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Slovak Farm Financial Problems:. Profitability, Debt, L ate Payment, and Lack of Credit

Abstract

The paper assesses the farm financid problems in the Slovak Republic and provides recommendations
for improving the Stuation. Although positive changes have occurred in the financing of agriculture in the
Sovak Republic since becoming an independent country in 1993, problems gtill remain. Many farms
remain unprofitable, farms till have old debt that was issued prior to 1990 and uncollectible debt that
was issued since 1990, farms are not paid promptly for the products they sell, and there continues to be
difficulty in farms attracting credit. Recommendations for improving the ddinquent farm liquidetion
decision, farm profitability, prompt payment, and credit access are provided.

Executive Summary

Communication and Fairness. Policies and programs that are developed to assist the agricultura
and credit sectors must be trangparent. These policies and programs must be communicated with the
support of industry groups and be devised and administered in afair manner to achieve the broadest
acceptance by interested parties. Policies and programs also need to be devised so that they create
proper incentives for managers.

Profitability. An underlying problem for agriculturd credit islow profitability in the farm sector. A
farm cannot afford to support any debt if it is unprofitable. One contributor to the profitability problem
is the cost-price squeeze, risng input costs and stagnant or decreasing output prices. Potentid short-
term solutions to the cogt-price squeeze are price controls and subsidies. Both of these solutions require
large budgetary spending and create market ditortions. A longer-term solution to the profitability
problem isimproved efficiency of agricultura production.

Old Debt. It appears as though the old debt problem is being resolved. Most of the old debt (4.1
billion k), if not dl, has been moved to the Consolidation Bank. Many of the farm businesses that have
old debt at the Consolidation Bank are either in bankruptcy (54 percent) or in the process of liquidation
(20 percent). However, bankruptcy and liquidation should only be pursued as alast resort. Prior to
bankruptcy and liquidation, the Consolidation Bank and farms need to communicate and agree on
repayment schedules that are reasonable to both partiesif at al possible.

Bad/Classified Debt. Banks have had classfied credits moved to the Consolidation Bank and
Consolidation Agency. A gtrict procedure is needed to determine when credits are classified. Without a
drict procedure to determine credit classification by an independent agency, there are incentives and
opportunities for corruption. Aswith the old debt Stuation, farm businesses should not be forced into



bankruptcy and liquidated if the bank and farm business can agree on arepayment schedule for at least
aportion of the debt owed.

Prompt Payment. Slow payment by processors of farm products continues to be a problem despite
the passage of a prompt payment law. Therefore, severer pendties for violating the prompt payment
law should be investigated. Farm businesses should be able to write-off uncollectible accounts
receivable as aloss to the business. And as a consequence of the loss, the tax liability of the farm
business should be reduced.

Lack of Credit. Farm businessesfed as though they do not receive sufficient credit to manage their
businesses efficiently. Although some businesses may be unable to support any debt, other businesses
may be able to improve their businesses with the judicia use of credit. In order for banks to be willing
to extend credit to these deserving businesses, there needs to be an environment where banks fed
confident about extending credit to farms. Several mechanisms, such as guaranteed loans, subordination
agreements, insurance programs, cooperative credit, and contract production, for enhancing the
availability of agriculturd credit are discussed.

Land Valuation and Ownership. Land and land leasing markets need to be developed. Additiona
Study is needed on land vauation and leasing.

Introduction

Positive changes have occurred in the financing of Sovak Republic (SR) agriculture snce my firgt vist
in January 1997. For ingance, some of the old debt issued prior to 1990 is being repaid and someis
entering the bankruptcy process and being liquidated, athough the process could have started earlier.
Another pogtive change has been the entry of foreign companiesinto the agriculturd sector, particularly
food processing, which has crested a competitive environment for farms selling their production. In
addition, these foreign investors are developing long term relationships with farms and utilizing forward
production contracts. However, there till remain problems in the financing of SR agriculture. Many
farms remain unprofitable, farms still have old debt and uncollectible/bad debt, farms are not paid
promptly for the products they sdll, and there continues to be difficulty in farms atracting credit. Asit
was before my firgt technica assstance vidt in 1997, it would be heroic to suggest sweeping changes
for the SR in the area of agriculturd finance based on a short technica vist, but during thisvist | was
able to meet with many concerned groups and interested parties. They included a farm manager,
Minigtry of Agriculture officids, Agricultura and Food Economics Research Indtitute scientidts,
Agriculture and Food Chamber directors, Consolidation Bank and Consolidation Agency directors, a
Consolidation Agency consultant, a Slovak Guarantee Bank director, and a Polnobank Bank officid.
Basad on the discussons with these individuas and additiond research, | have some suggestions that
will assigt thefinancing of SR agriculture,



The following sections will address communication and fairness, old debt, bad/classfied debt, prompt
payment, lack of credit, and land valuation and ownership.

Communication and Fairness

A key ingredient to achieving any god is clear and effective communication. Policies and programs that
are developed to assist the agricultura and credit sectors must be transparent. These policies and
programs must be widely communicated to al potentialy interested parties by various methods such as
mailings and workshops with the support of industry groups. Programs and policies should not be
developed in the interest of only one user. Instead they should be developed for many potentia usersto
have the broadest gpped and deepest penetration in the market. For instance, loan guarantee programs
should be developed in consultation with many banks so that these banks are likely to use the programs
and more farms are able to receive credit at reasonable rates and terms.

Fairnessis another ingredient to achieve broad acceptance of policies and programs by the various
businesses and organizations involved. Policies and programs need to be devised such that they do not
pendize managers conducting good business practices or reward managers conducting poor business
practices. For example, forgiving debt for farms that have not repaid while not compensating farms that
have repaid their debt rewards farms that were unable to manage their debt while penalizing farms that
did manage their debt. Also, unfair policies and programs send improper signas to the market and
create perverse incentives. In this example, the forgiveness of debt creates the incentive to borrow
more than isfiscaly prudent snce the government has set the precedent of forgiving debt when it cannot
be repaid. This example can be easlly extended to the government transferring uncollectible loans of
banks to other collection entities and not requiring the banks to be ligble.

Pr ofitability

An underlying problem for agriculturd credit is low profitability in the farm sector. Thisis not a problem
that is unique to the SR. Given their current low returns, certain farms cannot afford to support any
debt. In fact extending credit to unprofitable businesses may do more harm than good. The extension of
credit can be good for the business as long as it makes the business more profitable, otherwise credit
can exacerbate an unprofitable Stuation.

One contributor to the profitability problem is the cost-price squeeze, risng input costs and stagnant or
decreasing output prices. Although the cost-price squeeze problem may be ardatively recent
phenomenon for Slovak agriculture, it has been a problem for many of the world's farmers for decades.
Potentia short-term solutions to the cost-price squeeze problem are price controls and subsidies. Both
of these solutions require large budgetary spending and create market distortions. For instance, in 1999
the U.S. government targeted gpproximately $22 billion to support agriculture. Most of these funds



were directly paid to farmersin an effort to compensate them for low product prices. Thus, alarge
budget is required.

Policies could aso be devel oped to decrease farm production costs. For instance, interest rate
subsidies could be used to reduce the cost of credit. However, such a policy distorts the credit market
and causes more credit to be used than would be economicdly efficient if there was no interest rate
subsidy. If the credit does not make the business profitable enough to make debt payments on aregular
bas's, credit subsidies may actualy make a bad situation worse. There may be an instance when
differentiated, not subsidized, interest rates may be practical. Certain SR programs are currently
dlowing farmsto pay areduced interest rete if they make paymentsin atimely manner, otherwise farms
pay ahigher interest rate. For this payment incentive program to be effective, farms must understand
that they are liable for the higher interest rate and that principa and interest payments will not be
forgiven in the future if they do not make their payments when they are due.

A longer-term solution to the profitability problem isimproved efficiency of agriculturd production. To
be able for SR agriculture to compete in agloba market, SR agriculture must be efficient. It is not
surprising that SR agriculture has not been profitable in recent years given the enormous change that it
has undergone in such a short period of time. It is difficult to imagine making this tremendous change
without having an adjustment period where losses are common. There have been positive changes over
the past three years as noted above. However, there gppears to be continued excessive employment of
farm workers and, perhaps, under investment in physica capita which will require more time for
adjustment.

A contributor to the excess labor Stuation in agriculture may be government policy. For instance, haf of
the subsidies provided to agriculture are targeted to farms based on land qudity. Farms with the
poorest quaity land receive the largest subsidies while farms with the highest quality land receive the
gmdlest subsidies. This policy dlows farmswith poor qudity land to operate inefficiently and continue
to employ excess labor. This outcome of employing excess labor in the poorer agricultura regions may
be the intended effect of the palicy. If not for this agricultura policy, people would perhaps move from
rurd to urban areasin search of employment. If they could not find employment and decided to Stay in
the urban areg, the cost of supporting the unemployed may be more than if they had stayed in the rurd
area. So the current policy of substantial support for farmsin the less favored rurd areas may be a
politicaly economica course of action in the short run. However, market distorting practices adopted
asaresult of any price controls and subsidies will prolong the development of an efficient agricultura
sector.

On ardated issue, there gppears to be a growing interest in tourism. Many of the rurd areas asthey
currently exist could be prime tourist destinations. However, if the rurd areas do not continue to receive
agriculturd subgdies, the villages could soon fdl into disrepair and lose their atraction as atourist
degtination. So on an interim basis it may be argued to continue agricultural subsidiesto rurd areas until
atourigt industry can be established. However, there may be more efficient methods of dlocating and
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digtributing the subsidies than on aland vaue basis asis currently being done. So if the intended effect
of much of agricultural subsidiesisto keep people employed in rurd areas or to develop atourist
industry, the SR government should separate socid policy from agrarian policy.

Old Debt

Thereis dill aconsiderable amount of debt in the farm sector that was issued prior to 1990 (old debt),
athough the old debt problem is gpparently being resolved through the process of bankruptcy and
liquidation. In 1997 severd proposas for writing off and liquidating portions of the old debt were
consdered. However, none of the proposals were ever implemented. The lengthy delay in resolving the
old debt problem has hindered the recovery of Slovak agriculture. Although an old debt write-off and
liquidation would have been cosily for the government and painful for farmsin 1997, it likely that the
current resolution of bankruptcy and liquidation will be equaly painful and at the cost of athree-year
delay in the recovery of Sovak agriculture. Thus, it is usudly more effective and less codtly to take
action sooner rather than later.

Most of the old debt loans (4.1 hillion k), if not al, have been moved to the Consolidation Bank.
Many of the farm businesses that have old debt at the Consolidation Bank are either in bankruptcy (54
percent) or in the process of liquidation (10 percent). However, prior to bankruptcy and liquidation, the
Consolidation Bank and farms need to communicate and agree on repayment schedules that are
reasonable to both partiesif possible. Repayment of the loans, even on apartid basis, is preferred to
bankruptcy and liquidation in many instances since both parties will be better off than incurring the costs
associated with bankruptcy and liquidation. Bankruptcy and liquidation usualy result in low sde prices
for machinery, equipment, and livestock. Therefore the costly process of bankruptcy should be avoided
if a dl possble

Farm businesses should not be forced into bankruptcy and ultimately liquidation just because of the
costs associated with their old debt. Instead, businesses should be entering into bankruptcy and then
liquidated in two cases. One caseisif the business is consistently unprofitable even if it held no old

debt. The second caseisif the businessis unable or unwilling to reorganize its operation to be profitable
and to repay a portion of the old debt that is mutualy agreesble to the bank and farm.

Debt and its associated repayment obligations can be detrimental for a business and an entire sector of
the economy as they were for the U.S. agricultural sector during the mid-1980s. In response to
economic and financid difficulties, the United States strengthened its income support program and
developed a debt write-off program. Income support and debt write-off programs can be extremely
expengve for a country, particularly if the programs dlow, or even encourage, inefficient use of limited
resources. For instance the income support program involved the government subsidizing prices of
many crops by essentialy setting a price for farmers to receive that was usually above the market price.
To receive the subsidized price, farms were required to set asde a portion of their land in an effort to

5



decrease production and increase market prices. The program was not very effective at increasing
market prices and proved to be quite expensive.

A debt write-off program can dso be ineffective. If debt iswritten off and businesses are profitable,
then the program will be a success. However, if debt is written off and businesses remain unprofitable,
then the program will be afailure because businesses will continue to accumulate accounts payable and
debts that cannot be paid. Thus, it iscritica that other issues essentid to an efficient, profitable
agricultura sector are resolved prior to implementing a debt write-off program.

Bad/Classified Debt

The Generd Credit Bank (VUB), Sovak Savings and Guarantee Bank, and Investment Bank recently
had their classified credits moved to the Consolidation Bank and Consolidation Agency. A drict
procedure is needed to determine when credits are classified. Without a strict procedure to determine
credit classfication by an independent agency, there are opportunities and incentives for corruption.
Thereisdso amord hazard issue when governments bail out banks. That is, banks do not have an
incentive to effectively scrutinize loan gpplications and vigilantly collect loans since they expect to be
bailed out by the government in the future if bad debts occur. However, future foreign investors of
banks may not fed the same level of commitment on behdf of the government to bail out their bank if
bad |oans deve op.

Aswith the old debt Situation, farm businesses should not be forced into bankruptcy and liquidated if
the bank and farm business can agree on a repayment schedule for at least a portion of the debt owed.
However, if the farm business congstently is unprofitable and unable to make a least some minimum
payment even if the farm businessis reorgani zed, then the business should enter into bankruptcy and be
liquidated.

Prompt Payment

Prompt payment throughout the ditribution chain is an essentid dement to the efficient operation of any
sector of the economy. Thisis particularly true for the agricultura sector because of the lack of market
power and the biologica nature of production agriculture. Slow payment by processors of farm
products continues to be a problem despite the passage of a prompt payment law. Evidently the costs
associated with violating the prompt payment law are not severe enough to encourage processors to
pay promptly. Therefore, severer pendties for violating the prompt payment law should be investigated.

The arriva of foreign processors of farm products has offered a greater slection of potentia buyers for
farm products which has helped the Stuation. Farm managers must realize that there is a tradeoff
between the price quoted by processors and the promptness of payment from the processors. That is, a
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food processor offering the highest price may also be the processor that takes the longest to pay. At
some point if a payment from a processor is uncollectible, the farm business should be able to write-off
the account receivable as aloss to the business. And as a consequence of the loss, the tax ligbility of the
farm business should be reduced.

Lack of Credit

Farm businesses fed as though they do not receive sufficient credit to manage their businesses
efficiently. Although some businesses may be unable to support any debt given their low returns, others
may be able to improve their businesses with the judicia use of credit. In order for banks to be willing
to extend credit to these deserving businesses, there needs to be an environment where banks fed
confident about extending credit to farms. This leads back to an earlier point made on the need to
effectively communicate government programs to al potentia creditors and to develop programs that
are transparent.

A guaranteed loan program is one such program that should make creditors fed confident that they will
be repaid at least a portion of the funds they extend. The U.S. Department of Agriculture hasa
guaranteed loan program where the government will guarantee up to 90 percent of aloan made by a
credit indtitution to afarmer.! In some instances the guarantee is up to 95 percent for certain targeted
groups such as beginning and socidly disadvantaged farmers.

An advantage of the guaranteed loan program isthat ardativey smdl budget is required since the
credit inditution raises the funds to make the loan. The government only pays when aloss occurs for the
credit indtitution after the loan has been liquidated. Then the government pays the credit ingtitution the
guaranteed rate on the loss that occurs. The guaranteed loan program can become expensive for the
government if loss rates become severe or if an interest rate subsdy is used in conjunction with the
guarantee. With loss rates less than 2 percent during the 1990s, losses have not been severein the
United States (Settlage, Dixon, and Ahrendsen). The U.S. Department of Agriculture has offered an
interest rate assistance program. Through the interest rate ass stance program, the government enters
into an agreement with the credit indtitution to subsidize a guaranteed loan. This enables the credit
ingtitution to reduce the interest rate charged to the farm by up to four percentage points. The interest
rate subsidy isadirect cost to the government and can cause budget problems.

Another advantage of the guaranteed |oan program without interest rate assstance is thet little market
digtortion results from the guarantee. The farm receives aloan because the loan oss exposure of the
credit ingtitution has been drasticaly reduced. If no interest rate assstance is received, the farm paysthe

1 For additional information on the U.S. Department of Agriculture’ s guaranteed |oan program see:
www.fsa.usda.gov/dafl/Guaranteed.htm.



same interest rate as good clients of the credit ingtitution. So there is not an incentive on the part of the
farm manager to use too much credit.

A subordination agreement is another way to promote credit to agriculture. A subordination agreement
is an agreement between creditors. Creditors need to work with farm borrowers to satisfy their credit
needs. Creditors should be expected to require adequate collateral to securitize loans. However, if a
creditor has excess collaterd and is unwilling to extend additional credit to afarm businesswhen
another creditor iswilling, the primary creditor should enter into a subordination agreement with the
other creditor. The creditor with the highest priority for collaterd of afarm subordinates its position on
specified collateral to the other creditor to the extent that the other creditor has sufficient collatera to
secure aloan to the farm business. Once the other creditor has been repaid, the subordination
agreement is terminated and the primary creditor retains its priority position for the collatera. A
subordination agreement is often used when input suppliers are willing to provide credit on a short-term
basis. However, other creditors could also use the agreement.

Another mechanism to enhance the availability of credit to agriculture is to provide an insurance
program. Insurance lessens the risk to farm businesses and creditors. Insurance products should be
developed for buildings, machinery, livestock, and crops. Insurance products have been available in the
United States for decades. However, there has been only limited livestock insurance, for example for
degth due to lightning. Also, crop insurance products have never been fully effective from apolicy view.
Insurance is particularly susceptible to moral hazard and adverse selection problems. An example of a
mord hazard problem iswhen farmers may not make every effort possible to produce agood crop. An
example of an adverse sdection problem is when farmers only purchase insurance when they have a
high probability of collecting insurance payments and the government cannot detect this probability. The
U.S. Department of Agricultureis continuing to develop and test new and innovative crop insurance
products and has recently received funding to provide even larger subsidiesto entice farmersto
purchase insurance.? Severa of the insurance products are:

Crop Revenue Coverage (CRC)--provides revenue protection based on price and yield
expectations by paying for losses below the guarantee a the higher of an early-season price or
the harvest price.

Income Protection (1P)--protects producers againgt reductions in gross income when ether a
crop's price or yield declines from early-season expectations.

Revenue Assurance (RA)--provides dollar-denominated coverage by the producer sdlecting a
dollar amount of target revenue from arange defined by 65 to75 percent of expected revenue.

2 For information on government crop insurance programsin the United States see:
www.rma.usda.gov/policies.



Since these programs are still being tested and used on atria basis, there continues to be much work
needed on developing insurance programs. Something aso to be considered is that the insurance
premium subsidies required to entice most farmers to purchase insurance may be quite high.

An dternative way to ddiver agriculturd credit isthrough a cooperative credit ingtitution. A problem
with a Slovakian, farmer-owned credit cooperative at thistimeisthat there are so few farms that have
funds to invest in the cooperative. Therefore, it would be extremdy difficult to attract sufficient equity
capita to capitalize the credit cooperative. One option would be for the government to provide
adequate seed capitd to start the credit cooperative. The seed capital would be repaid in the future by
the credit cooperative. However, it may be inefficient to essentidly duplicate the infrastructure of other
credit ingtitutions unless an infrastructure is dready in place.

Finally, another way for farms to be able to attract credit isto contract their production with reliable
processors that pay promptly. Creditors will be confident that the farms will be promptly paid by the
processor at acertain price. However, there will till be production risk, but an insurance product or
government loan guarantees would limit production risk to the extent that creditors will be willing to
make loans to farms.

Land Valuation and Ownership

Most farms and land owners would benefit from the development of better markets for the leasing and
sde of farmland. It gppears as though the market for leasing land is continuing to develop. However, it
appears as though the market for the sale of land is dmost nonexistent. One reason for thislack of a
land market is large transaction costs associated with assembling an efficient-gzed track of land.
Another reason for the lack of aland market is what appears to be an arbitrarily high value placed on
land relative to its earnings. Based on alimited number of observations of what is being paid for leasing
land, it gppears land is overvalued by afactor of five to ten under the current earnings environment.
More study is required in the area of land vauation.

No land market and land being overvadued by alarge amount would explain why banks are hesitant to
lend to farms and use land as collaterd. When banks do lend to farms and use land as collaterd, the
loan-to-vaueratio for the transaction appears to be quite low by U.S. standards. However, SR banks
may be behaving quite rationa since thereisadmost no land market and land is overvaued.

The development of land and land leasing markets would be of great benefit to the SR. The markets
would alow more efficient use of the most important input available to agriculture, land. Efficient land
markets and laws to protect lenders that use land as collatera for loans would attract capita into the
agricultura sector. Successful farmers would benefit by being able to lease or buy land. Land owners
would benefit by having the opportunity to receive better returns on their land. SR consumers would



benefit by having land operated by the mogt efficient farmers. Additiona study is needed on land
vauation and leesing.
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