding status and the amounts recognized in the District’s Combined
Balance Sheets for all other postretirement benefit plans follows:

Other Postretirement Benefits

(dollars in thousands) 2008 2007 2006
Change in benefit obligation
Benefit obligation at beginning of year $ 114,511 $ 119,245 $ 126,048
Service cost 2,938 2,364 2,681
Interest cost 9,029 6,997 6,484
Plan participants’ contributions 1,174 789 880
Actuarial loss (gain) 4,212 (9,244) (11,812)
Benefits paid (7,184) (5,640) (5,390)
Plan amendments/other — — 354
Benefit obligation at end of year $ 124,680 $ 114,511 $ 119,245
Change in plan assets
Fair value of plan assets at
beginning of year $ - 8 - 8 -
Actual return on plan assets - - -
Plan participants’ contributions 1,173 789 880
Employer contributions 6,011 4,851 4,510
Benefits and premiums paid (7,184) (5,640) (5,390)
Fair value of plan assets at end of year $ - $ - $ -
Reconciliation of funded status
Funded status $ (124,679) $ (114,511) § (119,245)
Unrecognized net actuarial loss (gain) - - 32,387
Unrecognized prior service cost — — (21,540)
Net amount recognized — September 30 (108,398)
Fourth quarter contributions — 1,032 1,220
Net other postretirement liability $ (124,679) $ (113,479) § (107,178)
Amounts recognized consist of:
Current liabilities $ (6,075) $  (5,637)
Noncurrent liabilities (118,604) (107,842)
Net amount recognized $ (124,679) $ (113,479)

The following represent the amounts included in accumulated other
comprehensive income (pre-tax) at December 31:

Other Postretirement Benefits

(dollars in thousands) 2008 2007

Net actuarial loss (gain) $ 24,035 21,047

Prior service costs (credit) (15,270) (18,753)

Net transition obligation (asset) 158 200
Total amount recognized in AOCI $ 8,923 2,494

The net periodic benefit expense for all other postretirement benefit plans
included in the District’s Combined Statements of Income is comprised of the
following:

Other Postretirement Benefits

(dollars in thousands) 2008 2007 2006
Service cost $ 2,350 $ 2,364 $ 2,681
Interest cost 7,223 6,997 6,484
Net amortization and deferral (1,774) (657) 87
Net periodic benefit (income) cost $ 7,799 $ 8,704 $ 9,252
Adjustment to retained earnings for 2008 due to
change in measurement date $ 1,949
Other changes in plan assets and projected
benefit obligation recognized in OCI
Net actuarial loss (gain) 4,212
Amortization of net actuarial loss (gain) (1,224)
Prior service cost (credit) -
Amortization of prior service cost 3,484
Amortization of transition obligation (asset) (42)
Net periodic benefit cost $ 6,430

Total recognized in expenses and OCI $ 16,178

The estimated prior service credit for the other postretirement benefit plans
that will be amortized from accumulated other comprehensive income into
periodic benefit cost during 2009 is $8.9 million.

Weighted average assumptions used to determine benefit obligations at
December 31, 2008 and September 30, 2007 and 2006:

Other Postretirement Benefits
2008 2007 2006

6.25% 6.45% 6.00%

Discount rate

Weighted average assumptions used to determine net periodic benefit cost for
the years ended December 31:

Other Postretirement Benefits
2008 2007 2006

6.45% 6.00% 5.25%

Discount rate

For measurement purposes, annual rates of increase of 6.50 percent through
8.50 percent in the per capita cost of covered health benefits were assumed
for 2009. The rates were assumed to step down to 5.0 percent in 2015, and
remain at that level thereafter.

Assumed health care cost trend rates have a significant effect on the amounts
reported for the health care plans. A one-percentage-point change in assumed
health care cost trend rates would have the following effects:

1 Percentage 1 Percentage Point

(dollars in thousands) Point Increase Decrease
Effect on total of service and interest cost $ 1,588 $  (1,294)
Effect on postretirement benefit obligation 17,443 (14,421)

The District expects to contribute $6.3 million to their other post retirement
benefit plans in 2009.
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Estimated Future Benefit Payments

The following benefit payments, which reflect expected future service, as
appropriate, are expected to be paid:

Other
Postretirement
Benefits
2009 $ 6,277
2010 6,303
2011 7,341
2012 7,708
2013 8,045
Years 2014 — 2018 44,628

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 provides 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. Retirees of the
Puerto Farm Credit Association and certain other retirees who are grandfathered
under insured arrangements were not impacted by the change. The benefit
obligation valuation as of December 31, 2008 reflects the impact of this plan
amendment.

Note 13 — Related Party Transactions

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

Total loans to such persons at December 31, 2008, amounted to $283.5
million, as compared with $241.3 million and $232.9 million for the years
ended December 31, 2007 and 2006, respectively. During 2008, 2007, and
2006, $210.8 million, $158.2 million, and $150.8 million of new loans were
made and repayments totaled $168.6 million, $149.7 million, and $175.4
million, respectively. In the opinion of management, no material amounts
outstanding at December 31, 2008, involved more than a normal risk of
collectibility.

Note 14 — Regulatory Enforcement Matters

At December 31, 2008, there were no regulatory enforcement matters or
agreements in place with the FCA.

Note 15 — Commitments and Contingencies

The District has various contingent liabilities and commitments outstanding as
discussed elsewhere in these notes to Combined Financial Statements. While
primarily liable for its portion of System bonds and notes, AgFirst is jointly and
severally liable for the bonds and notes of the other System banks. The total
bonds and notes of the System at December 31, 2008 were $178.37 billion.

In the normal course of business, the Bank and Associations may participate in
credit related financial instruments with off-balance-sheet risk to satisfy the
financing needs of their borrowers. These financial instruments include
standby letters of credit, various guarantees and commitments to extend credit.

The Bank and District participate 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. At
December 31, 2008, the Bank had outstanding $190.3 million of standby
letters of credit issued on behalf of District and non-district customers, with
expiration dates ranging from January 2008 to October 2018. The maximum
potential amount of future payments the Bank may be required to make under
these existing guarantees is $190.3 million.

A guarantor is required to recognize at the inception of a guarantee, a liability
for the fair value of the guarantee commitment. The District has determined
the fair value of the guarantee commitment based upon the fees to be earned
over the life of the guarantee. The fair value is updated periodically to reflect
changes in individual guarantee amounts and the remaining life to maturity of
the individual guarantees in the District’s inventory. At December 31, 2008,
the District’s inventory of standby letters of credit had a fair value of $5.3
million and was included in other liabilities.

The Bank also guarantees certain loans held by District Associations in the
amount of $7.3 million expiring in less than one year and $13.0 million
expiring in one to three years. The notional amounts of these guarantees
represent the maximum amount of exposure the Bank and the District
Associations have related to these instruments as of December 31, 2008.

At December 31, 2008, $9.08 billion of commitments to extend 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 financial instruments have off-balance-
sheet credit risk because their amounts could be drawn upon at the option of
the borrower. The credit risk associated with issuing commitments and letters
of credit is substantially the same as that involved in extending loans to
borrowers and the same credit policies are applied by management. 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 loan collateral 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.

As of December 31, 2008, AgFirst also indemnifies leases in the amount of
$732 thousand on behalf of Farm Credit Leasing Services Corporation (FCLSC)
with lease terms expiring in 2009.

Legal actions are pending against AgFirst and certain District Associations in
which claims for money damages are asserted. On the basis of information
presently available, management and legal counsel are of the opinion that the
ultimate liability, if any, from these actions, would not be material in relation to
the combined financial position of AgFirst and District Associations.

Note 16 — Fair Value Measurement

As described in Note 2, the District adopted SFAS No. 157 effective
January 1, 2008 which expanded the District’s fair value disclosure for
certain assets and liabilities measured at fair value on a recurring and non-
recurring basis. These assets and liabilities primarily consist of investments
available-for-sale, highly-liquid funds, derivative assets and liabilities, assets
held in trust funds, standby letters of credit, and impaired loans.

SFAS No. 157 establishes a fair value hierarchy for disclosure of fair value
measurements to maximize the use of observable inputs, that is, inputs that
reflect the assumptions market participants would use in pricing an asset or
liability based on market data obtained from sources independent of the
reporting entity. The valuation hierarchy is based upon the transparency of
inputs to the valuation of an asset or liability as of the measurement date. A
financial instrument’s categorization within the valuation hierarchy is based
upon the lowest level of input that is significant to the fair value
measurement.

The three levels of inputs and the classification of the District’s financial
instruments within the fair value hierarchy are as follows:

Level 1

Level 1 inputs to the valuation methodology are unadjusted quoted prices for
identical assets or liabilities in active markets. Level 1 assets and liabilities
could include investment securities and derivative contracts that are traded in
an active exchange market, in addition to certain U.S. Treasury securities that
are highly-liquid and are actively traded in over-the-counter markets.

The District’s Level 1 assets at December 31, 2008 consist of assets held in
trust funds related to deferred compensation and supplemental retirement
plans. The trust funds include investments in securities that are actively
traded and have quoted net asset value prices that are directly observable in
the marketplace.
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Level 2

Level 2 inputs to the valuation methodology include quoted prices for similar
assets and liabilities in active markets; quoted prices in markets that are not
active; and inputs that are observable, or can be corroborated, for
substantially the full term of the asset or liability. Level 2 assets and
liabilities could include investment securities that are traded in active, non-
exchange markets and derivative contracts that are traded in active, over-the-
counter markets.

The fair value of substantially all of the District’s investment securities is
determined from third-party valuation services that estimate current market
prices. Inputs and assumptions related to third-party market valuation
services are typically observable in the marketplace. Such services
incorporate prepayment assumptions and underlying mortgage- or asset-
backed collateral information to generate cash flows that are discounted using
appropriate benchmark interest rate curves and volatilities. Third-party
valuations also incorporate information regarding broker/dealer quotes,
available trade information, historical cash flows, credit ratings, and other
market information. Such valuations represent an estimated exit price, or
price to be received by a seller in active markets to sell the investment
securities to a willing participant.

The fair value of the District’s derivative financial instruments is the
estimated amount to be received to sell a derivative asset or paid to transfer a
derivative liability in active markets among willing participants at the
reporting date. Estimated fair values are determined through internal market
valuation models. These models incorporate benchmark interest rate curves,
volatilities, and other inputs which are observable directly or indirectly in the
marketplace. The District compares internally calculated derivative
valuations to broker/dealer quotes to substantiate the results.

The District’s Level 2 assets and liabilities at December 31, 2008 include
derivative contracts and investment securities in U.S. government and agency
mortgage-backed securities, non-agency mortgage-backed securities, and
U.S. agency debt securities, all of which have unadjusted values from third-
party or internal pricing models. Level 2 assets also include federal funds
sold, securities purchased under resale agreements and other highly-liquid
funds, all of which are non-exchange-traded instruments. The market value
of these federal funds sold and other instruments is generally their face value,

plus accrued interest, as these instruments are highly-liquid, readily
convertible to cash, and short-term in nature.

Level 3

Level 3 inputs to the valuation methodology are unobservable and supported
by little or no market activity. Level 3 assets and liabilities could include
investments and derivative contracts whose value is determined using pricing
models, discounted cash flow methodologies, or similar techniques, and other
instruments for which the determination of fair value requires significant
management judgment or estimation. Level 3 assets and liabilities also could
include investments and derivative contracts whose price has been adjusted
based on dealer quoted pricing that is different than the third-party valuation
or internal model pricing.

Level 3 assets at December 31, 2008 include impaired loans which represent
the fair value of certain loans that were evaluated for impairment under SFAS
No. 114. The fair value was based upon the underlying collateral since these
were collateral-dependent loans. The fair value measurement process uses
independent appraisals and other market-based information, but in many
cases it also requires significant input based on management's knowledge of
and judgment about current market conditions, specific issues relating to the
collateral and other matters. As a result, these fair value measurements fall
within Level 3 of the hierarchy. When the value of the collateral, less
estimated costs to sell, is less than the principle balance of the loan, a specific
reserve is established.

Level 3 assets at December 31, 2008 also include the District’s mortgage-
related asset-backed investment portfolio. Based on the currently illiquid
marketplace for mortgage-related asset-backed investments and the lack of
marketplace information available as inputs and assumptions to the valuation
process, the District classified the mortgage-related asset-backed investment
portfolio as Level 3 assets. The fair value measurement of these assets
involved management’s judgment and was based on multiple factors
including information obtained from third-party valuation services using both
level 2 and level 3 inputs.

Level 3 liabilities at December 31, 2008 include standby letters of credit
whose market value is internally calculated based on information that is not
observable either directly or indirectly in the marketplace.

Assets and Liabilities Measured at Fair Value on a Recurring Basis

The following table presents the assets and liabilities that are measured at fair value on a recurring basis at December 31, 2008 for each of the fair value hierarchy

levels:

December 31, 2008
Total Fair
Level 1 Level 2 Level 3 Value
Assets:
Investments available-for-sale $ - 3 6,183,596 $ 79,961  $ 6,263,557
Federal funds sold, securities purchased
under resale agreements, and other - 187,630 - 187,630
Interest rate swaps and
other financial instruments - 124,982 - 124,982
Assets held in trust funds 7,919 - - 7,919
Total Assets $ 7919 $ 6,496,208 $ 79,961 $ 6,584,088
Liabilities:
Interest rate swaps and
other financial instruments $ - 8 469 $ -8 469
Standby letters of credit - - 5,262 5,262
Total Liabilities $ -8 469  § 5262 $ 5,731
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The following table presents the changes in Level 3 assets and
liabilities measured at fair value on a recurring basis. The total loss of
$10,465 is included in earnings as a Loss on Investments in the
Combined Statements of Income.

Asset-
Backed Standby
Investment Letters
Securities Of Credit
Balance at January 1, 2008 $ 166,551  $ 5,205
Total gains or (losses)
realized/unrealized:
Included in earnings (10,465) -
Included in other comprehensive loss (26,028) -
Purchases, sales, issuances and
settlements, net (50,097) 57
Transfers in and/or out of level 3 - -
Balance at December 31, 2008 $ 79,961 $ 5,262

Assets and Liabilities Measured at Fair Value on a Non-recurring
Basis

Assets and liabilities measured at fair value on a non-recurring basis at
December 31, 2008 for each of the fair value hierarchy values are
summarized below:

December 31, 2008
Total Total
Level Level Level Fair Gains
1 2 3 Value (Losses)
Assets:
Impaired
loans $ - $ - S 111882 § 111,882 §  (80,238)

Note 17 — Disclosures about Fair Value of Financial Instruments

The following table presents the carrying amounts and fair values of the District’s financial instruments at December 31, 2008, 2007 and 2006.

Quoted market prices are generally not available for certain Systemwide 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.

December 31, 2008 December 31, 2007 December 31, 2006
Carrying Estimated Carrying Estimated Carrying Estimated

(dollars in thousands) Amount Fair Value Amount Fair Value Amount Fair Value
Financial assets:

Loans, net of allowance $ 22,908,646 $ 23,345,531 $ 20,649,422 $ 20,908,947 $ 18,597,701 $ 18,623,539

Derivative assets $ 124,982 $ 124,982 $ 33,187 $ 33,187 $ 3,615 $ 3,615

Cash & cash equivalents $ 316,010 $ 316,010 $ 612,841 $ 612,841 $ 651,268 $ 651,268

Investment securities $ 8,167,026 $ 8,198,816 $ 7,060,801 $ 7,038,445 $ 6,492,102 $ 6,458,120

Other investments $ 410,249 $ 429,791 $ 430,812 $ 435361 $ 428,005 $ 420,512

Assets held in trust funds $ 7,919 $ 7,919 $ 10,626 $ 10,626 $ 9,104 $ 9,104
Financial liabilities:

Bonds and notes $ 28,253,023 $ 28,462,808 $ 24,847,248 $ 24,908,245 $ 22,613,379 $ 22,531,191

Derivative liabilities $ 469 $ 469 $ 2,560 $ 2,560 $ 23,514 $ 23,514

A description of the methods and assumptions used to estimate the fair
value of each class of the District’s financial instruments for which it is
practicable to estimate that value follows:

A. Loans: Because no active market exists for the District’s loans, fair
value is estimated by discounting the expected future cash flows
using the District’s current interest rates at which similar loans would
be made to borrowers with similar credit risk.

For purposes of determining fair value of accruing loans, the loan
portfolio is segregated into pools of loans with homogeneous
characteristics based upon repricing and credit risk. Expected future
cash flows and interest rates reflecting appropriate credit risk are
separately determined for each individual pool. Fair value of loans in
a nonaccrual status are estimated to be the carrying amount of the
loan less specific reserves. The carrying value of accrued interest
approximates its fair value.

B. Cash and Cash Equivalents: The carrying value is primarily a
reasonable estimate of fair value.

C. Investment Securities: Fair value is primarily based upon prices
obtained from a third party valuation service. See additional
information in Note 16.

D. Other Investments: Fair value is estimated by discounting future
annual cash flows using prevailing rates for similar instruments at
year-end.

E. Bonds and Notes: Systemwide bonds and notes are not regularly

traded; thus, quoted market prices are not available. Fair value of these
instruments is estimated by discounting expected future cash flows
based on the quoted market price of similar maturity Treasury notes,
assuming a constant estimated yield spread relationship between
Systemwide bonds and notes and comparable Treasury notes.

F. Derivative Instruments: The fair value of derivatives is the

estimated amount to be received or paid to replace the instruments at
the reporting date, considering current and projected interest rates.
Where actively quoted market prices do not exist, estimated fair values
are determined through dealer quotes. See additional information in
Note 16.
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G. Assets Held in Trust Funds: See Note 16 for discussion of
estimation of fair value for this instrument.

Note 18 — Derivative Instruments and Hedging Activities

The District maintains an overall interest rate risk management strategy
that may incorporate the use of derivative instruments to lower cost of
funding or to reduce interest rate risk. The District’s goal is to manage
interest rate sensitivity by modifying the repricing or maturity
characteristics of certain balance sheet assets and liabilities so that the net
interest margin is not adversely affected by movements in interest rates.
As a result of interest rate fluctuations, hedged fixed-rate assets and
liabilities will appreciate or depreciate in market value. The effect of this
unrealized appreciation or depreciation is expected to be substantially
offset by the District’s gains or losses on the derivative instruments that
are linked to these hedged assets and liabilities. Another result of interest
rate fluctuations is that the interest income and interest expense of hedged
variable-rate assets and liabilities, respectively, will increase or decrease.
The effect of this variability in earnings is expected to be substantially
offset by the District’s gains and losses on the derivative instruments that
are linked to these hedged assets and liabilities. The District considers its
strategic use of derivatives to be a prudent method of managing interest
rate sensitivity, as it prevents earnings from being exposed to undue risk
posed by changes in interest rates.

The District enters into derivatives, particularly interest rate swaps, to
lower funding costs, diversify sources of funding, or alter interest rate
exposures arising from mismatches between assets and liabilities.
Interest rate swaps allow the District to raise long-term borrowings at
fixed rates and swap them into floating rates that are lower than those
available to the District if floating rate borrowings were made directly.
Under interest rate swap arrangements, the District agrees with other parties
to exchange, at specified intervals, payment streams calculated on a

specified notional principal amount, with at least one stream based on a
specified floating rate index.

The District may purchase interest rate options such as caps, in order to
reduce the impact of rising interest rates on its floating-rate debt, and
floors, in order to reduce the impact of falling interest rates on its
floating-rate assets.

By using derivative instruments, the District exposes itself to credit and
market risk. If a counterparty fails to fulfill its performance obligations
under a derivative contract, the District’s credit risk will equal the fair
value gain in the derivative. Generally, when the fair value of a derivative
contract is positive, this indicates that the counterparty owes the District,
thus creating a repayment risk for the District. When the fair value of the
derivative contract is negative, the District owes the counterparty and,
therefore, assumes no repayment risk.

To minimize the risk of credit losses, the District deals with
counterparties that have an investment grade or better credit rating from a
major rating agency, and also monitors the credit standing of and levels of
exposure to individual counterparties. The estimated credit risk exposure
of $125.0 million with ten counterparties represents approximately 5.62
percent of the total notional amount of interest rate swaps. The District does
not anticipate nonperformance by any of these counterparties. The District
typically enters into master agreements that contain netting provisions.
These provisions allow the District to require the net settlement of covered
contracts with the same counterparty in the event of default by the
counterparty on one or more contracts. A number of swaps are supported
by collateral arrangements with counterparties. At December 31, 2008, the
District had not posted collateral with respect to these arrangements but
has required on counterparty to post a total of $8.0 million in interest
bearing cash collateral.

Note 19 — Additional Derivative Financial Instruments and Other Financial Instruments Disclosure

The table below provides information about derivative financial instruments and other financial instruments that are sensitive to changes in interest rates,
including debt obligations and interest rate swaps. The debt information below represents the principal cash flows and related weighted average interest rates
by expected maturity dates. The derivative information below represents the notional amounts and weighted average interest rates by expected maturity dates.

Maturities of 2008 Derivative Products and Other Financial Instruments

December 31, 2008 2014 and Fair
(dollars in millions) 2009 2010 2011 2012 2013 after Total Value
Bonds and Notes:
Fixed rate $ 8835 § 3292 § 2,625 § 666 $ 198 $§ 499 $ 22400 $ 22,703
Weighted average interest rate 2.14% 2.91% 3.61% 4.14% 4.22% 5.04% 3.32%
Variable rate 4,811 942 38 8 5 49 5,853 5,760
Weighted average interest rate 0.87% 1.35% 0.71% 0.82% 1.86% 0.64% 0.94%
Derivative Instruments:
Receive fixed swaps
Notional value $ 750 § 488 § 600 $ 75 $ 60 § 250 § 2,223 $ 125
Weighted average receive rate 4.17% 4.20% 4.10% 4.62% 3.99% 5.07% 4.27%
Weighted average pay rate 1.21% 1.90% 2.19% 2.54% 2.69% 2.94% 1.90%
Total notional value $ 750 $ 488 § 600 $ 75 $ 60 $ 250 § 2,223 $ 125
Total weighted average rates on swaps:
Receive rate 4.17% 4.20% 4.10% 4.62% 3.99% 5.07% 4.27%
Pay rate 1.21% 1.90% 2.19% 2.54% 2.69% 2.94% 1.90%
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Note 20 — Quarterly Financial Information (Unaudited)

Quarterly results of operations for the years ended December 31, 2008, 2007 and 2006 follow:

2008
(dollars in thousands) First Second Third Fourth Total
Net interest income $ 193,258 $ 198,050 $ 210,501 $ 216,055 $ 817,864
Provision for (reversal of
allowance for) loan losses 20,077 16,227 18,736 65,983 121,023
Noninterest income
(expense), net (80,243) (80,596) (71,778)  (100,639)  (333,256)
(Provision) benefit for
income taxes (203) (405) 752 (209) (65)
Net income $ 92,735 $100,822 $ 120,739 $ 49,224 § 363,520
2007
First Second Third Fourth Total
Net interest income $ 173,198 $ 175815 $ 185,633 § 187,544 § 722,190
Provision for (reversal of
allowance for) loan losses 587 1,053 3,001 3,643 8,284
Noninterest income
(expense), net (73,714) (69,311) (68,163) (90,389) (301,577)
(Provision) benefit for
income taxes (289) 922 (390) (655) (412)
Net income $ 98,608 $ 106373 $ 114079 § 92,857 $ 411917
2006
First Second Third Fourth Total
Net interest income $ 161,271 $ 164,323 $ 176,131 $ 172,111 $ 673,836
Provision for (reversal of
allowance for) loan losses 101 (14,975) 2,146 12,011 (717)
Noninterest income
(expense), net (62,610)  (57,303)  (67,090)  (76,885)  (263,888)
(Provision) benefit for
income taxes (284) (157) (126) 271 (296)
Net income $ 98276 $ 121,838 $ 106,769 $ 83,486 $ 410,369

Note 21 — Bank Only Financial Data

Condensed financial information of the Bank follows:

Balance Sheet

Statement of Income

December 31, Year Ended December 31,
(dollars in thousands) 2008 2007 2006 (dollars in thousands) 2008 2007 2006
Cash, cash equivalents and Interest income $ 1,333,509 $ 1,469,034 $ 1,222,948
investment securities $ 8270,160 § 7467567 $ 6,941,446 Interest expense 966,988 1,208,156 995,436
Loans Net interest income 366,521 260,878 227,512
To District Associations 14,997,151 14,602,548 13,877,141 Provision for (reversal of) loan losses 43,342 2481 (7,337)
To others 6,242,179 4,511,969 3,275,196 Net interest income after
Total loans 21,239,330 19,114,517 17,152,337 provision for loan losses 323,179 258,397 234,849
Less: allowance for loan losses 44,565 2,816 463 Noninterest income 4874 13,823 19,298
Net loans 21,194,765 19,111,701 17,151,874 .
Noninterest expenses
Other assets 446,126 347,353 318,844 Salaries and employee benefits 30,655 28,853 26,318
Total assets $ 29,911,051  $ 26,926,621 $ 24,412,164 Occupancy and equipment 14,957 13,060 11,608
Insurance Fund premium 12,153 5,623 3,597
Bonds and notes $ 28,053,023  § 24847248 § 22,613,379 Other operating expenses 22,174 18,776 17,529
Mandatorily redeemable Called debt expense 26,652 10,550 2,563
preferred stock 225,000 225,000 225,000 Corresponding lending servicing expense 4,017 2,071 1,656
Other liabilities 391,936 396,892 392,698 Other noninterest expenses 278 1,078 683
Total liabilities 28,669,959 25,469,140 23,231,077 Total noninterest expenses 110,886 80,011 63,954
Perpetual preferred stock 400,000 400,000 150,000 Net income S 217,167 $ 192,209 $ 190,193
Capital stock and
participation certificates 434,929 364,759 313,353
Retained earnings 763,355 731,429 715,753
Accumulated other
comprehensive income (loss) (357,192) (38,707) 1,981
Total shareholders’ equity 1,241,091 1,457,481 1,181,087

Total liabilities and
shareholders’ equity

$ 29,911,051  § 26,926,621 § 24,412,164
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