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Cape Fear Farm Credit, ACA

Report of Management

The accompanying consolidated financial statements and
related financial information appearing throughout this
annual report have been prepared by management of
Cape Fear Farm Credit, ACA (Association) in
accordance with generally accepted accounting
principles appropriate in the circumstances. Amounts
which must be based on estimates represent the best
estimates and judgments of management. Management
is responsible for the integrity, objectivity, consistency,
and fair presentation of the consolidated financial
statements and financial information contained in this
report.

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

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

The consolidated financial statements, in the opinion of
management, fairly present the financial condition of the
Association. The undersigned certify that we have
reviewed the 2022 Annual Report of Cape Fear Farm
Credit, ACA, that the report has been prepared under the
oversight of the Audit Committee of the Board of
Directors and in accordance with all applicable statutory
or regulatory requirements, and that the information
contained herein is true, accurate, and complete to the
best of our knowledge and belief.

JJW@,@JW

S. Stuart Pierce, Jr.
Chairman of the Board

Cour L, s

Evan J. Kleinhans
Chief Executive Officer

(o, T S —

Charles M. Hester
Chief Financial Officer

March 9, 2023
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Cape Fear Farm Credit, ACA

Report on Internal Control Over Financial Reporting

The Association’s principal executives and principal
financial officers, or persons performing similar
functions, are responsible for establishing and
maintaining adequate internal control over financial
reporting for the Association’s Consolidated Financial
Statements. For purposes of this report, “internal control
over financial reporting” is defined as a process designed
by, or under the supervision of the Association’s
principal executives and principal financial officers, or
persons performing similar functions, and effected by its
Board of Directors, management and other personnel, to
provide reasonable assurance regarding the reliability of
financial reporting information and the preparation of the
Consolidated Financial Statements for external purposes
in accordance with accounting principles generally
accepted in the United States of America and includes
those policies and procedures that: (1) pertain to the
maintenance of records that in reasonable detail
accurately and fairly reflect the transactions and
dispositions of the assets of the Association, (2) provide
reasonable assurance that transactions are recorded as
necessary to permit preparation of financial information
in accordance with accounting principles generally
accepted in the United States of America, and that
receipts and expenditures are being made only in
accordance with authorizations of management and
directors of the Association, and (3) provide reasonable
assurance regarding prevention or timely detection of
unauthorized acquisition, use or disposition of the
Association’s assets that could have a material effect on
its Consolidated Financial Statements.

The Association’s management has completed an
assessment of the effectiveness of internal control over
financial reporting as of December 31, 2022. In making
the assessment, management used the framework in
Internal Control — Integrated Framework (2013),
promulgated by the Committee of Sponsoring
Organizations of the Treadway Commission, commonly
referred to as the “COSO” criteria.

Based on the assessment performed, the Association’s
management concluded that as of December 31, 2022,
the internal control over financial reporting was effective
based upon the COSO criteria. Additionally, based on
this assessment, the Association determined that there
were no material weaknesses in the internal control over
financial reporting as of December 31, 2022.

Co L,

Evan J. Kleinhans
Chief Executive Officer

(o, AT Sz —

Charles M. Hester
Chief Financial Officer

March 9, 2023
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Cape Fear Farm Credit, ACA

Consolidated Five - Year Summary of Selected

Financial Data

December 31,

(dollars in thousands) 2022 2021 2020 2019 2018
Balance Sheet Data
Cash $ 11 s 49 $ 1 S 2,043 $ 2,543
Investments in debt securities 2,499 2,584 2,663 3,490 3,738
Loans 1,157,675 1,063,198 1,025,728 958,185 928,304
Allowance for loan losses (5,648) (8,542) (10,232) (9,954) (13,528)
Net loans 1,152,027 1,054,656 1,015,496 948,231 914,776
Equity investments in other Farm Credit institutions 14,247 9,485 10,168 10,677 10,673
Other property owned — 236 — 477 366
Other assets 27,358 34,043 28,342 24,242 26,447
Total assets $ 1,196,142 $1,101,053 $1,056,670 $ 989,160 $ 958,543
Notes payable to AgFirst Farm Credit Bank * $ 925881 $§ 836,955 $ 801,307 $ 747,905 § 742,744
Accrued interest payable and other liabilities
with maturities of less than one year 35,379 37,405 34,258 26,779 12,280
Total liabilities 961,260 874,360 835,565 774,684 755,024
Protected borrower stock — — — 3 3
Capital stock and participation certificates 2,593 2,581 2,512 2,450 2,464
Retained earnings
Allocated 126,268 118,319 116,377 112,361 103,116
Unallocated 106,215 106,060 102,507 99,950 98,205
Accumulated other comprehensive income (loss) (194) (267) (291) (288) (269)
Total members' equity 234,882 226,693 221,105 214,476 203,519
Total liabilities and members' equity $ 1,196,142 $1,101,053 $1,056,670 $ 989,160 § 958,543
Statement of Income Data
Net interest income $ 31,351 $§ 28,737 § 28,757 § 29,062 $§ 260816
Provision for (reversal of) allowance for loan losses (3,263) (1,026) 963 (2,969) 6,022
Noninterest income (expense), net 489 6,738 4,279 (1,039) (603)
Net income $ 35103 $§ 36,501 $ 32,073 $ 30992 § 20,191
Key Financial Ratios
Rate of return on average:
Total assets 3.08% 3.44% 3.16% 3.25% 2.15%
Total members' equity 14.53% 15.62% 14.25% 14.29% 9.79%
Net interest income as a percentage of
average earning assets 2.80% 2.75% 2.88% 3.10% 2.92%
Net (chargeoffs) recoveries to average loans 0.033% (0.064)% (0.069)% (0.065)% (0.044)%
Total members' equity to total assets 19.64% 20.59% 20.92% 21.68% 21.23%
Debt to members' equity (:1) 4.09 3.86 3.78 3.61 3.71
Allowance for loan losses to loans 0.49% 0.80% 1.00% 1.04% 1.46%
Permanent capital ratio 18.77% 20.33% 20.57% 21.60% 20.35%
Common equity tier 1 capital ratio 18.64% 20.18% 20.36% 21.36% 20.07%
Tier 1 capital ratio 18.64% 20.18% 20.36% 21.36% 20.07%
Total regulatory capital ratio 19.35% 20.93% 21.38% 22.47% 21.15%
Tier 1 leverage ratio** 19.80% 21.18% 21.19% 21.87% 20.56%
Unallocated retained earnings (URE) and
URE equivalents leverage ratio 19.58% 21.37% 21.45% 22.14% 20.80%
Net Income Distribution
Estimated patronage refunds:
Cash $ 27,000 § 31,000 $§ 25500 $ 20,000 $ 16,000
Nonqualified retained earnings 6,034 1,625 3,956 8,915 2,187

* General financing agreement is renewable on a one-year cycle.

** Tier 1 leverage ratio must include a minimum of 1.50% of URE and URE equivalents.
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Cape Fear Farm Credit, ACA

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

(dollars in thousands, except as noted)

GENERAL OVERVIEW

The following commentary summarizes the financial condition
and results of operations of Cape Fear Farm Credit, ACA,
(Association) for the year ended December 31, 2022 with
comparisons to the years ended December 31, 2021 and
December 31, 2020. This information should be read in
conjunction with the Consolidated Financial Statements, Notes
to the Consolidated Financial Statements and other sections in
this Annual Report. The accompanying Consolidated Financial
Statements were prepared under the oversight of the Audit
Committee of the Board of Directors. For a list of the Audit
Committee members, refer to the “Report of the Audit
Committee” reflected in this Annual Report. Information in
any part of this Annual Report may be incorporated by
reference in answer or partial answer to any other item of the
Annual Report.

The Association is an institution of the Farm Credit System
(System), which was created by Congress in 1916 and has
served agricultural producers for 106 years. The System’s
mission is to maintain and improve the income and well-being
of American farmers, ranchers, and producers or harvesters of
aquatic products and farm-related businesses. The System is
the largest agricultural lending organization in the United
States. The System is regulated by the Farm Credit
Administration (FCA), which is an independent safety and
soundness regulator.

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

The Association obtains funding from AgFirst Farm Credit
Bank (AgFirst or Bank). The Association is materially affected
and shareholder investment in the Association may be
materially affected by the financial condition and results of
operations of the Bank. Copies of the Bank’s Annual and
Quarterly Reports are on the AgFirst website,

www.agfirst.com, or may be obtained at no charge by calling
1-800-845-1745, extension 2764, or writing Matthew Miller,
AgFirst Farm Credit Bank, P. O. Box 1499, Columbia, SC
29202.

Copies of the Association’s Annual and unaudited Quarterly
Reports are available upon request free of charge on the
Association’s website, www.AgCarolina.com, or by calling
1-800-368-5819, extension 3262, or writing Charles M. Hester,
Chief Financial Officer, AgCarolina Farm Credit, P.O. Box
14789, Raleigh, NC, 27620. The Association prepares an

electronic version of the Annual Report, which is available on
the website, within 75 days after the end of the fiscal year and
distributes the Annual Report to shareholders within 90 days
after the end of the fiscal year. The Association prepares an
electronic version of the Quarterly Report, which is available
on the website, within 40 days after the end of each fiscal
quarter, except that no report need be prepared for the fiscal
quarter that coincides with the end of the fiscal year of the
Association.

FORWARD LOOKING INFORMATION

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

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

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

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

« changes in United States government support of the
agricultural industry and the Farm Credit System, as a
government-sponsored enterprise, as well as investor
and rating-agency reactions to events involving other
government-sponsored enterprises and other financial
institutions; and

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

AGRICULTURAL OUTLOOK

Production agriculture is a cyclical business that is heavily
influenced by commodity prices, weather, government policies
(including, among other things, tax, trade, immigration, crop
insurance and periodic aid), interest rates, input costs and
various other factors that affect supply and demand.

The following United States Department of Agriculture
(USDA) analysis provides a general understanding of the U.S.
agricultural economic outlook. However, this outlook does not
take into account all aspects of the Association’s business.
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Cape Fear Farm Credit, ACA

References to USDA information in this section refer to the
U.S. agricultural market data and are not limited to
information/data for the Association.

The USDA'’s February 2023 forecast estimates net farm income
(income after expenses from production in the current year; a
broader measure of profits) for 2022 at $162.7 billion, a $21.8
billion increase from 2021 and $70.0 billion above the 10-year
average. The forecasted increase in net farm income for 2022,
compared with 2021, is primarily due to increases in cash
receipts for animals and animal products of $61.9 billion to
$257.7 billion and crop receipts of $44.7 billion to 285.7
billion, partially offset by a decrease of $10.3 billion to $15.6
billion in direct government payments and an increase in cash
expenses of $65.7 billion to $411.1 billion. If realized, 2022 net
farm income (in real dollars of $167.3 billion) would be the
highest level since 1973 when net farm income was $172.9
billion adjusted for real dollars.

The USDA'’s outlook projects net farm income for 2023 at
$136.9 billion, a $25.8 billion or 15.9 percent decrease from
2022, but $44.2 billion above the 10-year average. The
forecasted decrease in net farm income for 2023 is primarily
due to an expected decrease in cash receipts for animals and
animal products of $14.7 billion, crop receipts of $8.8 billion
and direct government payments of $5.4 billion, as well as an
increase in cash expenses of $13.7 billion. The decrease in cash
receipts for animals and animal products are predicted for milk,
hogs, broilers and eggs, while cattle receipts are forecast to
increase. The expected decline in cash receipts for crops is
primarily driven by decreases in corn, soybeans, vegetables and
melon receipts, while receipts for wheat are expected to
increase. Most production expenses are expected to remain
elevated, while feed expenses are projected to decline in 2023
after rising significantly in 2022. Fertilizer-lime-soil
conditioner expenses are expected to have peaked in 2022 but
remain high in 2023. In addition, interest and labor are
forecasted to increase, while fuel and oil expenses are projected
to decline.

Working capital (which is defined as cash and cash convertible
assets minus liabilities due to creditors within 12 months) is
forecasted to increase 5.4 percent in 2022 to $133.4 billion
from $126.5 billion in 2021. Although working capital
increased, it remains far below the peak of $165 billion in
2012.

The value of farm real estate accounted for 84 percent of the
total value of the U.S. farm sector assets for 2022 according to
the USDA in its February 2023 forecast. Because real estate is
such a significant component of the balance sheet of U.S.
farms, the value of farm real estate is a critical measure of the
farm sector’s financial performance. Changes in farmland
values also affect the financial well-being of agricultural
producers because farm real estate serves as the principal
source of collateral for farm loans.

USDA’s forecast projects (in nominal dollars) that farm sector
equity, the difference between farm sector assets and debt, will
rise 10.6 percent in 2022. Farm real estate value is expected to
increase 10.1 percent and non-real estate farm assets are
expected to increase 9.7 percent, while farm sector debt is
forecast to increase 6.3 percent in 2022. Farm real estate debt
as a share of total debt has been rising since 2014 and is
expected to account for 69.3 percent of total farm debt in 2022.

The USDA is forecasting farm sector solvency ratios to
improve in 2022 to 15.1 percent for the debt-to-equity ratio and
13.1 percent for the debt-to-asset ratio, which are well below
the peak of 28.5 percent and 22.2 percent in 1985.

Expected agricultural commodity prices can influence
production decisions of farmers and ranchers on
planted/harvested acreage of crops or inventory of livestock
and thus, affect the supply of agricultural commodities. Actual
production levels are sensitive to weather conditions that may
impact production yields. Livestock and dairy profitability are
influenced by crop prices as feed is a significant input to animal
agriculture.

Global economic conditions, government actions (including
tariffs, war, and response to disease) and weather volatility in
key agricultural production regions can influence export and
import flows of agricultural products between countries. U.S.
exports and imports may periodically shift to reflect short-term
disturbances to trade patterns and long-term trends in world
population demographics. Also impacting U.S. agricultural
trade are global agricultural and commodity supplies and
prices, changes in the value of the U.S. dollar and the
government support for agriculture.

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

December 31, 2019 to December 31, 2022:

Commodity 12/31/22 12/31/21 12/31/20 12/31/19
Hogs $ 6250 $ 5650 0§ 49.10 $ 4730
Milk $ 2470 S 2170 8 1830 S8 2070
Broilers $ 071§ 074 $ 044  $ 0.45
Turkeys $ 120 $ 084  § 072 $ 0.62
Corn $ 658 S 547 8 397 8 371
Soybeans $ 1440 S 1250 $ 1060 S 8.70
Wheat $ 898 $ 859  $ 546 S 464
Beef Cattle $ 15400 S 13700 S 10800 S 118.00

Geographic and commodity diversification across the District
coupled with existing government safety net programs, ad hoc
support programs and additional government disaster aid
payment for many borrowers help to mitigate the impact of
challenging agricultural conditions. The District's financial
performance and credit quality are expected to remain sound
overall due to strong capital levels and favorable credit quality
position at the end of 2022. Additionally, while the District
benefits overall from diversification, individual District entities
may have higher geographic, commodity, and borrower
concentrations which may accentuate the negative impact on
those entities' financial performance and credit quality. Non-
farm income support for many borrowers also helps to mitigate
the impact of periods of less favorable agricultural conditions.
However, agricultural borrowers who are more reliant on non-
farm income sources may be more adversely impacted by a
weakened general economy.

CRITICAL ACCOUNTING POLICIES

The consolidated financial statements are reported in conformity
with accounting principles generally accepted in the United
States of America. Our significant accounting policies are
critical to the understanding of our results of operations and
financial position because some accounting policies require us to
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Cape Fear Farm Credit, ACA

make complex or subjective judgments and estimates that may
affect the value of certain assets or liabilities. We consider these
policies critical because management must make judgments
about matters that are inherently uncertain. For a complete
discussion of significant accounting policies, see Note 2,
Summary of Significant Accounting Policies, of the Notes to the
Consolidated Financial Statements. The following is a summary
of certain critical policies.

» Allowance for loan losses — 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
reversals and loan charge-offs. The allowance for loan
losses is determined based on a periodic evaluation of the
loan portfolio by management in which numerous factors
are considered, including economic and political
conditions, loan portfolio composition, credit quality and
prior loan loss experience.

Significant individual loans are evaluated based on the
borrower’s overall financial condition, resources, and
payment record, the prospects for support from any
financially responsible guarantor, and, if appropriate, the
estimated net realizable value of any collateral. The
allowance for loan losses encompasses various judgments,
evaluations and appraisals with respect to the loans and
their underlying security that, by nature, contains elements
of uncertainty and imprecision. Changes in the
agricultural economy and their borrower repayment
capacity will cause these various judgments, evaluations
and appraisals to change over time. Accordingly, actual
circumstances could vary from the Association’s
expectations and predictions of those circumstances.

Management considers the following factors in
determining and supporting the levels of allowance for
loan losses: the concentration of lending in agriculture,
combined with uncertainties in farmland values,
commodity prices, exports, government assistance
programs, regional economic effects and weather-related
influences. Changes in the factors considered by
management in the evaluation of losses in the loan
portfolios could result in a change in the allowance for
loan losses and could have a direct impact on the
provision for loan losses and the results of operations.

* Valuation methodologies — Management applies various
valuation methodologies to assets and liabilities that often
involve a significant degree of judgment, particularly
when liquid markets do not exist for the particular items
being valued. Quoted market prices are referred to when
estimating fair values for certain assets for which an
observable liquid market exists, such as most investment
securities. Management utilizes significant estimates and
assumptions to value items for which an observable liquid
market does not exist. Examples of these items include
impaired loans, other property owned, pension and other
postretirement benefit obligations, and certain other
financial instruments. These valuations require the use of
various assumptions, including, among others, discount
rates, rates of return on assets, repayment rates, cash
flows, default rates, costs of servicing and liquidation
values. The use of different assumptions could produce

significantly different results, which could have material
positive or negative effects on the Association’s results of
operations.

ECONOMIC CONDITIONS

North Carolina’s economy continues to trend upward as labor
markets have strengthened, household conditions have
improved, and housing market indicators have moved in a
positive direction. Increases in interest rates have slowed
economic activity modestly and the Cape Fear region continues
to have overall slower economic growth in comparison to other
parts of the state and country. North Carolina’s December
2022 unemployment rate decreased from 4.1% in December of
2021 to 3.9%, but is above the national rate of 3.5%. The
unemployment rate in Southeastern North Carolina is higher
than the state average. Of the 12 counties in Southeastern
North Carolina that the Association serves, 67% are ranked by
the North Carolina Department of Commerce as Tier 1, or most
distressed in terms of economic wellbeing, 8% are ranked as
Tier 2, or moderately distressed, and 25% are ranked as Tier 3,
or least distressed.

The farm sector profitability is expected to decrease in 2023
caused by higher input costs and reduced government payments
for the Cape Fear region. Additionally, higher inflation, slower
global economic growth, and the rising interest rate
environment has injected volatility into the outlook. Liquidity
in the balance sheet has eroded for many farmers and has
created the need for debt restructuring and additional
borrowing by some. Many farmers that were being supported
by government payments designed to offset impacts of trade
policy, COVID-19, and other atypical events have seen these
payments decrease.

The swine and poultry segments, the largest commodity
exposures in the portfolio, remain profitable due to lower feed
costs, but face headwinds due to rising facility costs. The
swine industry faces more certainty than in previous years,
after support for the North Carolina Right to Farm Act
remained intact. Significant poultry sector expansion has
slowed in the Cape Fear region. Disease outbreaks have
slowed for livestock farmers and are being managed by proper
biosecurity; however, continued diligence is needed.
Production levels have created large supplies of hogs and
poultry. A strong US dollar and trade policy pose as potential
threats as the export market plays a significant role in
maintaining current price levels.

Crop production, the third largest portion of the loan portfolio,
has rebounded under favorable weather conditions. However,
input costs remain high for most crops. Commodity prices are
forecast to remain stable in the near term. Tobacco production
has seen further contraction and a subset of farmers are exiting
as a result.

Farm real estate values increased during 2021-2022; continued
shortages of quality farm land and used equipment will have
the potential to continue to push asset values higher in 2023.

Credit quality reflects the challenging lending environment
with 97.17% rated acceptable, which is an increase from last
year. Loans classified as other assets especially mentioned,
currently collectible but exhibiting some potential weakness,
decreased from last year to 2.18%. Loans classified as
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Cape Fear Farm Credit, ACA

substandard, those exhibiting serious weaknesses in repayment challenges of operating in difficult economic conditions. Our
capacity, equity and/or loan performance, decreased from last expertise in agricultural and rural lending allows us to help our
year to 0.65%. customer-owners through the fluctuations and uncertainties that are

prevalent in the agricultural industry today.
The Association’s loan officers, with the support and direction of
the senior leadership team, have successfully navigated the

LOAN PORTFOLIO

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

The diversification of the Association loan volume by type for each of the past three years is shown below.

December 31,
Loan Type 2022 2021 2020
(dollars in thousands)

Real estate mortgage $ 779,005 67.29% $ 775,094 72.90 % $ 770,944 75.16 %
Production and intermediate-term 231,431 19.99 207,190 19.49 189,799 18.50
Processing and marketing 72,124 6.23 33,126 3.11 29,014 2.83
Farm-related business 26,383 2.28 13,035 1.23 13,706 1.34
Communication 15,132 1.31 4,334 0.41 4,251 0.41
Loans to cooperatives 14,918 1.29 15,905 1.50 7,266 0.71
Rural residential real estate 7,561 0.65 6,402 0.60 5,523 0.54
International 5,305 0.46 3,597 0.34 3,596 0.35
Lease receivables 3,622 0.31 4,515 0.42 1,629 0.16

Power and water/waste disposal 2,194 0.19 - - - -
$ 1,157,675  100.00 % $ 1,063,198 100.00 % $ 1,025,728 100.00 %

While we make loans and provide financially related services to qualified borrowers in the agricultural and rural sectors and to certain
related entities, our loan portfolio is diversified.

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

December 31,

Branch/State 2022 2021 2020
Burgaw 5.02% 5.00% 4.68%
Clinton 14.76 16.20 15.46
Elizabethtown 7.78 9.22 8.57
Fayetteville - - 3.11
Harnett County 7.59 8.07 7.21
Kenansville 24.14 24.59 23.78
Lumberton 5.24 5.08 4.19
Raeford 7.41 8.22 7.23
Whiteville 3.54 4.00 3.83
Capital Markets 16.10 11.37 11.15
Commercial 7.89 7.69 9.85
Special Asset Management 0.53 0.56 0.94

100.00% 100.00 % 100.00%
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Cape Fear Farm Credit, ACA

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

The major commodities in the Association’s loan portfolio are shown below. The predominant commodities are Chickens, Swine, and

Field & Row Crops, which constitute 60% of the entire portfolio.

December 31,

Commodity Group 2022 2021 2020
(dollars in thousands)
Chickens $ 328,167 28% $ 326,146 31% $ 317,832 31%
Swine 278,720 24 285,290 27 298,781 29
Other 104,119 9 41,958 4 37,841 4
Field & Row Crops 91,735 8 96,024 9 89,070 9
Timber, Sawmills & Paper 73,829 6 60,375 6 60,429 6
Fruits, Vegetables & Nuts 70,771 6 62,912 6 49,896 5
Landlords 57,389 5 56,148 5 47,695 4
Livestock 43,837 4 40,747 4 27,939 3
Turkeys 39,118 3 38,218 3 35,464 3
Tobacco 35,179 3 25,956 2 34,983 3
Non-Farm & Miscellaneous 18,968 2 8,740 1 8,194 1
Cotton 8,327 1 14,419 1 12,458 1
Rural Home 7,516 1 6,265 1 5,146 1
Total $ 1,157,675  100% $ 1,063,198 100% $ 1,025,728 100%

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

The Association had a 5.18% increase in gross accruing loan
volume for the twelve months ended December 31, 2022, in
comparison with the same period of 2021. Purchased accruing
loans increased by $67,194 or 51.64% in 2022 from 2021. The
Association had a $1,721 or 0.23% decrease in sold volume,
which equated to an 8.99% increase in net accruing loan
volume in 2022 in comparison with 2021.

During 2022, the Association continued activity in the selling
of loan participations within the System. Selling participation
loans provides a means for the Association to spread credit
concentration risk and realize interest and fee income which
may strengthen our capital position. The Association
continued strict guidelines for purchases in 2022.

December 31,

Loan Participations: 2022 2021 2020
(dollars in thousands)
Participations Purchased
— FCS Institutions $ 162,917 $ 91,722 $ 73,522
Participations Purchased
— Non-FCS Institutions 34,655 38,865 69,575
Participations Sold (743,604) (753,586) (581,460)
Total $ (546,032)  $ (622,999)  $ (438,363)

The Association did not have any loans sold with recourse,
retained subordinated participation interests in loans sold, or

interests in pools of subordinated participation interests for the
period ended December 31, 2022.

The Association continued to sell qualified long-term mortgage
loans into the secondary market in 2022. For the period ended
December 31, 2022, the Association originated loans for resale
totaling $859, which was an increase of $214 or 33.18% from
the 2021 amount of $645 originated. Of the $859 originated in
2022, all were sold into the secondary market and no loans
were held for sale at year end waiting processing and funding.
The Association originated $645 loans for resale in 2021, $587
were sold into the secondary market and $58 in loans were held
for sale at year end waiting processing and funding. The
Association originated $782 loans for resale in 2020, $642
were sold into the secondary market and $140 in loans were
held for sale at year end waiting processing and funding.

MISSION RELATED INVESTMENTS

During 2005, the FCA initiated an investment program to
stimulate economic growth and development in rural areas.
The FCA outlined a program to allow System institutions to
hold such investments, subject to approval by the FCA on a
case-by-case basis. FCA approved the Rural America Bonds
pilot program under the Mission Related Investments umbrella,
as described in the following.

In October 2005, the FCA authorized AgFirst and the
Associations to make investments in Rural America Bonds
under a three-year pilot period. Rural America Bonds may
include debt obligations issued by public and private
enterprises, corporations, cooperatives, other financing
institutions, or rural lenders where the proceeds would be used
to support agriculture, agribusiness, rural housing, or economic
development, infrastructure, or community development and
revitalization projects in rural areas. Examples include
investments that fund value-added food and fiber processors
and marketers, agribusinesses, commercial enterprises that
create and maintain employment opportunities in rural areas,
community services, such as schools, hospitals, and
government facilities, and other activities that sustain or
revitalize rural communities and their economies. The
objective of this pilot program was to help meet the growing
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and diverse financing needs of agricultural enterprises,
agribusinesses, and rural communities by providing a flexible
flow of money to rural areas through bond financing. These
bonds are classified as Loans or Investments on the
Consolidated Balance Sheets depending on the nature of the
investment. At December 31, 2022, the Association had
$2,499 in Rural America Bonds as compared to $2,584 and
$2,663 at December 31, 2021 and December 31, 2020,
respectively. For the three years presented, all were classified
as investment securities.

Effective December 31, 2016, the FCA concluded each pilot
program approved as part of the Investment in Rural America
program. Each institution participating in such programs may
continue to hold its investment through the maturity dates for
the investments, provided the institution continues to meet all
approval conditions. Although the pilot programs have
concluded, the FCA can consider future requests on a case-by-
case basis.

CREDIT RISK MANAGEMENT

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

e  Character — borrower integrity and credit history

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

e  Collateral — protection for the lender in the event of
default and a potential secondary source of
repayment

e  (Capital — ability of the operation to survive
unanticipated risks

e  Conditions — intended use of the loan funds

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

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

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

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

e  Substandard — Assets exhibit some serious weakness
in repayment capacity, equity, and/or collateral
pledged on the loan.

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

e Loss — Assets are considered uncollectible.

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

Credit Quality 2022 2021 2020
Acceptable & OAEM 99.35% 98.80% 99.11%
Substandard 0.65% 1.20% 0.89%
Doubtful % % %
Loss % —% —%
Total 100.00% 100.00% 100.00%

The Association monitors and manages risk concentrations to
safeguard the investment of its stockholders. Risk
concentrations can arise from:

e the collective exposure of loan(s) to a single obligor
or group of obligors;

e agroup of loans in which the primary repayment
source is dependent upon a common affiliated party
such as a livestock integrator, a marketing
cooperative, a specialized buying station, etc.;

e agroup of loans whose primary repayment source is
dependent upon a specific commodity or industry;

e financial entities failing to meet their contractual
obligations to the Association, referred to as financial
counterparty risk.

The tools for managing these risks include financial monitoring
of the risk source, proper reserve and capital levels, loan
participations and cooperative lending, government guarantees,
standby loan guarantees issued by other financial institutions,
and periodic stress testing of the Association’s portfolio.

The Association maintains a standby loan guarantee agreement
with Farmer Mac, a separate entity of the Farm Credit System,
to guarantee pools of loans. Under the terms of the agreement
that was established in 2011 and closed out in 2022, Farmer
Mac was obligated to purchase loans that defaulted and limited
the Association’s maximum loss potential to $4,000 within this
guaranteed pool. In 2021, the Association modified the
agreement with Farmer Mac and established another pool of
loans which have no loss share and are 100 percent guaranteed.
At December 31, 2022, the principal balance of loans
guaranteed by Farmer Mac was $29,339. The balance of loans
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guaranteed for years ended 2021 and 2020 was $34,833 and
$8,430, respectively. No losses have been recognized on the
Farmer Mac pool in 2022, 2021 or 2020.

The Association also utilizes government guarantees to help
reduce risk on individual loan relationships and to help manage
concentration risk. At December 31, 2022, the balance of loans
secured by a government guarantee was $30,930. The balance
of loans secured by a government guarantee for the years ended
2021 and 2020 was $38,314 and $41,616, respectively.

Nonperforming Assets

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

December 31,

High-Risk Assets 2022 2021 2020
(dollars in thousands)

Nonaccrual loans $ 5,326 $ 5,940 $ 9,150
Accruing restructured loans 4,233 4,110 5,276
Accruing bankruptcy loans - - -
Accruing loans 90 days past due — - —
Total high-risk loans 9,559 10,050 14,426
Other property owned - 236 -
Total high-risk assets $ 9,559 $ 10,286 $ 14,426
Ratios

Nonaccrual loans to total loans 0.46% 0.56% 0.89%
High-risk assets to total assets 0.80% 0.93% 1.37%

Nonaccrual loans represent all loans where there is a
reasonable doubt as to the collection of principal and/or future
interest accruals, under the contractual terms of the loan. In
substance, nonaccrual loans reflect loans where the accrual of
interest has been suspended. Nonaccrual loans decreased $614
or 10.34% in 2022 in comparison with 2021. The contraction
in nonaccrual volume was primarily attributed to several loans
being reinstated to accrual status, liquidations and paydowns of
nonaccrual balances during the twelve month period. Of the
$5,326 in nonaccrual volume at December 31, 2022, $2,213 or
41.55%, compared to $2,698 or 45.42% and $3,181 or 34.76%
at December 31, 2021 and 2020, respectively, was current as to
scheduled principal and interest payments but did not meet all
regulatory requirements to be transferred into accrual status.

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

Allowance for Loan Losses

The allowance for loan losses at each period end was
considered by Association management to be adequate to
absorb probable losses existing in and inherent to its loan
portfolio.

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

Year Ended December 31,
Allowance for Loan Losses Activity: 2022 2021 2020
(dollars in thousands)

Balance at beginning of year $ 8,542 $ 10,232 $ 9,954
Charge-offs:

Real estate mortgage (163) (368) (22)

Production and intermediate-term 2) (644) (295)

Agribusiness* (1) 4) (455)

Rural residential real estate “4) - -

Lease receivables - - (7

Total charge-offs (170) (1,016) (779)

Recoveries:

Real estate mortgage 491 20 -

Production and intermediate-term 47 162 89

Agribusiness* - 170 1

Rural residential real estate 1 - -

Lease receivables - - 4

Total recoveries 539 352 94

Net (charge-offs) recoveries 369 (664) (685)
Provision for (reversal of allowance

for) loan losses (3,263) (1,026) 963
Balance at end of year $ 5648 $ 8542 $ 10,232
Ratio of net (charge-offs) recoveries

during the period to average loans

outstanding during the period 0.033% (0.064)% (0.069)%

*Includes the loan types: Loans to cooperatives, Processing and marketing,
and Farm-related business.

The allowance for loan losses decreased by $2,894 in 2022
compared to 2021. The decrease in allowance was attributed to
a decrease in the general reserve.

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

December 31,

Allowance for Loan Losses by Type 2022 2021 2020
(dollars in thousands)

Real estate mortgage $ 3,886 $ 5,113 $ 6,122
Production and intermediate-term 1,065 3,019 3,581
Agribusiness* 424 272 313
Communication 56 30 35
Power and water/waste disposal 8 3 3
Rural residential real estate 28 45 52
International 20 30 34
Lease receivables 161 30 92

Total allowance $ 5,648 $ 8,542 $ 10,232

*Includes the loan types: Loans to cooperatives, Processing and
marketing, and Farm-related business.

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

Allowance for Loan Losses December 31,

as a Percentage of: 2022 2021 2020
Total loans 0.49% 0.80% 1.00%
Nonperforming loans 59.09% 85.00% 70.93%
Nonaccrual loans 106.05% 143.80% 111.82%

Please refer to Note 3, Loans and Allowance for Loan Losses,
of the Notes to the Consolidated Financial Statements, for
further information concerning the allowance for loan losses.
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RESULTS OF OPERATIONS
Net Income

Net income for the year ended December 31, 2022, totaled
$35,103, a decrease of $1,398 or 3.83 percent, as compared to
$36,501 for the same period in 2021. The decrease in net
income during 2022 when compared to 2021 resulted primarily
from a $4,533 decrease in noninterest income and a $1,551
increase in noninterest expense, partially offset by a $2,614
increase in net interest income and a $2,237 increase in reversal
of allowance for loan losses. The decrease in noninterest
income was mainly due to a decrease in patronage refunds from
other Farm Credit institutions.

Major components of the changes in net income for the past
two years are outlined in the following table:

Changes in Net Income:

2022-2021 2021-2020
Net income (prior year) $ 36,501 $ 32,073
Increase (decrease) in net income due to:
Interest income 8,575 (2,478)
Interest expense 5,961 (2,458)
Net interest income 2,614 (20)
Provision for loan losses 2,237 1,989
Noninterest income (4,533) 4,558
Noninterest expense (1,551) (1,988)
Provision for income taxes (165) (111)
Total changes in income (1,398) 4,428
Net income $ 35,103 $ 36,501

Net Interest Income

Net interest income was $31.4 million, $28.7 million, and
$28.8 million for the years ended 2022, 2021 and 2020,
respectively. Net interest income is the difference between
interest income and interest expense. The increase in net
interest income during 2022 when compared to 2021 resulted
from an increase of $8.6 million in interest income on loans
offset by a decrease of $5 thousand in interest income from
investment securities and an increase of $6.0 million in interest
expense. Net interest income is the principal source of
earnings for the Association and is impacted by volume, yields
on assets and cost of debt. The effects of changes in average
volume and interest rates on net interest income over the past
three years are presented in the following table:

Change in Net Interest Income:

Nonaccrual
Volume* Rate Income Total
(dollars in thousands)
12/31/22 - 12/31/21
Interest income $ 4,09 $ 4,540 $ (61 $ 8,575
Interest expense 1,904 4,057 — 5,961
Change in net interest income $ 2,192 $§ 483 $ (61 $ 2,614
12/31/21 - 12/31/20
Interest income $ 1,874  $(3,548) $ (804)  $(2.478)
Interest expense 807 (3,265) - (2,458)
Change in net interest income  $ 1,067  § (283) $ (804) $  (20)

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

Noninterest Income

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

Percentage
For the Year Ended lncrease/! Decrease)
December 31, 2022/ 2021/
Noninterest Income 2022 2021 2020 2021 2020
(dollars in thousands)
Loan fees $ 2,556 $ 2947 $ 2,136 (1327)% 3797 %
Fees for financially
related services 20 23 9 (13.04) 155.56
Patronage refunds from
other Farm Credit
institutions 17,740 21,878 18,003 (18.91) 21.52
Other noninterest income 112 113 255 (0.88) (55.69)
Total noninterest income ~ $ 20,428 § 24,961 § 20,403 (18.16)%  22.34 %

Noninterest income for the year ended 2022 decreased $4,533
or 18.16% compared to the year ended 2021. The decrease was
attributed to a $4,138 decrease in patronage refunds from other
Farm Credit institutions, a $391 decrease in loan fees, a $3
decrease in fees for financially related services, and a $1
decrease in other noninterest income.

Noninterest income for the year ended 2021 increased $4,558
or 22.34% compared to the year ended 2020. The increase was
attributed to a $3,875 increase in patronage refunds from other
Farm Credit institutions, an $811 increase in loan fees, and a
$14 increase in fees for financially related services. The
overall increase was offset by a $142 decrease in other
noninterest income that was largely driven by a decrease in
insurance funds refunds.
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Noninterest Expense

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

Percentage
For the Year Ended Increase/(Decrease)
December 31, 2022/ 2021/
Noninterest Expense 2022 2021 2020 2021 2020
(dollars in thousands)
Salaries and employee benefits $ 11,457 $ 11,867 $ 10,808 (3.45)% 9.80 %
Occupancy and equipment 860 875 7.91 (1.71)
Insurance Fund premiums 1,725 1,262 727 36.69 73.59
Purchased services 2,175 1,378 1,107 57.84 24.48
Data Processing 187 136 (27.81) 37.50
Other operating expenses 3,380 2,604 2,573 29.80 1.20
(Gains) losses on other
property owned, net (49) 42 (14) (216.67) (400.00)
Total noninterest expense $ 19,751 $§ 18,200 $§ 16,212 8.52 % 12.26 %

Noninterest expense for the year ended 2022 increased $1,551
or 8.52% compared to the year ended 2021. The increase was
attributed to a $797 increase in purchased services, a $776
increase in other operating expenses, and a $463 increase in
insurance fund premiums. Starting in June 2022, the Farm
Credit System Insurance Corporation (FCSIC) set premiums at
20 basis points on adjusted insured debt outstanding for the
remainder of the year. In addition, there was a 10 basis point
premium on the average principal outstanding of nonaccrual
loans and any other-than-temporarily impaired investments.
Furthermore, there was a $68 increase in occupancy and
equipment. The overall increase was offset by a $410 decrease
in salaries and employee benefits, a $91increase in gains on
other property owned, and a $52 decrease in data processing.

Noninterest expense for the year ended 2021 increased $1,988
or 12.26% compared to the year ended 2020. The increase was
attributed to a $1,059 increase in salaries and employee
benefits, a $535 increase in insurance funds premiums, a $271
increase in purchased services, a $56 increase in losses on
other property owned, a $51 increase in data processing, and
$31 increase in other operating expenses. The overall increase
was offset by a $15 decrease in occupancy and equipment.

Income Taxes

The Association recorded a provision for income taxes of $188
for the year ended 2022 as compared to a provision of $23 for
2021 and a benefit of $88 for 2020. Refer to Note 2, Summary
of Significant Accounting Policies, Income Taxes, and Note 12,
Income Taxes of the Notes to the Consolidated Financial
Statements, for more information concerning Association
income taxes.

Key Results of Operations Comparisons

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

For the 12 Months Ended

Cape Fear Farm Credit has enjoyed robust earnings in recent
years with strong interest income as well as noninterest
income. The Association has experienced moderate loan
volume growth over the last three years. Net charge-offs as a
percentage of average loans have remained less than (1.0)%
over the last three years, and the Association’s net interest
margin has remained strong.

Our goal is to generate earnings sufficient to fund operations,
adequately capitalize the Association, and achieve an adequate
rate of return for our members. We also seek to attract and
maintain high quality loan volume priced at competitive rates
and to manage credit risk in our entire portfolio, while
efficiently meeting the credit needs of our members.

LIQUIDITY AND FUNDING SOURCES
Liquidity and Funding

The principal source of funds for the Association is the
borrowing relationship established with the Bank through a
General Financing Agreement (GFA). The GFA utilizes the
Association’s credit and fiscal performance as criteria for
establishing a line of credit on which the Association may draw
funds. The Bank advances the funds to the Association,
creating notes payable (or direct loans) to the Bank. The Bank
manages interest rate risk through direct loan pricing and
asset/liability management. The notes payable are segmented
into variable rate and fixed rate components. The variable rate
note is utilized by the Association to fund variable rate loan
advances and operating funds requirements. The fixed rate
note is used specifically to fund fixed rate loan advances made
by the Association. Association capital levels effectively
create a borrowing margin between the amount of loans
outstanding and the amount of notes payable outstanding. This
margin is commonly referred to as “Loanable Funds.”

Total notes payable to the Bank at December 31, 2022, was
$925,881 as compared to $836,955 at December 31, 2021 and

Key Results of Operations Comparisons  12/31/22 12/31/21 12/31/20 $801,307 at December 31, 2020. The increase of 10.63% and
EZ;E;: g: Z:]:Zgz :Z:;ers, cquity 12'223’ 12'2‘2‘;/" . Zég:ﬁ’ 4.45% compared to December 31, 2021 and December 31,
Net interest inco%ne asa percenqtage e s o 2020, respectively, was attributed to an increase .in loan volume
of average earning assets 2.80% 2.75% 2.88% year over year. The average volume of outstanding notes
Net (Charge':)ffs) recoveries 003 (00641 0.0691% payable to the Bank was $888,151 for the year ended
to average loans 033% - (0064)%  (0.069)% December 31, 2022. For the years ended December 31, 2021
and 2020, the average volume of outstanding notes payable to
the Bank was $814,598 and $778,790, respectively. Refer to
12
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Note 6, Notes Payable to AgFirst Farm Credit Bank, of the
Notes to the Consolidated Financial Statements, for weighted
average interest rates and maturities, and additional
information concerning the Association’s notes payable.

Liquidity management is the process whereby funds are made
available to meet all financial commitments including the
extension of credit, payment of operating expenses and
payment of debt obligations. The Association receives access
to funds through its borrowing relationship with the Bank and
from income generated by operations. The liquidity policy of
the Association is to manage cash balances to maximize debt
reduction and to increase loan volume. As borrower payments
are received, they are applied to the Association’s note payable
to the Bank. Sufficient liquid funds have been available to
meet all financial obligations. There are no known trends
likely to result in a liquidity deficiency for the Association.

The Association had no lines of credit available from third
party financial institutions as of December 31, 2022.

Funds Management

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

Demand for loan types is a driving force in establishing a funds
management strategy. The Association offers fixed, adjustable
and variable rate loan products that are marginally priced
according to financial market rates. Variable rate loans may be
indexed to market indices such as the Prime Rate or the 30 or
90-day London Interbank Offered Rate (LIBOR). A discussion
on the LIBOR reference rate reform is detailed in the “LIBOR
Transition” section of this Management’s Discussion and
Analysis. Adjustable rate mortgages are indexed to U.S.
Treasury Rates. Fixed rate loans are priced based on the
current cost of System debt of similar terms to maturity.

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

Relationship with the Bank

The Association’s statutory obligation to borrow only from the
Bank is discussed in Note 6, Notes Payable to AgFirst Farm
Credit Bank, of the Notes to the Consolidated Financial
Statements in this Annual Report.

The Bank’s ability to access capital of the Association is
discussed in Note 7, Members’ Equity, of the Notes to the
Consolidated Financial Statements.

The Bank’s role in mitigating the Association’s exposure to
interest rate risk is described in the “Liquidity and Funding
Sources” section of this Management’s Discussion and Analysis
and in Note 6, Notes Payable to AgFirst Farm Credit Bank,
included in this Annual Report.

CAPITAL RESOURCES

Capital serves to support asset growth and provide protection
against unexpected credit and interest rate risk and operating
losses. Capital is also needed for future growth and investment
in new products and services.

The Association Board of Directors establishes, adopts, and
maintains a formal written capital adequacy plan to ensure that
adequate capital is maintained for continued financial viability,
to provide for growth necessary to meet the needs of
members/borrowers, and to ensure that all stockholders are
treated equitably. There were no material changes to the capital
plan for 2022 that would affect minimum stock purchases or
would have an effect on the Association’s ability to retire stock
and distribute earnings.

Total members’ equity at December 31, 2022, increased 3.61%
to $234,882 from the December 31, 2021 total of $226,693. At
December 31, 2021, total members’ equity increased 2.53%
from the December 31, 2020 total of $221,105. The increases
were primarily due to net income retained for 2022 and 2021.

Total capital stock and participation certificates were $2,593 on
December 31, 2022, compared to $2,581 on December 31,
2021, and $2,512 on December 31, 2020.

FCA sets minimum regulatory capital requirements for System
banks and associations. Capital adequacy is evaluated using a
number of regulatory ratios. For all periods represented, the
Association exceeded minimum regulatory standards for all
ratios.
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The following sets forth the regulatory capital ratios:

Capital Minimum Requirement . .
Minimum Consell)'vation with Ca([])ital Capital Ratios as of December 31,

Ratio Requirement Buffer Conservation Buffer 2022 2021 2020
Risk-adjusted ratios:

CET1 Capital Ratio 4.5% 2.5% 7.0% 18.64% 20.18% 20.36%

Tier 1 Capital Ratio 6.0% 2.5% 8.5% 18.64% 20.18% 20.36%

Total Capital Ratio 8.0% 2.5% 10.5% 19.35% 20.93% 21.38%

Permanent Capital Ratio 7.0% 0.0% 7.0% 18.77% 20.33% 20.57%
Non-risk-adjusted:

Tier 1 Leverage Ratio* 4.0% 1.0% 5.0% 19.80% 21.18% 21.19%

UREE Leverage Ratio 1.5% 0.0% 1.5% 19.58% 21.37% 21.45%

* The Tier 1 Leverage Ratio must include a minimum of 1.50% of URE and URE Equivalents.

If the capital ratios fall below the minimum regulatory requirements, including the buffer amounts, capital distributions (equity redemptions,
dividends, and patronage) and discretionary senior executive bonuses are restricted or prohibited without prior FCA approval.

There are no trends, commitments, contingencies, or events
that are likely to affect the Association’s ability to meet
regulatory minimum capital standards and capital adequacy
requirements.

See Note 7, Members’ Equity, of the Consolidated Financial
Statements, for further information concerning capital
resources.

PATRONAGE PROGRAM

Prior to the beginning of any fiscal year, the Association’s
Board of Directors, by adoption of a resolution, may establish a
Patronage Allocation Program to distribute its available
consolidated net earnings. This resolution provides for the
application of net earnings in the manner described in the
Association’s Bylaws. This program includes the setting aside
of funds to increase surplus to meet minimum capital adequacy
standards established by FCA Regulations, to increase surplus
to meet Association capital adequacy standards to a level
necessary to support competitive pricing at targeted earnings
levels, and for reasonable reserves for necessary purposes of
the Association. After excluding net earnings attributable to (a)
the portion of loans participated to another institution, and (b)
participation loans purchased, remaining consolidated net
earnings are eligible for allocation to borrowers. Refer to

Note 7, Members’ Equity, of the Notes to the Consolidated
Financial Statements, for more information concerning the
patronage distributions. The Association declared patronage
distributions of $27,000 in 2022, $31,000 in 2021, and $25,500
in 2020.

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

The Association’s mission is to be the lender of choice to
agriculture and our rural communities, which includes
providing credit to Young*, Beginning** and Small***
farmers. We recognize these farmers are vital to the future
growth of the Association, its ability to succeed at its mission,
and the economic health of Southeastern North Carolina.
Demographic data indicates that the average age of a farmer is
increasing, making it even more important for the Association

to be committed to attracting, growing and retaining young,
beginning and small farmer/ranchers.

For these reasons, the Association has established annual
business goals to ensure we meet the financial needs of these
farmers and increase our market share of loans to these
farmers. Our business goals include both specific marketing
plans to target these groups and designated resources to help
ensure YBS borrowers have access to a stable source of credit.
The Association will continue to strive to build its YBS
portfolio.

The following table outlines the loan volume and number of
YBS loans originated by the Association in 2022.

As of December 31, 2022

Number of Amount of

Loans Loans
Young 255 $88.498
Beginning 323 $91,818
Small 472 $50,456

Note: For purposes of the above table, a loan could be classified in more
than one category depending upon the characteristics of the
underlying borrower. Dollar figures are in thousands.

The 2017 USDA Ag census data has been used as a benchmark
to measure the Association’s market share to this group of
farmers. The census indicated there were 8,529 farmers within
the Association’s chartered territory (counties). Of these
reported farmers, the following were classified as Young,
Beginning or Small Farmers:

e 674 or 8.6% of the total — Young;
e 2249 or 27.9% of the total — Beginning; and
e 6,102 or 75.9% of the total — Small.

The Ag census does not collect data on how many of these
farmers borrow money thus a fair comparison of market
percentage is not possible; however, as of December 31, 2022,
the demographics of the Association’s agricultural portfolio
contained 5,106 loans to farmers. Of that total, the following
were classified as Young, Beginning or Small Farmers:

e 851 or 16.67% of the total were Young Farmers;

e 1,209 or 23.68% of the total were Beginning Farmers;
and

. 1,847 or 36.17% of the total were to Small Farmers.

14

2022 Annual Report



Cape Fear Farm Credit, ACA

The Association recognizes that these farmers have unique credit
and business needs to be successful. Through marketing,
outreach and financial support programs, we maintain a multi-
pronged program to help young, beginning and small farmers.
These initiatives and outreach programs included:

e  Support of 4-H, FFA, and young farmer
organizations through sponsorships, donations and
fundraisers.

e Involvement of at least one Young, Beginning, or
Small (YBS) Farmer on each Branch Advisory
Committee.

e Implementation of streamlined loans with reduced
cost.

e  Sponsorship of a program called Ag Biz Planner — an
e-learning course focused on helping young,
beginning, small, minority or veteran farmers
develop a business plan and learn to be successful
business owners. At the conclusion of the online
portion, all participants come together for a day and a
half conference to hear expert speakers and engage in
network activities to put in practice the principles
learned in the course.

e  Sponsorship of an Emerging Entrepreneurs’
Conference — a three day conference focused on
young, beginning, small, minority and veteran
farmers. Topics include farm transition, farm
management, issues facing agriculture, and strategic
planning all delivered by expert speaker(s). The
conference is designed to create an interactive
environment for emerging entrepreneurs to network
and share ideas.

e  Adpvertising, including social media and use of the
Association’s internet site, to reach YBS Farmers.

The Chief Credit Officer coordinates the Association’s YBS
efforts. The Association includes YBS goals in the annual
strategic plan, and reports on those goals and achievements to
the Board of Directors on a quarterly basis.

The Association is committed to the future success of Young,
Beginning and Small farmers.

*  Young farmers are defined as those farmers, ranchers,
producers or harvesters of aquatic products who are age 35
or younger as of the date the loan is originally made.

**  Beginning farmers are defined as those farmers, ranchers,
producers or harvesters of aquatic products who have 10
years or less farming or ranching experience as of the date
the loan is originally made.

*** Small farmers are defined as those farmers, ranchers,
producers or harvesters of aquatic products who normally
generate less than $250 thousand in annual gross sales of
agricultural or aquatic products at the date the loan is
originally made.

REGULATORY MATTERS

On April 14, 2022, the FCA approved a final rule that amends
certain regulations to address changes in accounting principles
generally accepted in the United States. Such changes reflect
the Current Expected Credit Losses (CECL) methodology that
will replace the incurred loss methodology upon adoption.
Credit loss allowances related to loans, lessor’s net investments

in leases, and held-to-maturity debt securities would be
included in a System institution’s Tier 2 capital up to 1.25
percent of the System institution’s total risk weighted assets.
Credit loss allowances for available-for-sale debt securities and
purchased credit impaired assets would not be eligible for
inclusion in a System institution’s Tier 2 capital. The regulation
does not include a transition phase-in period for the CECL day
1 cumulative effect adjustment to retained earnings on a
System institution’s regulatory capital ratios. In addition, the
regulation does not include an exclusion for the CECL day 1
cumulative effective adjustment from the “safe harbor” deemed
prior approval provision. The rule became effective on

January 1, 2023.

On August 26, 2021, the FCA issued a proposed rule to revise
its regulatory capital requirements to define and establish risk-
weightings for High Volatility Commercial Real Estate
(HVCRE) by assigning a 150 percent risk-weighting to such
exposures, instead of the current 100 percent. The proposed
rule would ensure that the FCA’s rule remains comparable with
the capital rule of other federal banking regulatory agencies and
recognizes the increased risk posed by HVCRE exposures. The
public comment period ended on January 24, 2022.

On June 30, 2021, the FCA issued an advance notice of
proposed rulemaking (ANPRM) that seeks public comments on
whether to amend or restructure the System bank liquidity
regulations. The purpose of this advance notice is to evaluate
the applicability of the Basel III framework to the Farm Credit
System and gather input to ensure that System banks have the
liquidity to withstand crises that adversely impact liquidity and
threaten their viability. The public comment period ended on
November 27, 2021.

LIBOR TRANSITION

In 2017, the United Kingdom’s Financial Conduct Authority
(UK FCA), which regulates LIBOR, announced its intention to
stop persuading or compelling the group of major banks that
sustains LIBOR to submit rate quotations after 2021. As a
result, it was uncertain whether LIBOR would continue to be
quoted after 2021.

On March 5, 2021, ICE Benchmark Administration (IBA) (the
entity that is responsible for calculating LIBOR) announced its
intention to cease the publication of the one-week and two-
month US dollar LIBOR settings immediately following the
LIBOR publication on December 31, 2021, and the remaining
US dollar LIBOR settings immediately following the LIBOR
publication on June 30, 2023. On the same day, the UK FCA
announced that the IBA had notified the UK FCA of its intent,
among other things, to cease providing certain US dollar
LIBOR settings as of June 30, 2023. In its announcement, the
UK FCA confirmed that all 35 LIBOR tenors (including with
respect to US dollar LIBOR) will be discontinued or declared
nonrepresentative as of either: (a) immediately after
December 31, 2021 or (b) immediately after June 30, 2023.

The Association has exposure to LIBOR arising from loans
made to customers and the note payable to AgFirst Farm Credit
Bank. Alternative reference rates that replace LIBOR may not
yield the same or similar economic results over the lives of the
financial instruments, which could adversely affect the value
of, and return on, instruments held.
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The FCA has issued guidance similar to that of the U.S.
prudential regulators but applicable for System institutions to
follow as they prepare for the expected phase-out of LIBOR.
The guidelines direct each System institution to develop a
LIBOR transition plan designed to provide an orderly roadmap
of actions that will reduce LIBOR exposure, stop the inflow of
new LIBOR volume, and adjust operating processes to
implement alternative reference rates.

The Association has implemented LIBOR transition plans and
continues to analyze potential risks associated with the LIBOR
transition, including, but not limited to, financial, market,
accounting, operational, legal, tax, reputational, and
compliance risks.

On December 16, 2022, the Federal Reserve Board adopted a
final rule implementing certain provisions