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The Honorable Norman D. Shumway 111954
House of Representatives
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o

Dear Mr. Shumway:

o

Loan Processing Prgcedures in

L

Your letters of September 10 and 24, 1979, regarding
the Emergency Loan Program administered by the Farmers Home
Administration (FmHA), Department of Agriculture, asked us
to determine whether the loan processing regulations govern-
ing the awarding of loans under the program contain defi-
ciencies which permit abuses or inappropriate use of taxpay-
ers' dollars. As later agreed, we limited our audit of the
emergency loan processing regulations to locans the Stanislaus
County, California, FmHA office made.
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County, California [(CED

Our objective was to determine if the emergency loan
applicants were given consistent treatment in accordance with
FmHA regulations governing the program and to note any defi-
ciencies in the regulations or procedures used by the
Stanislaus County FmHA office.

We reviewed all emergency loan applications received at
the Stanislaus County office in fiscal year 1979 and dis-
cussed the loan processing procedures with the FmHA County
Supervisor and FmBA officials at the State and national
offices. We also talked with two of the three private citi-
zens who served on the FmHA county committee in Stanislaus
County during the time the loan applications were processed.

BACKGROUND

The FmHA Emergency Loan Program is administered by FmHA
county offices located throughout the United States. The
program's basic objective is to provide financial assistance
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to farmers after they have sustained severe losses as a re-
sult of a disaster. For disasters occurring before October 1,
1978, the FmHA State Director could declare a county a disas-
ter area when it was estimated that less than 25 farmers were
affected. In those cases where it was estimated that 25 or
more farmers were affected, a disaster declaration by the
Secretary of Agriculture was required.

The disasters in Stanislaus County occurred before
October 1, 1978, and it was estimated that more than 25 farm-
ers were involved; therefore, a Secretary of Agriculture dec-
laration was necessary. Starting in fiscal year 1979, how-
ever, the County Supervisor was authorized to make emergency
loan funds available for disasters occurring after Septem-
ber 30, 1978, when at least one farmer sustained losses.

This eliminated the need to obtain a Secretary of Agriculture
disaster declaration.

To be eligible for an emergency crop production less
loan, the applicant must have suffered a loss of at least
20 percent in a crop considered essential to the success of
the total farming operation. Additional eligibility criteria
are listed on pages 9 and 10.

Once an applicant qualifies for a crop production loss
loan, FmHA can make additional emergency loans to cover
annual operating expenses during the disaster year and for
5 successive years 1/ following the disaster. Further,
emergency major adjustment loans can be made for several
purposes, including amounts necessary to reorganize the farm
without substantially increasing the size of the predisaster
operation. These loans are often used to refinance existing
debts. The interest rates and repayment periods vary by
type of loan. The rates shown on the next page were in ef-
fect during the time emergency loan applications were being
processed in Stanislaus County.

1/In November 1979 FmHA proposed legislation which will
limit to 2 the number Of successive years a odorrower
can obtain emergency annual operating loans.
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Customary
Interest repayment
Types of emergency loans rates period
(rercent) (years)
Crop production loss 5 7
Annual operating (note a) 9 1
Major adjustment (note b)
Real estate purposes 9 40
Operating purposes 9-1/2 40
a/Effective November 1, 1979, the interest rate for annual
operating loans increased to 10-1/2 percent

b/Effective November 1, 1979, the interest rate for major
adjustment loans for real estate purposes increased to 10
percent and for operating purposes the rate increased to
10-1/2 percent.

The County Supervisor is authorized to approve emergency
loans for amounts up to $400,000; however, loans in excess
of this amount but less than $1.5 million must be approved
by the FmHEA State Director. Loans above $1.5 million must
be approved by the FmHA Administrator.

In December 1978 the Secretary of Agriculture authorized
the processing of emergency loans in Stanislaus County by
issuing a disaster declarzation. The declaration authorized
FmHEA to make emergency loans for qualifying crop losses
suffered during periods of excessive rains in February, March,
April, and September 1378. According to the County Supervisor,
there are about 4,000 farming operations in Stanislaus County.

In fiscal year 1979 the FmHA county office processed 27
emergency loan applications for this disaster. Three appli-
cants were ineligible and four withdrew their applications.
Twenty farmers received loans totaling $4.7 million. Of this
total, $1.2 million was for emergency crop production loss
loans, $200,000 was for emergency annual operating loans,
and $3.3 million was for emergency major adjustment loans.

In Stanislaus County the largest loan was for $1.5 million,
while the average loan size excluding the above loan was
about $171,000.
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STRONGER EMERGENCY LOAN
PROCESSING PROCEDURES NEEDED

Emergency loan files at the Stanislaus County FmHA
cffice showed that the applications were processed without
giving preferential treatment to any applicant. However,
we noted four areas where stronger loan processing procedures
are needed. The areas inveolve major adjustment loans, crop
loss calculations, crop loss documentation, and loan applica-
tions.

In November 1979 FmHA proposed a number of regulation
changes designed to strengthen the Emergency Loan Program.
As a result, the loan processing procedures are being revised.
Further, in December 1979 a House and Senate Conference Com-
mittee approved legislation to phase out emergency loans
for major adjustment purposes. Our comments on the propose
revisions are included where they relate to the issues
discussed in this report.

A
o

Major adjustment loans
made for nondisaster-
related purposes

Although emergency loans are not limited tc the amount
of the actual loss sustained as a result of a disaster, they
are limited to the amount the borrower needs to overcome
financial difficulties caused by the disaster. (See H.R.
Rep. No. %4-211, p. 12 (1975).) Also, the FmHA regulation
states that emergency major adjustment loans may be made to
sustain the operation and to overcome the financial diffi-
culties caused by the disaster. To be consistent with the
law this must mean loans may not be made for amounts greater
than what is needed to recover from the damage caused by the
disaster. However, the amount of the major adjustment loans
has not always reflected this. The lcans sometimes include
amounts necessary to solve problems that existed prior to
the disaster.

In Stanislaus County about 70 percent of the emergency
funds were for major adjustment loans. Thirteen of the 20
emergency loan recipients received major adjustment loans.
The interest rate for these loans was either 9 or 9-1/2 per-
cent and all the loans were made for 40 years. The loans
were used almost entirely to refinance existing debts. The
debt refinancing loans are made when private lenders are
unwilling to extend additional credit at rates and terms the
applicant can meet,
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In some cases a small crop production loss provides the
basis for obtaining a large emergency major adjustment loan.
In nine cases the amount of the major adjustment loan was
several times larger than the production loss loan. Four
examples are shown below.

Crop
production Major
loss loan adjustment loan
§ 4,000 S 26,000
23,000 417,000
46,000 1,415,000
54,000 : 371,000

In these examples the disaster created an environment
in which the farmer was able to obtain the funds to solve a
number of financial problems, not just those resulting from
the disaster. The Stanislaus County Supervisor and the
Director of the Emergency Loan Division at the national
office believe this 1s a common practice not limited to
Stanislaus County and is an appropriate use of emergency
funds when it is determined the farmer has a reasonable
chance to succeed if given assistance. According to the
Stanislaus County Supervisor several farm operations may
have failed if this approach had not been taken.

Applying the above FmHA reasoning dilutes the require-
ment in the law that the borrowers have the "experience and
resources necessary to assure a reasonable prospect for
successful operation with the assistance of such loan." If
FmEA makes emergency loans large enough to assure successful
operation, then anyone with some experience would meet the
above test. 1In effect FmHA is ensuring that applicants meet
the test instead of using the test to determine their eligi-
bility. If applicants do not have resources necessary to
assure successful operations with the assistance of a lcan
based on financial difficulties caused by the disaster, they
should not be eligible to receive an emergency loan.

FmEA makes available a number of loan programs designed
to provide assistance to farmers who are experiencing finan-
cial problems resulting from a variety of causes. These
programs should be used when applicable. The applicants'
eligibility should be determined based on the criteria for
the individual program, rather than using the emergency loan
program as a vehicle through which to provide assistance to
overcome financial difficulties resulting from a variety of
nondisaster-related causes.
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We therefore believe that making emergency major adjust-
ment loans to help alleviate problems that existed before
the disaster, and thus not caused by the disaster, is an im-
proper use of emergency loan funds., It involves an overly
broad interpretation of the law and FmEA's own regulation
which states that major adjustment loans may be made to over-
come financial difficulties caused by the disaster.

In December 1979, a House and Senate Conference Com-
mittee approved legislation that will phase out the emergency
major adjustment loans by fiscal year 1983. A ceiling of
$1.5 million per loan has been proposed for 1980, and this
will be reduced by $500, 000 each year until it drops to zero
by 1983.

Procedures for determining
gualifying crop losses
need to be strengthened

The FmHA procedures for calculating gualifying crop
losses reward the less efficient farmers. Farmers may deter-
mine normal year yields either by using established county
averages for each crop or by using their own records for
prior year yields. The farmers can use the method that is
most advantageous to them--that is, the metnod that gives
the higher normal year yield.

The percentage of disaster year crop loss is the dif-
ference between the yield per acre harvested during a normal
year and the yield per acre during the disaster year. There-
fore, the higher the normal year yield the farmer can report,
the higher will be the percentage of loss for the disaster
year.

When a farmer's actual yield per acre in prior years is
less than the county average, the county figures are used.
This results in a higher percent loss for the disaster year
and permits the farmer to obtain a larger loan than otherwise.

We noted several loans that were made based on county
averages even though available data showed that the farmer
nad not achieved the county averages in the past. For
emergency loan purposes this procedure rewards the less
efficient farmers who do not produce the average yields
by putting them on an equal basis with the more efficient
farmers who achieve the averages. The impact of this pro-
cedure is that FmHA is making loans to farmers who possibly
would not qualify if they were required to use their actual
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yield figures. Further, those farmers who would qualify by
using their actual yield figures can use the county figures
to achieve an even higher percentage loss. The net result

in both cases is that the Government can make crcop production
loss loans for amounts exceeding the losses suffered by the
farmers.

According to the PmHA County Supervisor and the Director
of the Emergency Loan Division at the national office, the
use of county averages simplifies loan processing procedures
by eliminating the need to go back and recreate actual crop
production figures for prior years. They believed this would
be time consuming for both county office personnel and farm-
ers since few farmers keep good records. Further, it would
be unfair to deny a loan because the applicant did not have
adequate records. However, when it is common knowledge that
certain farmers in the community are less efficient and con-
sistently produce below the county average yields, thHe FmHA
County Supervisor in Stanislaus County believes he, together
with the county committee, should have the option of estab-
lishing a normal yield figure for the farmer which realisti-
cally reflects actual crop yield.

Cne of the actions proposed by FmHA in November 1979
could possibly affect this issue in a positive manner. Spe-
cifically, the proposal would require that crop production
loss loans be limited to the amount of the loss or the amount
needed to continue normal operations, whichever is less.
This will not change the procedures for determining crop
losses, and thus will not affect the applicant's ability to
meet the gualifying loss standard or to show a higher per-
centage loss. It will, however, permit FmHA to reduce the
crop production loss loan amount to that which it determines
the applicant needs rather than making a loan for the entire
amount ©of the calculated crop loss.

More documentation is needed
to support crop losses

We found little documentaticn in the loan files to
support the claimed amount of disaster year crop loss. The
regulations require only that the applicant certify that the
accuracy and completeness of the information provided can be
supported by written records. Fifteen of the 20 farmers who
received loans were unable to provide written documentation
in support of their crop loss; therefore, FmHA accepted the
farmers word about the size of the loss.
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Without a requirement for supporting documentation the
farmers can report an inflated crop loss figure and receive
a federally subsidized S-percent crop-production-loss loan
for more than the loss suffered. This review did not include
a detailed examination to determine if and how fregquently
this occurs; however, based on the results of a previous
audit in five other States, we reported (CED-79-111, Aug. 6,
1979) cases of farmers inflating disaster loss figures to
increase the size of the loan for which they qualified.
According to the FmHA County Supervisor he would know if a
farmers' reported loss was "out of line™ with the losses
suffered in the rest of the county, and if so, the county
staff would take the necessary steps to verify the figures.

The proposed action discussed in the prior section
could influence this issue since a properly implemented test
to determine the applicants actual needs could reduce the
reliance which must be placed on the crop loss estimates
provided by the applicant.

More complete financial data
needed with some applications

Lack of complete financial data on one loan apolicant
resulted in the FmHA county office staff spending several
hundred hours attempting to accumulate and verify basic
financial data which should have peen provided with the
initial application. This situation could have been
avoided had the County Supervisor required the applicant
to provide complete financial information, and in this case,
an audited financial statement before processing the loan
application further.

FmHA regulations permit County Supervisors to obtain
information adequate to process the loan application which
can include an audited financial statement. A requirement
for a financial statement would be time consuming and unrea-
sonable for the vast majority of applicants who are small
farmers. However, when the applicant is an individual with
a large farming operation and other nonfarm interests, FmHA
should be aware of the total financial status of the appli-
cant before approving the loan. Commercial banks already
require similar statements.

In the above case, a total picture of the applicants'
financial status was not available for nearly 6 months fol-
lowing receipt of the initial application. Although incom=-
plete and unaudited statements were provided, at no time
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during this period did the applicant submit an audited fi-
nancial statement or information adequate for FmHA purposes.
During this time, county office personnel spent many hours
attempting to obtain an accurate understanding of the appli-
cants financial situation. County office personnel estimate
that in this case it took nearly seven times the typical 42
staff hours to process the application, much of which was due
to incomplete financial data.

Although this was an isclated case, it points out the
time-consuming problems that cccur when an application is
not properly documented. We believe that early identifica-
tion of such cases and subsequently requiring complete fi-
nancial data would assist in the timely processing of
applications.

Role of the county committee
in reviewing emergency
loan arplications

The FmHA County Supervisors are periodically reassigned
to new counties and therefore may not be entirely familiar
with local farming practices, crops, financial institutions,
and agriculture-related business in the county. This was
the case with the County Supervisor in Stanislaus County.
County committees consisting of three members who reside in
the community and who are familiar with these matters are
available to provide advice to the County Supervisor on these
matters. Committee members are selected by the FmHA State
Director from a group of three candidates recommended by the
County Supervisor and local citizens and organizations inter-
ested in the FmHA programs. .

The committee is responsible for reviewing all emergency
loan applications to determine if an applicant can be certi-
fied eligible for a loan. To certify that an applicant is
eligible the county committee determines that the applicant

--1is unable to obtain credit elsewhere;

--1is a U.S. citizen;

--1s an established farmer doing business as
an individual, partnership, cooperative, or

corporation;

--operates in an area determined to be eligible
for emergency loans for actual losses;
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--has sustained qualifying production losses;

--possesses the legal capacity to contract for
the locan; and

-~-possesses the training and/or experience,
character, managerial competence, ability,
and industry necessary to carry out the
farming operation to assure a reasonable
prosgect of success.

When applicants are certified eligible by the county
committee, the applicants are notified by the County Super-
visor, and loan processing continues. In those cases where
the committee is unable to certify an applicant, the appli-
cant 1s notlfxed by the County Superv1sor and glven an ex-
yxauduzun wuy certification is not ECSSIDLE. The apﬁlzudnc
is also informed of the procedures available for appealing
the decision.

During fiscal year 1979, the Stanislaus County commit-
tee was unable to certify four applicants eligible for emer-
gency loans. Three of the applicants were determined ineligi-
ble because of their ability to obtain credit from commercial
sources. These applicants did not appeal the decisicon. The
county committee determined that the fourth applicant was
ineligible due to a lack of managerial control over the
farming operations. The applicant appealed this decision to
the FmHA State Director who recommended the loan be approved
because the committee was unable to provide adequate evidence
that the applicant lacked managerial control of the farming
operation. The State Director did acknowledge that a number
of poor management decisions had been made, but that it was
not unusual in such a large operation. Prior to lcan clos-
ing, however, the applicant withdrew the locan application.

According to FmHA the county committee is an important
and necessary element in the loan review process. The
officials also noted that it is unusual for a county com=-
mittee decision tc be overruled, and it is not a desirable
action as it tends to detract from the important role of
the county committee.

CONCLUSIONS

The Stanislaus County FmBA office processed emergency
loan applications in a consistent manner and without giving
preference to any applicant. However, certain loan proces-
sing procedures need to be strengthened to ensure that the

10
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amount loaned accurately reflects the amount of the loss
resulting from the disaster.

In Stanislaus County emergency major adjustment loans
did not always reflect just the funds needed to recover from
the damage caused by the disaster. They also included
amounts to help alleviate problems that existed before the
disaster. Tne FmHA County Supervisor and the Director in
the Emergency Loan Division, PmHA, believe this is a common
practice and not limited to the Stanislaus County office.
Furthermore, they believe it is an appropriate use of emer-
gency funds if the farmer has a reasonable chance to over-
come the financial problems because of the assistance. We
disagree and believe that using emergency loan funds to
assist in solving financial problems not caused by the dis-
aster is improper and that loans should be made to overcome
only the financial difficulties caused by the disaster. In
December 1979 a Senate and House Conference Committee ap-
proved legislation which will phase out the emergency major
adjustment loans entirely by fiscal year 1983.

The procedures for calculating normal year crop pro-
duction reward the less efficient farmers by permitting them
to use county average figures to achieve a higher percentage
loss even when available data shows the farmer has not in
the past achieved the county averages. In addition, appli-
cants are not required to provide deccumented support for the
claimed amount of disaster year crop loss. This can result
in inflated crop loss figures being reported. As a result
of these two factors, loans are sometimes made for production
losses which exceed the amount of the actual crop loss.
However, an administrative action proposed by FmHEA would
limit crop loss loans to the actual dollar loss or the
amount needed to sustain normal operations, whichever 1is
less. This will reduce the reliance which is placed on the
estimates used to determine the amount 0f crop loss.

Incomplete information on the financial status of an
applicant can result in the FmHA staff spending a great
deal of additional time processing an application. FmHA
regulations permit the County Supervisor to obtain all
financial information needed tc process the loan applica-
tion. On one application we reviewed, the staff needed
nearly 6 months to develop the total picture of the appli-
cants' financial status. The FmHA County Supervisor said
that this situation could have been avoided if he nad re-
quired the applicant to submit an audited financial state-
ment before processing the loan application.

11
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RECOMMENDATION TO THE
SECRETARY OF AGRICULTURE

Although the Congress is taking steps to phase outz the
emergency major adjustment loans, they will still te zvail-
able at some level until 1983. Further, since the practice
of making major adjustment loans for amounts in excess of
the loss caused by the disaster is improper and not limited
to Stanislaus County, we recommend that the Secrestary direct

the FmEA Administrator to inform County Supervisors that
emergency major adjustment lcans are to be limited to the
amounts needed to overcome difficulties caused by the de-
clared disaster. We also rescommend that the County Super-
visors be directed to obtain information adeguate to support
loan applications. g

At your reguest, we did not obtain written agency com-
ments on the matters discussed in this report. As arranged
with vour office, unless you publicly announce its contents
earlier, we plan no further distribution of this report
until 30 days from the date of the report. At that time
we will maxe copies available to others upon reguest.

Sincerely yours,

Fomsy lulons

Benry Eschwege
Cirector
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