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November 30, 1987

The Honorable Thad Cochran
Ranking Minority Member
Subcommittee on Agriculture,
Rural Development, and Related Agencies
Committee on Appropriations
United States Senate

Dear Senator Cochran:

In response to your March 27, 1986, letter. this report discusses how the Farmers Home
Administration’s ( FmiaA ) emergency loan program has evolved over the past several vears.
why its delinquency rate is so high, what alternatives are available to deal with debt that
may be uncollectible, and any changes needed in legislation and or program regulations to
make it function more effectively. This report contains no recommendations for legislative or
program changes. in large part, because of recent changes n legislation and FmHA loan
policies that should resolve many of the program’s past problems. The report does include
issues for congressional consideration and raises questions about whether credit, particularly
liberal credit. is the proper vehicle for providing disaster relief to farmers.

As arranged with vour office, we are sending copies of this report to appropriate Senate and
House committees; interested members of the Congress; the Secretary of Agriculture; the
Administrator, FmHa; and the Director, Office of Management and Budget. Copies will also be
made available to other interested parties who request them.

This work was performed under the direction of Brian P. Crowley, Senior Associate Director.
Other major contributors are listed in appendix VII

Sincerely yours,

J. Dexter Peach
Assistant Comptroller General



Executive Summary

Principal Findings

the basis of its analysis of FmHA data, that FmHA could lose about $7.8
billion on existing, undersecured farm program loans. FmHA and the Con-
gress have made changes to the emergency loan program that GAQ
believes will not only help farmers recover from disaster losses but also
reduce future costs, delinquencies, and losses. Because of these changes,
a0 did not develop new alternative proposals for dealing with debt that
may be uncollectible and is making no suggestions for additional
changes to legislation for the emergency loan program. Gao raises ques-
tions, however, on whether credit, particularly liberal credit, is the
proper vehicle to provide disaster assistance and offers issues for con-
gressional consideration

Program Expansion
Increased Loans

From 1949 to 1969 emergency loans were available only to borrowers
who could not obtain credit elsewhere. Program changes initiated in
1970, and extended to additional borrowers in 1972, contributed to a
dramatic increase in the number and dollar amount of emergency loans.
Further, in 1975 Public Law 94-68 expanded the program to include two
new loan types—emergency annual production and major adjustment
loans. Borrowers who had received emergency loans could, under the
annual production loan authority, receive five subsequent emergency
annual production loans without experiencing another disaster or loss.
Borrowers could also obtain major adjustment loans to modity or
expand their farming operations. Consequently, the amount of emer-
gency loans made each yvear increased from $735 million in 1975 to $5.1
billion in 1981.

Since 1981 the amount of delinquent loan payments has increased stead-
ily from $937 million in June 1981 to $4.1 billion in June 1986. As of
June 30, 1986, about 50.000 borrowers were $4.1 billion behind in pay-
ments on about 157,000 loans, and these delinguent borrowers owved
about $6.5 billion of the $9.5 billion emergency loan portfolio.

Reasons for High
Delinquencies

A0 grouped the reasons for sampled borrowers’ delinguencies into
three broad categories—external elements such as adverse weather or a
poor economy, borrowers’ unsound farming and financial practices, and
program features. External elements and borrower practices were the
major reasons why borrowers became delinquent, and these are some of
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Executive Summary

vear 1987 (P.L. 100-T1..luly 11, 1987, the Congress included a provi-
sion that reinstituted the continuation policy. Reestablishment of the
continuation policy will likely result in increased loan losses if it
remains 1n effect for uan exrended period of time.

Issues for LAD Ot'fel‘s_two Issues for \.'Un.gressit,nml‘cc)nsideration in deliberatil_lg

. future policy on disaster assistance to farmers—whao should provide
CongreSSlOHal disaster relief and how should it be provided? Striking a proper balance
ConSideratiOn between the risks to be taken by the farmer or by the government 1s a

difficult task. Given the current range of programs available to help
farmers recover from a disaster —emergency loans at subsidized interest
rates. disaster payments federai crop insurance—the Congress may
wish to consider whether a proper balance is being struck between the
farmer and the government in protecting against disaster losses. The
Congress may also wish ro consider whether credit 15 the proper vehicle
for providing disaster rehef and. if so, what role it should play. The
financial conditions ol Fafla’s emergency loan program and of the bor-
rowers with emergency loans demonstrate the difficulty of using credit,
particularly liberal credit. to help furmers recover from disaster losses.

The history of the emergency program shows that it best fulfills its
objective of providing credit to help farmers recover from disaster
losses when coverage is himited to actual losses and borrowers can
demonstrate repayment ability a0 believes that FnHA's efforts to
return to a more sound, prudent lending program 15 a step in the right
direction for a viable emergency loan program that will strike a proper
balance between helping farmers recover from disaster losses and pro-
tecting the government’s and the taxpavers’ financial interests.

Agency Comments In ics official comments. tisia agreed with the information contained in

the report
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Chapter ]
Inrroduction

Figure 1.3: Unpaid Principal Outstanding
on FmHA Major Farmer Program Loans,
June 30, 1977-86
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Source’ GAQ analysis of FmHA Active Borrowers Dehngquent Report data (FmHA report code
616)
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Chapter 1
[ntreduction

Table 1.1: Status of FmHA’s Major
farmer Programs and Emergency Loan

Program as of June 30, 1986°

Emergency Loan
Program

Doliars in bilions

Percent of
emergency
program to

Major major
farmer Emergency farmer
programs program programs
Total portfolio ) - -
Borrawers 200 964 115 266 H
Loans TIBTAT 271538 th
Nutstanding pringipal $278 b9 5 34
Delinquent portfolio
Borrowers 92914 50139 54
Loans 3% 369 156 879 47
Cehnguenl pa,ments b6 5 P11 o0
Cutstanging pnncipal oaed |,
delinguent borrowers $135 6 5 18
Loan losses® b5 2 40
Loan loss data as of Sepl 101 W

Source ST anal, s of donue berrasers Delnquent Report 3ata FmHS repeart code 6161 and USDs
Ludget data

FmHA makes emergency loans available to farmers, ranchers, and
aquaculture operators when their operations have been substantially
damaged by unusual and adverse weather conditions or other natural
phenomena These loans are made available in specific areas declared as
disaster areas by either the President, the Secretary of Agriculture. or
the FmHA Administrator The primary initial and current purpose of
emergency loans 1s to provide farmers direct assistance to cover actual
losses so they can return to normal farming operations. However. from
1975 through 1985, the emergency loan program was expanded to
include loans for purposes other than actual losses, such as expanding
farm operations.

Program Administration

and Qualification

Primary responsibility for providing emergency loans to aftected farm-
ers rests with FimHA's approximately 1.900 county offices. The county
supervisors, in coordination with district and state officials, serve as
local contact persons for application processing, loan-making, and loan-
servicing activities

Page 15 GAO RCED-88-4 FmHA Emergency Loan Program



Chapter 1
Introduction

what alternatives are avallable to deal with debt that may be uncollecti-
ble, and 1 41if any changes are needed in the legislation or regulations
governing the program 1See app. I

Emergency Program To determine emergency program evolution. we traced the history of the
Evolution program by reviewng legislation and regulations governing the program

from its inception through the Food Security Act of 1985 (P L. 99-198,
Dec. 23, 19851, We also developed historical data on loan volume, delin-
quencies, and loan losses to show how the size and condition of the
emergency loan portfolio relate to key program provisions since the pro-
gram’s inception. We reviewed only direct emergency loans because of
the relatively small number and dollar amount of guaranteed emergency
lnans, On June 30, 1986, FudA had only 30 active guaranteed emergency
loans totaling about £1 million in unpaid principal but had about
272000 direct loans with unpaid principal of $9.5 billion

High Delinquency Rate To determine the reasons for the high delinquency rate in the emergency
loan program, we first obrained the opimons of the Assistant Adminis-
trator for Farmer Programs and the Director of the Emergency Division.
We then selected for review the three stales having the highest delin-
qguent emergency loan debt—Georgia, Mississippi, and Texas As of June
30. 1986, these states accounted for about $1.5 billion of the $4 1 billion
delinquent payments con emergency loans and $1.3 billion, or 28 percent,
of the $6.5 billion in unpad principal outstanding owed by delingquent
emergency loan borrowers To assess the delinquency situation in these
states, we discussed the reasons for delinguencies with FnHA State
Directors or Assistant Directors and the Chiefs of Farmer Programs.
Detailed information on reasons why individual borrowers became
delinquent came trom 4 random sample of delinquent borrowers trom 13
case-study Fmlla counry offices in these 3 states.

FmHa and the Congress have taken action over the past several yvears to
deal with delinguent and uncollectible debr. Chapter 3 discusses the
amount of loss that Fuity may incur on delinquenr farm loan borrowers,
including borrowers dehinguent on emergency loans. Chapter 4 discusses
the actions FmHA has taken on its own or as directed by legislation to
deal with its delinguent farm loans. Because of these recent actions, we
did not develop suggesrions or recommendations for legislative or pro-
gram changes. although we present issues tor congressional considera-
tion in chapter 5.

Uncollectible Debt

Page 17 GAO RCED-88-1 FinHA Emergency Loan Program



Chapter 1
Introduction

territories. Additionally, chapter 2 contains information on emergency
loan losses that we obtained from UsDa budget records.

Detailed information on individual borrowers came from a random sam-
ple of delinquent emergency loan borrowers in 13 case-study county
offices—d in Georgia, 4 1in Mississippt, and 5 in Texas. We judgmentally
selected these county offices because of their high and low delinquency
rates and locations in different parts of the states, which provided good
geographic coverage and or diverse farming operations. The informa-
tion on these borrowers was projected to the 13 case-study county oftice
universe and was obtained and used in thus report for itlustrative pur-
poses. The information 1s not projectable nationally

Using FmiA county office Status Reports of Farmer Program Accounts,
which showed borrowers™ loan starus, we determined a universe of
1.388 borrowers within the 13 county offices who were delinquent on
one or more emergency loans as of December 31, 1935, We then selected
a sample of the delinquent emergency loan borrowers from each state.
We stratified the sample universe, randomly selecting 253 horrowers
who were less than $1 million delinquent and all 28 borrowers who were
$1 million or more delinguent on emergency loans In reviewing borrow-
ers’ loan files. we found that 3 of the 253 borrowers were only tempo-
rarily delinquent because of local FmHA actions. Thus, we reduced the
number of sample borrowers from 281 to 278, propourtionately reducing
the universe to 1,372, which we use in projections in chapters 3 and 4 In
addition, from among rhese sample borrowers. we developed six case
studies that illustrate the various factors contributing to their delin-
quencies. (See ch 3 and app VI Appendix IV contains information on
sample sizes for each state and county office visited.

To ensure consistency m gathering and reporting informaton on sample
borrowers. we developed and used a standard data collection instrument
to interview and record mformation from county supervisors and staff
We primarily relied on the county supervisors” and staffs” knowledge. or
imformation we or they obtained from loan files. to document each bor-
rower’s financial and farming operations, reasons for delinguencies. and
amounts of uncollectible debt. Officials in the 13 county offices also pro-
vided opinions on whether Fmiia could assist the sample borrowers to
restructure their debt or retain their homes and or land through use of
provisions contained in rhe Food Security Act of 14935

Page 1Y GAO RCEDXS-4 FmHA Emergency Loan Progran



Chapter 1
Introduction

We obtained comments from Fmita national, state, and county office otfi-
ci1als about the emergency loan program and the reasons tor delinguen-
cies. In addition, the information recorded on the data collection
instruments for delinquent borrowers was obtained from county office
supervisors and themwr staffs. On the basis of our knowledge of the emer-
gency loan program and a limited review of loan files at the county
offices, we believe that the FniHa officials generally provided rehable
information on the program and on individual borrowers” problems,
operations, and financial conditions
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Chaptrer 2
Development and Financial Status of the

Emergency Loan Program

emergency loans totaling about $1.6 billion, an average of about $67.4
million each vear. FmHA had no ceilings on emergency loan amounts,
minimum qualifying loss, or restrictions on the size of farm operation
that could receive an emergency loan, as long as the operator was
unable to obtain sufficient operating credit elsewhere to finance actual
farming needs. According to FmHa officials, borrowers repaid 94 percent
of all emergency loans during this period.

Prggrg_m Benefits Program changes introduced in 1970 and extended to additional borrow-
Increased and Debt ers in 1972 contributed to dramatic increases in the number of emer-
Cancellation Allowed gency loans made, the total dollar value of those loans, and the

- - . government's cost for the loans,
Between 1970 and 1973 '

The Disaster Rehet Acr of 1970 ¢P.L 91-606) introduced many major
changes in the emergency loan program that led to dramatic temporary
program increases following the enactment of Public Law 92-385 in
1972, The 1970 act and implementing regulations ¢ 11 suspended the
statutory ehgibility requirement for showing inability to obtain credit
elsewhere, 1 21 included an automatic principal debt cancellation of up to
$2,500 for that part of an emergency loan in excess of $500 for a major
disaster declared by the President and not compensated for by insur-
ance or otherwise, 13 authorized deferring interest and principal pay-
ments during the first 3 vears of a loan. and 1 1) extended these benefits
to vietims of disasters declared by the Secretary of Agriculture. as well
as by the President. The 1972 act expanded these program benefits by
increasing the cancellarion feature up ro $5.000, dropping the previous
$500 front-end payment requirement, and lowering the interest rate to 1
percent. The 1972 act also restricted the benefits added in 1970 to dam-
age incurred between June 30, 1971, and July 1, 1973,

The impact of these program changes, particularly the 1972 changes,
can be seen in the dramatic increase in loans berween fiscal years 1972
and 1973 and later debr cancellations In fiscal vear 1972 Fmlls made
12979 emergency loans totaling about $103.9 mullion The following fis-
cal yvear FmHA made 128,667 loans totaling about $557.8 million. In addi-
tion. the cost of debt cancellarions increased from about $7.4 millon in
response to the limited forgiveness in fiscal years 1966 and 1967 for
Hurricane Betsy 1 1965 oans to about 519 5 million for fiscal years
1973 through 1976 These costs do not factor in additional costs to the
federal government tfon subsidized low-interest rates or eventual loan
defaults
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Chapter 2
Development and Financial Status of the
Emergency Loan Program

repayment within | yvear or when the financed crops or livestock were
marketed.

The second new loan type established a purpose for emergency loans
that had been specifically excluded since 1967 —major adjustments to
the borrower’s farming operation. Borrowers could use major adjust-
ment loans, among other things, te purchase additional real estate, mod-
ify operations, refinance debts, improve buildings, purchase production
inputs, or develop land and water resources. Interest rates for major
adjustment loans. like those for annual production loans, were at higher
rates than for actual loss loans. FmHA generally scheduled major adjust-
ment loans for repayment within 7 yvears, but repayment could be sched-
uled over 40 years if the borrower used real estate as security.

Changes Made Between
1980 and 1985 to Restrict
Program Coverage
Hampered by Agency and
Borrower Actions

In response to increased program costs, delinquencies, and losses, FmHA
and the Congress took steps in 1980, 1981, and again in the Food Secur-
ity Act of 1985 to tighten emergency loan program features. However, a
liberal FmHA loan policy and borrower actions hampered efforts to
tighten the program until 1985. Some statutory and administrative
changes made in 1980 and 1981 included

limiting loan amounts to $500,000 or the amount of actual loss ( which-
ever is less) for each disaster,

setting termination dates for phasing out annual production and major
adjustment loans,

reducing the period authorized for receiving subseguent annual produc-
tion loans from 6 to 3 years.

establishing a maximum combined principal indebtedness of $1.5 million
per borrower for emergency annual production and major adjustment
loans for fiscal year 1980 to be phased down to $0.5 million during fiscal
vear 1982 and no such assistance be made in fiscal year 1983 and suc-
ceeding vears,

limiting eligibility to applicants who are unable to obtain credit else-
where (this requirement had been briefly dropped),

increasing the minimum production loss from 20 percent to 30 percent
as the eligibility entrance level for applicants,

reducing rhe maximum amount of an actual production loss loan from
90 percent to 80 percent of the total calculated production loss, and
prohibiting use of emergency loan funds for any expansion beyvond the
predisaster “normal * farming operation.
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Chapter 2
Development and Financial Status of the
Emergency Loan Program

Financial Status of the
Emergency Loan
Program

and implementing regulations, restricted emergency loans to borrowers
(1) who operate family-type farms and (2) for whom federal crop insur-
ance was not available. The last feature became effective in January
1987.

The emergency loan program experienced large increases in outstanding
principal and delinquencies over the 10-year period between June 30,
1977. and June 30, 1986. Qutstanding principal grew from about $1.4
billion to about $9.5 billion, and principal owed by delinquent borrowers
increased from about $217 million to about $6.5 billion. Delinquent pay-
ments increased from $58 million to $4.1 billion, while payments over 3
vears in arrears grew from $8 million to $3.1 billion. (See fig. 2.1.) Loan
losses also increased from about $14 million to abourt $205 million
between fiscal yvears 1977 and 1986. In addition. borrowers with emer-
gency loans are in poorer financial condition than other FmHa farm loan
borrowers, and borrowers with delinquent emergency loans are, on
average, technically insolvent with debts exceeding assets. (See table
2.4

Outstanding Principal
Increased

The total emergency loan outstanding principal increased substantially
between June 30, 1977, and June 30, 1986. The emergency loan porttolio
grew rapidly between 1977 and 1981 as a result of natural disasters
occurring in 1978 and 1980 and expansions in the program. The portto-
lio then remained at about $10 billion each year from 1983 to 1985
before decreasing to about $9.5 billion on June 30. 1986. (See fig. 2.1.)

During the 1¢-year period between 1977 and 1986, the dollars loaned
increased dramatically to over $1 billion in each fiscal year from 1977
through 1984, except for 1983 when the Payment-in-Kind program was
in effect. Beginning n tiscal year 1985 and continuing through fiscal
yvear 1986, the dollars loaned dropped dramatically as FmHA phased out
its annual production loans. terminated 1ts continuation policy, and
implemented features of the Food Security Act of 1985, 1See table 2.1,
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Chapter 2

Development and Financial Siatus of the

Emergency Loan Program

Table 2.1: Emergency Loans (1949-86)

Doliars in milhons
Fiscal Year
1949 '
1950

1951

1952

1653

1954

1955

1956 '
1957 -
1958
1959
1960
T
1952
1964
1965
1966
1967
1968
1989 000
1970

Number Amount

- R $10
T T T s T
77777777 13200 203
- 31304 T 344
T 35348 440
_____ 6361 935

T T osg472 89 2
T 45847 70
s T 62

T B 21260 635
””” 11405 - 399
- a.203 230

i 7941 266
- 20 861 B33
193 5825
152 502

Tzz290 - 784

- 24371 1005
S mana 946
T 2228 082
- 20 686 1Ma~
_______ 12778 894
T YR 1276

- 12974 108 @

) 8887 - 55T e
- 27 434 128 3
S agers T 13s0
- agass 5192
- 35,769 11784
) S Bgne 3411 8
- 62913 28716
- o 54 394 222665
- 138 990 51125
- S 42883 21734
S e 5659
R 34997 10520
T T 14,060 190 G
i 5584 217 8

Source FmMHa Emergenc, Dh voon Jdata
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Chapter 2
Development and Financial Status of the
Emergency Loan Program

payments and most likely will fail. From 1981 to 1986 the percentage of
emergency program payments delinquent over 3 years has increased
from 21 percent to 77 percent. As of June 30, 1986, almost 70.000, or
about 47 percent, of the 149,471 emergency loans were more than 3
vears delinquent. (See table 2.3.)

Table 2.3: Number and Amount of
Emergency Program Delinquent Loans
by Age as of June 30, 1986*

Percent

delinquent

1 year 1-2 2-3 3-4 Overd over 3
 orless years years years years Tolal _ years
Loans 47423 8878 13 498_ 19485 50187 149471 B 47
Dollars imillions ) 286 $e88 $354 $734  $2414 B4 07 b

*Data sorled b, dehnguesnt Borrowers

Quurce GAD anal,s1s of FmHE 4cihue Borrewers Delnquent Repart dala iIFmHS report code 6161

Emergency Loan
Borrowers in Worse
Financial Condition Than
Other Program Borrowers

One way to measure a borrower’s financial condition is to contrast the
amount of money the borrower has invested ( assets) with the amount
owed (liabilities ). A low debt-to-asset rario indicates overall financial
soundness and risk-bearing ability. Real estate usually comprises the
major portion of the farmer’s assets, and liens on real estate usually
comprise the major portion of liabilities.

UspA's Economic Research Service classifies borrowers' financial condi-
tions using four categories of debt-to-asset ratios:

Under 40 percent. Borrowers generally have few financial problems and
very strong net worth  no apparent financial problems?.

40 to 69 percent. Borrowers have problems meeting principal payments
but have adequate net worth (serious financial problems ).

T0 10 99 percent, Borrowers have problems meeting principal payments
and current interest due and have declining net worth (extreme finan-
cial problems).

LOO percent or more: Borrowers have severe problems meeting principal
payments and interest commitments (technically insolvent).
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Chapter 2
Development and Financial Status of the
Emergency Loan Program

Figure 2.2: FmHA Direct Emergency Loan
Losses, Fiscal Years 1977-86

300 Dollars in Millions
250
200
150

100

77 78 79 80 81 82 83 84 85 86
Fiscal Years

Source USDA budget records
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Chapter 3
Many Factors Contribute to Emergency Loan
Delinquencies and Losses

rersonal problems. An additional 42 percent of the farm operation fail-
ures were attributed to borrowers’ unsound farming and financial prac-
rices, and 10 percent of the failures were attributed to high FmHa debt.
In addition, a March 1983 Office of Inspector General report- stated that
FmHA had made emergency loans to borrowers who had not (1) made
honest efforts to pay, ( 2) applied successful production and manage-
ment practices. and (:3) maintained and accounted for security property.

Table 3.1 shows the county supervisors’ responses regarding the 278
sample borrowers, grouped into three broad categories—external ele-
ments, borrower practices, and program features—and projected to a
universe of 1.372 delinquent emergency loan borrowers in the 13 county
offices. Because we were counting borrowers, not factors, an individual
was counted only once in each category even though more than one fac-
tor included in thar category may have affected the delinquency. For
example, a borrower who experienced weather disasters and personal
problems and demonstrated unsound farming practices would be
counted once under external elements and once under borrower
practices.

Table 3.1: Projected Results of Major
Factors Contributing t0 Emergency Loan
Delinquencies in Case-Study County
Offices

~ Borrowers Total®
Categories Georgia Mississippi Texas Number Percent
External elements 248 152 480 ’ 879" 64
Bortower prachces Rk g 158 ’ 506 a7
Program features a0 T 1z 289 2

*The 13fal numper o borrcasr - does nol add 1 1 372 and the percenl ot urn.erse will add 10 mare than
100 because mar, delinquend s Lere alinbulad 1 mare than one mapor facior For 27 delinipuenc e s
na maor factar could be wennhesd

FTolal A9es Nol 330 L€ au i 1 rourling

Source AT anal, 33 of data btaned on sample Do s

External elements are primarily uncontraollable, but berrowers’ unsound
farming and financial practices and program features can be controlled
by either the borrowers, FmHa servicing actions, or changes 1n program
legislation.

In the county offices we visited, county supervisors told us that certain
unsound farming and financial practices of borrowers contributed to
loan delinquencies. These practices would appear to be generic and

-Farmers Home Adnunistraton, Emergeny Loan Program. Depr Managemen for Delinquent Bortow -
erstWashington DC - Andir Report 014635-2- A1 Mar 31 1983,
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Chapter 3
Many Factors Contribute 1o Emergency Loan
Delinquencies and Losses

Table 3.2: Unpaid Principal and
Delinguent Payments by Type of
Emergency Loan, June 30, 1986

Dollars in billions

Unpaid principal Delinquent payments

Percent Percent

Loan type Amount of total Amount of total

Total actual 1635 ' T e n _ 29_4
E «panded co.erage - S

7r.ia]€;r adjustment oaT I 3

 Annual producuonw T e R

Total 53 568 27 70.6

Total $9.3 100.0 $3.8 100.0

Saourts GAD anal, @5 ot Spate s e ot Farmer Frogram Ac 2ounl: (FmHS repart cone S,

High-Risk Nature of
Emergency Loans

Emergency loans are more risky than FmHA’s other farm loans because
they are made to help farmers recover from losses rather than generate
new income. This fact was emphasized in January 1986 hearings before
the Senate Committee on Agriculture, Nutrition, and Forestry, when
UsDA’s Under Secretary for Small Community and Rural Development
testified that

“Inour basic Real Estaute and Farm Operatung Lean Program. we are making loans to
produce a product which we expect to earn income and provide repavment ability
In the case of disaster loans however. we are artempting to replace lost income with
lent maney that has to be repaid and tor which there 1s no expectation of imcome n
effect, to really provide that repayment capability  And so the Disaster Program, in
and of itself. has a bialt i hugh risk of not being able to effectively repas those
loans

The "Continuation Policy™

As stated earlier Fmlia mitiated a continuation policy in 1982 that
allowed borrowers to abtain additional emergency annual production
and regular operating loans without their showing the ability to repay
principal and interest on existing loans. Although this continuation pol-
icy allowed rmHA to avoid liquidating many delinquent borrowers, it also
increased emergeney loan debt and. to some extent, delinquencies.

In 1983 the uspa Office of Inspector General reported: that liberal FmHA
loan policies allowed additional loans to borrowers who had not repaid
prior indebtedness Specifically, the report described FmHa’s credit poli-
cies and loan-servicing activities as follows:

“Washington DC - Audir Reps ot o -83%:-2- A1, Mar 31 193,
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Many Factors Contribute to Emergency Loan
Delinquencies and Losses

Large Loan Losses
Expected

delinquencies increased about $2.1 bilhon. Fmia officials at the state
offices in Georgia and Texas, and one county supervisor in Georgia,
mentioned the lawsuits as a major factor that increased the emergency
loan delinquencies.

The suspension on foreclosures was reestablished on June 2, 1987, when
the same federal district court enjoined FmHA from accelerating certain
delinquent loans or initiating foreclosure action on delinquent borrowers
until Fna provides corrected adverse action notices to these borrowers.
These notices directed the borrowers 10 contact FmHA within 30 days to
attempt to resolve their delinquencies. The notices also provided that
liquidation procedures would be instituted if the borrowers either did
not contact FmHa within the required time frame or could not resolve
their delinquent status through a variety of servicing actions such as
rescheduling or deferring loan payments. The court ruled that the chal-
lenged notice procedure violated due process guarantees contained 1n
the Constitution because it did not give farmers enough information or
an adequate opportuntty to apply for the FmHA programs available to
prevent foreclosure The government has appealed the ruling. Since the
previous suspension of foreclosure action for about 3 years contributed
(o the accumulation of large amounts of delinquent debt, another long
suspension could further increase delinquencies and loan losses.

Delinquent loans eventually lead to loan losses it the accounts are not
made current and. in rthe case of liguidauon. if the proceeds of the sale
of loan collateral are not sufficient to recover the debt. Regardless of
why delinquencies ocenrred or the reasons why borrowers accumulated
large amounts of delinguent debt, the longer the delingquencies remain
unresolved the larger the loan losses will be. This increased loss will
occur primarily because interest will have continued to acerue and the
value of the loan colliteral rland and equipment ) will likely have
declined.

The potential losses 1 FrHA’s farm loan programs, including its emer-
gency program, are far greater than what has been experienced thus
far. On the basis of our analysis of an Figa internal study conducted in
July and Augnst 1985 we estimate that rmHa coudd lose as much as $7.8
billion of its $27.8 hllion farm loan portfolio, including about $5.2 bil-
lion from farm loans to borrowers delinquent on emergency loans as of
June 30, 1985,
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Delinquencies and Losses

In 1978 this cotton and soybean producer. who owned 1,157 acres and
leased about 740 acres of farm land. obtained tour emergency loans
totaling $615.871. The loans included $253.860 to cover losses resulting
from a 1977 drought and. under the 1975 expanded program provisions.
a $130,710 annual production loan and a $2:31,300 major adjustment
loan to assist in repayving existing loans The borrower reported a net
worth of about $208.000 on his 1978 loan application.

As shown in table 3.3, the borrower received actual loss loans each year
from 1978 through 1981 and emergency production loans annually from
1978 through 1983, despite rapidly declining net worth and increasing

dehnquency.

Table 3.3: Summary of Borrower A's
Emergency Loan Debt

Emergency loans

Annual Cumulative
Year Actual loss production Total delinquency Net Worth
1976 $253.860 $130710 $615870° o  +$207 560
1979 122500 S 27500 250 000 COBI0S800 4 255477
1980 39481 225520 265000 242000 + 79037
1981 134,689 153640 286320 165000 15577
1982 0 © 200000 200000 100 000 L 279544
1983 0 CoToo00 TOO00 TOo000 576 104
Total $550,520 $907,370  $1,689,490° o

Tres rotal nciades A 231 300 g atustmeat Laan

Source Borraaer s FmHe L, e

An entry in the borrower's record from a November 1982 county super-
visor's visit to the borrower’s farm stated that the borrower would not
meet 1982 farm operating expenses and had no excuse for not doing so.
considering the number ot acres planted and the loans received. The
entry also revealed that this borrower had demonstrated poor manage-
ment practices, which resulted in the lowest yields in a good farming
area. The county supcrvisor's entry concluded by stating., “don’t believe
borrower can succeed taking under consideration debts and management
ability.” Despite the borrower’s high delinquency and poor farming rec-
ord, however, he received a $70,000 emergency annual production loan
in 1983 because of the automatic eligibility for this type loan at that

time.
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Many Factors Contribute to Emergency Loan
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Table 3.4: Summary of Borrower B's
Emergency Loan Debt

Delinquent
Original loan Percent principal Percent
Emergency loan type  amount  oftotal and interest o 70_1 total
Actuatloss - $806 110 W2 8s83ar 71
Annual production - *@:5.00077 77’94 7144 207 86j
Major adjusiment - 815000 ) 103 535 704 ~ 65
Total $7,876,110 99.9° $8,263,358 100.0

*Tolal does not add 1o 100 perient Pecause of rounding

Source Borrower's FmHA 1nan nig

The county supervisor attributed this borrower’s delinquency to both
the high-risk nature of emergency loans and program expansion to
include annual production loans. FmHa expects to lose about $8 million in
uncollectible debt when the borrower’s security is liquidated.
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Recent Program Changes Should Help
Resolve Some Past Problems but Will Limic
Future Participation

During calendar year 1986, FmHa classified 54,100 delinquent farm bor-
rowers as being in monetary default and initiated action to resolve these
defaults. As of December 31. 1986, 20910 defaulted borrowers had
made their accounts current through various ways. such as restructur-
ing debt and catching up on their payments. (See table 4.1.) Of the
remaining 33.190 defaulted borrowers, 18,500 borrowers™ defaults had
not been resolved. 1.860 had filed bankruptey, and 9.830 had received
aceceleration notices from FmHa that liquidation of their accounts was
imminent.

Table 4.1: Methods of Making Delinquent
Borrowers' Accounts Current During
Calendar Year 1986

1
Frequency of application®

Method Number Percent
Borrowers pad delngquent g0l 3850 7
Another lerder refinanced FmHAdenls 315 1
Borrower restruclured farm aperation and dedt b 546577 S
portion of assels 222 1
FmHA restructured detct 12623 55
FmHA deferred debt T 7247__ - 7’*
FmHA subordinated lier 1 uaﬁrnliueTlr;nder R
Borrower Ilqmdalemnn propert, - —2@5_7 R E:
Otner runspecihiedt) e o«
Total - 2292 100

'The Metnods of rescl. ) Aetaulls Lolal mors than the 20 910 porrs 2
ACCOIUNTS Currenl Decauss

Sho used them 10 Mgk e thear
ST DDA ASrE el e, a C‘C-lﬂunﬂllﬂﬂ ot methong

Saurce FMHA & Ser wn) Son, Repoft a3 of Januar, 31 1987

Loan-Servicing Options
Not Always Successful

Despite FmHA's attempts to help borrowers make their accounts current,
many borrowers will not be able to resolve their financial problems and
will leave farming either voluntarily or through liquidation. For exam-
ple, from our 13-county office sample of delinquent emergency loan bor-
rowers. we project that about 18 percent were no longer actively
farming. During calendar year 1986, 1,303 FmHa borrowers nationwide
liquidated their accounts by various means, the most prevalent method
being the selling of security property and applying the proceeds to FmHA
loans. (See table 4 2
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Recent Program Changes Should Help
Resolve Some Past Problems bur Will Limit
Future Partcipation

Table 4.3: Projected Results of FmHA
Servicing Actions in Case-Study County
Offices as of September 30, 1986

]
Number of Percent of

Method borrowers borrowers
Borrowers current S

Borrowers paid delmqueﬁl depl o I T 3%
FmHA restruciured dett 325 286
Totat - o - 366 32.2
Borrowers liquidated

FmHA foreclosed S EEETF 103
voluntary con'vey-anceiro FriHs R N 248 1B
Other lenders foreclosed - 4 03
Borrowers filed bank nfpﬂ:. S I 84
Total o - a4 408
Action pending

No action taken ' S - 118 ) 1‘0_4
Options exhausled bul r a S 116 10z
Borrowers appealed rewfm:?ﬁcfm' - - 53 a7
Total T o ' 287 25.2
Other 21 18
Total® o - S 771','15"” ~100.0
Delails go nat add lo ralal

"AR adALORal 235 NOMC S Aere TEINQUENRT Dul N Set g al hans e Taken

Source Resulls of Serimng achons wer2 £ased on FmHA Count, SULET. 18005 Sfamdns and vwears Gro:
jected Iram a sanple ot Lor =15 Mith delinguent emerden:, 16ante from 13 count . ativzes in Geongia
Mizsiszipp and Tewas 15962 s |oand .

Few Borrowers Will

Qualify for New Servicing

Options

The Food Security Act of 1985 made available two additional servicing
options, the conservarion easement pregram and softwood timber pro-
duction, for which implementing regulations were proposed in January
1987 On the basis of opinions of FmHa officials in the national office and
in our 13 case-study county offices, few borrowers will be able to take
advantage of these servicing options because of their inability to demon-
strate repayment ability on their remaining debt.

The conservation casement program provides for the acquisition of
easements in wetland. upland. or highly erodible land belonging to delin-
quent FmHA borrowers Easements, which will be obtained from FmHa
borrowers by cancelling a portion of their debt, must be for a period of
at least b0 yvears and used for conservation. recreational, and or wildlife
purposes. To qualify for this option under the proposed regulations, the
borrower must
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Future Participation

opinions on the likelihood that our sample of delinquent emergency loan
borrowers could qualify for these two options Table 4.4 shows that
county supervisors believed that about 3 percent of the applicable delin-
quent borrowers in the sample county offices would qualify for the con-
servation easement or softwood timber options

Table 4.4: Likelihood of Delinquent |
Emergency Loan Borrowers in Case- Softwood timber
Study County Offices Qualifying for _Conservation easement production
Conservation Easement or Softwood Likelihood Number Percent Number  Percent
Timber Production deeuld qualf, o 3 5 DE
Would nat quabl, RN 957 L 9 3
i crpur.mr.ﬁ? 12 36 14
Total® 1,076 1.0762 100.02

Cretanls A0 rsn 23d vasal

"Thes

NGNS et Tl gl AUk Lt 3ddih 2l 20l gosnt Dorns s ers e

U3 FioHs &gl e

thern e TY 2= T SRS FEC B B LT o N LT G Pt TR ) B W T =Y o I i 22 ey Thear
debr
Joalze The umile GV - 0 2T PRoEnl b 0L 3 5 amp 12 08 3Shusnt <MienJ8ne Kam Do .ers

o T saan e RS F s s and Teeas ot Ioan

= o

Few Borrowers Will It delinquent borrower aceounts cannot be made current through loan
Qllalif\-' for Assistance servicing, FmHA plans to hlquidate the accounts—sell borrower assets to
After :\C(‘Olmts Are recover Fmila loan funds Short of debr forgiveness, rmHA has hmited

options available to assist borrowers unable to repay ther loans after
extensive loan servicing Fmia does not consider debt forgiveness to be a
viable option to help delinguent borrowers because forgiveness would

i 11 be inequitable to borrowers who are repayving their loans and 121
make 1t increasingly «bifficult to obtain loan payments tfrom borrowers i
the future.

Liquidated

The Food Security Adt ot TH85 contained two provisions designed to
assist qualitied Fuita borrowers whose loan accounts have been liqui-
dated through foreclosure, voluntary conveyvance, or bankruptey pro-
ceedings. The first provision gives the previous owner or operator of the
farm property the first opportunity to lease the property, with or with-
out an option to purvhase The second provision creates a program to
help farmers retam their dwellings. Of rthe 54,100 borrowers in mone-
tary default as of December 31, 1936, 4303 were liquidated and thus
eligible for these two aptions. As of March 31, 1987, only about 200 bor-
rowers have been approved for these options, with over 250 more hav-
ing applications pending. sice the regulations were published 1in March
and April 1956 Acoce g to Fmlla’s Assisrant Administrator for Farmer
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Recent Program Changes Should Help
Resolve Some Past Problems but Will Limit
Future Participation

more liguidated farmers may qualify for dwelling retention, but the
farmer would have to pay market-rate rent for the dwelling and would
most likely not have enough land or equipment to continue tarming; and
those borrowers whao will be able to qualify for dwelling retention will
most likely do so on the basis of nonfarm income. which means that they
will probably no longer engage in farming.

The national statisties. which demonstrate that thousands of borrowers
are in financial trouble, and our work 1n Georgia, Mississippi, and Texas
supported the Assistant Administrator's opinions. As of March 31, 1987,
FmHA had approved only 57 dwelling retentions and 115 leases with
options to purchase furm property since the regulations were issued in
March and April 1936, respectively. As shown in table 1.5, county
supervisors in the 13 case-study county offices indicated that only about
5 and 15 percent of delinquent emergency loan borrowers likely would
qualify for the lease purchase and dwelling retention options.
respectively.

Table 4.5: Likelihood of Delinquent
Emergency Loan Borrowers in Case-
Study County Offices Qualifying for
Lease With or Without Option to
Purchase or Dwelling Retention

FmHA and the
Congress Have Taken
Actions to Limit
Future Emergency
Loan Debt

|
Lease with option to

purchase Dwelling retention
Likelihood Number Percent Number Percent
Woukd qualf, =7 8357 4@
Would nof quant, s TR 920 855
No apinicn e o0
Totalt 1,076  100.0° 1,076  100.0°

Cheranls o rear 233 12 Lot al

"These Apiang mers il g

TR Do gl e urresni| o
Tzl

Sounce The number o et ors as LEOpcTEd Do 3 2 3mphs S amengsn, nan Borigeerd e 17

Conl, athoes n |‘3.;-.'j.rg|3 Pl s sippe and TEeds voee ape: Tooaned L

FmHA and the Congress have taken actions to eliminate the factors that
contributed to the high dollar amount of delinguencies and loan losses 1in
the emergency loan program. These actions, however, will limit both the
number of farmers who will qualify for future emergency loan assis-
tance and the size ol loans provided The emergency loan program now
covers only actual losses—as it did from 1949 to 1975, Fmita has also
reemphasized the reguirement that borrowers have both adequate
security and repay ment ability before approving emergency loans. In
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Issues for Consideration by the Congress

Who Should Provide
Disaster Relief?

While the Congress and Fmiis have taken a number of actions to help
resolve the high rate of delinquencies and loan losses in the emergency
loan program, the Congress may wish to consider two issues in deliber-
ating future policy on disaster assistance to farmers.

What should be rhe government’s responsibility in providing disaster
relief to farmers?

What policies would best help farmers recover from disasters while pro-
tecting the government's financial interesrs?

FmHA can point to record levels of loan-making activity as indicators of
how well it responded to farmers’ needs: however, credit cannot serve as
a substitute for income over time. Farming is a business and. like all
businesses, has certain risks. The question is: How much risk should the
farmer assume versis the government and ultimately the taxpayer?
Prudent business managers make decisions to minimize risk and to pro-
tect the business from events beyvond their control. Although disasters
can be considered farming risks bevond farmers” control, farmers can
protect themselves rom disaster-related losses. Various types of insur-
ance—crop, hazard. tlood, etc.—are available to cover the likelithood
that disasters will aftect thewr farming operations.

Notwithstanding the means by which farmers could protect themselves
from disaster losses the government has traditionally borne a good deal
of the risk by making available low-interest loans and. for a period, debt
cancellation features tor some loans. With the passage of the Food
Security Act of 1935, the Congress shifted the burden of protecting
against disaster losses more to the tarmer. Features, such as requiring
crop nsurance as a condition of eligibility for emergency loans, restrict-
Ing loans to family rarmers, and limiting emergency loans to those who
are unable to obtaun «redit elsewhere, will limit the amount of assistance
that family farmers will be able to obtain Thus, family farmers will
have to take steps 1o control disaster risks, not only for their own pro-
tection but also to remain eligible for government credit assistance.

The Congress has since temporarily shifted part of the burden of pro-
tecting against disaster losses which occeurred during 1986 back to the
government with the passage of FmHA's fiscal vear 1987 appropriation
(P.L.99-500; P L. 99541 ). Section 6331 B of this law provided for disas-
ter payments to eligible producers for production losses due to droughr,
excessive heat, hail. or excessive moisture in 1986. The payments would
not be direct cash pavments or loans but would be in the form of

Page 53 GAO RCEDS8-1 FmHA Emergency Loan Program



Chapter 5
Issues for Consideration by the Congress

farmers who could have repaid actual loss loans incurred additional
debt that they could not repay. Those farmers now face financial ruin,
and both they and the taxpayers will lose.

The consequences of expanded benefits and liberal loan policies are
expressed not only in terms of increased cost and losses to the govern-
ment but also in human terms. Loan losses result trom liquidated loan
accounts where the proceeds of collateral sales do not equal the value of
the liquidated loans. This literally means that the affected farmers not
only lose their property but also incur a liability for the balance of the
debt. This may affect their future earnings potential whether in or out
of farming. Large debt loads, whether delinquent or current, also affect
farmers’ ability to obramn financing for normal operations and especially
to help recover from furure disasters.

Currently, the emergency program restricts loans to farmers who have
suffered actual losses, and Fmia has tightened its credit policy. These
changes should make for a more viable emergency loan program that
may be more beneficiil ta farmers in the future. However, should future
oceasions arise to broaden eligibility and expand benefits when disasters
are widespread. as in the case of the 1986 drought in the Southeast. the
Congress and FmHA should look to the lessons learned from past excesses
and resist making policy decisions that could create additional problems
for farmers already overly burdened with excessive debt.

We believe that Fmtiy » return to more sound, prudent lending practices
and the tightened eligibility requirements for the emergency loan pro-
gram are steps in the nght direction for a viable emergency loan pro-
gram that will strike a proper balance between helping farmers recover
from disaster losses and protecting the government's and the taxpayers’
financial interests
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Request Letter From the Chainmman.
Subcommittes on Agriculture. Rural
Developmenlt. and Related Agencies, Senate
Comniittee on Appropriations

The Honorable Charle: A0 wether

The Farmers Home Adwintsteation clearly has a problem on
1L: hands with the emerqgens, disaster prograw., and [ believe
that DOth the (ondress and FuHA can benefirt from an analysis
of this program by the 600, Consequentl,, [ request that GAQ
review the emerqenc, diisirer program Lo deternine why the
Jdelinguend/ rate 1% 1o high snd what alternative: are avallable
1o deal wath rhe debt that ma. be wncallectible. [ would 3lso

e GAN Lo review hiov the energenc, disaster proqram has
evalsed gver the past ceveral gears, including the changes
mandatea b, tne rongd 2C1 0, ACT QT 1905, ated provide ‘;LI-‘,I-JES-
trens for changes 1n 1233 tation and. o progeam requlations
and opsrationg boomake Ehe predgean function mare effectiuel,.

With Lindest raqard

ncerel

THAD COCHPAN

rhairman

Subwamnitree an Agriculture,
Pural Developnent, and
Pelated Agencies
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Appendix [0
Delinquent FmHA Major Farmer Program
Direct Loan Activity. June 30, 1986

Total
outstanding
principal
Total Total Total owed by
delinquent delinquent delinquent delinquent
State/territory borrowers loans payments® borrowers®
Ohio 2046 533 1008 C2es T
Oklahoma B 5661 BT 2113 5387
Cragon 1435 26ty BY 5 145 7
Pennsylvania N 1 2an w1 857
Puerto Rico 1343 1Tar 199 503
Rhode Island s 2 05 14
South Carolna 3062 7040 126 G 2506
South Dakola - 6651 14081 1682 53T
Tennessee iTed 88T 151¢ R YT
Teras B 954 23914 566 875G
JUlah L L ax 3
vermont B " 7 oI v
Virgin islands k- T 07 L
Virginia - 263 551 BT 1634
Wasnunglonii i 1235 2365 61 136 0
V\?ésﬁ[ngmm o a3 69,3 T 220
Wisconsn L 981 9% 832 269
Wyoming 02 o106 266 ER
Total 155402 331,369  $6,833.2  $13,453.4

"The tatal for Ashnguent pa, ments

ual state and termior, amwunl s e 3use of roundin.g

Cource FmHA Repor! < ote v
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Appendix III
Delinquent Emergency Program Direct Loan
Activity. June 30. 1956

Total
outstanding
principal
Total Total Total owed by
delinquent delinquent delinquent delinquent
State/territory borrowers loans payments? borrowers?
Ohio s 21 - 114 N
Sramoma a4 4z s
Cregon 7 » i 234 T4
Penrs,l.ama - K
Puero Rice n 18R 1a
Rnode Island ) 2 I T
South Carchna 15 IREIR RO :
Soulh Dakota N £873 0 Tagr G2 1)
Tennessee 1405 3387 659
Teas 3548 azTre 4303
Utan R T
vermont 5 < an
Virgin 1slands i 4 s 007_ o __
'-."|rg|n|a - 1 1.4_7 o _3 14______—52__ o G
Washingtor e
Wesl virgma e 3 as
Wisconsn Ter 188 215 1972
w,oming 144 o 1z oG
Total 50,138 156,879 = $4,0650  $6,4625
‘Thie tolal tor debnguent pa ments and Sutstanoing pondgal ma, te shghtl, Ditsrenl irom the ndid
ual slale and ternlor, amount s bl ausé Of Runding
VMG EMEIgEneT, 10N It LT Sk 3

“The ngurs 13 1633 than Bo0s noliar

Source FmiHA Repuan Joals o
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Statistical Estimates and Assoclated

AA L AL VAL LVUA A BAAJIMI S ARV,

Sampling Errors

This appendix lists the statistical estimates for the attributes examined
in our random sample of delinquent emergency ioan borrowers in 13
county offices in Georgia, Mississippi. and Texas. (See app. [V.)

Because we reviewed a statistical sample of borrowers. each estimate
developed trom the sample has a measurable precision. or sampling
error. The sampling error is the maximum amount by which an estimate
obtained from a sample can be expected to differ from the characteris-
tics of the universe. Combining the estimates with their respective sam-
pling errors yields confidence intervals, the lower and upper limits of
which are listed on the following pages. Confidence intervals are usually
stated at a certain confidence level—in this sumple, 90 percent. This
means that 9 out of 10 of all possible random samples of the same size
would yvield confidence intervals that would include the results obtamed
if the entire universe of all delinquent emergency loan borrowers in the
sampled county offices were reviewed.
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Scatistical Estimates and Associated
Samplng Errors

Estimate® Lower limit Upper limit
DCI® question or attribute . ~__ Number Percent ~ Number Percent Number  Percent
Do you expect this borrower 10 have an,
uncollectible deb! atter hgudation and
collection efforts have been exhausted”
Not applicable 297 e 242 177 352 256
No 126 Gl a1 66 161 nr
Yes 950 (A 889 64 3 1010 716
Total 1,372¢ 100.0
In your opinion would this delinquant borrower
qualify for any of the fallowing servicing
options?
Opuons not applicable because borroveer s
now or will be current and 15 expected o
remain so 29¢ 2148 241 176 350 255
Homestead provision for retention o principal B
residence and reasonable amount cf adjoning
land
No opimion—not knowledgeable about o o 7 o
option * 4] a0
Yes 157 11E 18 BE " ar 143
No 920 AR 858 62 5 951 5
Total 1,077 78.5
Reamoninzation ang; or rescheduling ot loan
payments with the use ¢f future revenues
produced from softwood imber crops planted
on marginal land
No opimion—not knowledgeable aboul o S B -
option * 36 I
Yes® 5 K| T T N
No . o 1036 " 978 713 1093 96
Total 1,077 78.5¢ o
Special consideration (first priority} tor 12asing h T o T
or leasing with the option to purchase from
FmHA land that borrower owned prior t¢
nquidation
No opinion—not knowledgeable abcut
option * 7 OR
Yes 57 12 T T o
No - 1013 R 955 B9 6 1072 T
Total 1,077 78.5 o
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Appendix VI

Case Studies on Delinquent Emergency
Loan Borrowers

Chapter 3 provides two case studies ( A and B) of delinquent emergency
loan borrowers illustrating why borrowers became delinquent on emer-
gency loans and how they accumulated large amounts of debt that they
likely will be unable to repay. This appendix presents four additional
case studies of delinquent emergency loan borrowers.

A soybean and grain producer, who owned 3,138 acres and leased up to

Ca'se Study C 1.650 acres, owed $4.7 million in outstanding principal and $2 million in
interest and was $4.8 million delinquent on emergency loans as of
December 31, 1985. The borrower had received $4.9 million from 18
emergency loans between May 28, 1976, and May 14, 1985. The bor-
rower filed chapter 11 bankruptcy in September 1985. According to doc-
uments in the loan file, the borrower’s debts ($7.3 million) exceeded
assets ($1.4 million) by $5.9 million as of December 6, 1985.

The county supervisor estimated that FmHa will lose about $5 million in
uncollectible debt from these loans and attributed this borrower’s delin-
quency and failure partially to unsound farming and financial practices.
As an example of the latter, the county supervisor indicated that the
borrower had used some emergency loan money for expensive automo-
biles and vacations. The county supervisor added that liberal FmHA
credit allowed the borrower to obtain additional loans and accumulate
excessive debt, even though the borrower was already seriously delin-
quent on existing loans and could not show repayment ability. Accord-
ing to notes in this borrower's loan file, state FmHA officials had
encouraged carryving the accounts as delinquent and making additional
loans to keep from foreclosing on the borrower.

\ In 1979 a corn, peanut, and soybean producer, who owned 127 acres

Case Study D and leased about 153 acres, obtained three emergency loans totaling
$71,200. The loans were obtained to cover losses resulting from a 197
drought and to pay other debts. In 1979 the borrower owed other lend-
ers about $166,000 and had a net worth of about $41.000. The borrower
received five more emergency loans totaling $173,100 in 1980 and 1981.
Only $40.000 of this amount was for actual losses; $133.100 was for
annual operating and major adjustment loans.

By 1982 the borrower was about $7:3,000 delinquent on FmHa loans and

had a negative net worth of about $9,000. However, pursuant to the
1982 FmHA continuation directive, the borrower received additional
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Case Study F

The county supervisor said all servicing actions have been exhausted on
this borrower. but FmHA had not started foreclosure action. The county
supervisor estimated that after all assets have been liguidated and
applied to the borrower’s debt, FmHA would probably have uncollectible
debt of about $400,000. The county supervisor attributed this bor-
rower’s delinquency to adverse weather, economic factors, and the high-
risk nature of emergency loans. However. on the basis of information in
the loan file, we believe that this borrower received additional loans
because of the continuation policy. This policy. plus the borrower’s deci-
sion to give priority to paying other ¢reditors, contributed to the delin-
quency. Further, this borrower had never qualified for an emergency
actual loss loan by suffering a production loss of 30 percent or more but
had assumed another borrower’s emergency loan. which is permissible
under FmHA's regulations

In 1976 a borrower who was in the grocery and service station business,
as well as row-crop farming. received a regular annual operating loan
from FmHa totahing $7.500. At this time, the borrower reported a net
worth of $87,109. The borrower received another operating loan for
$16,000 and two emergency loans totaling $217.500 i 1977. The bor-
rower used the emergency loan funds to pay annual installments on
prior FmHA loans ($18,526), private lender loans ($106,286), and
unsecured debts ($92.664). In 1978 the borrower received a $34,200
operating loan from Frdia and a $74,000 loan from a private lender.

In 1979 this borrower received four more FmiA emergency loans totaling
$159,640 and used the funds to pay FmHA ($67.884 1 and private lenders’
loan installments and to operate the farm in 1979. In August 1980 this
borrower received two economic emergency loans from FmiA totaling
$259.480 and $250.000 from the Federal Land Bank to change the major
farming enterprise to a dairy operation

This borrower received three emergency loans totaling $221,860 in 1981
and one emergency annual production loan for $70.000 in 1982, but
FmHA rejected an application for aloan of $275.000 in 1983 because the
farming operation exceeded the family-farm criteria In 1984 FmHA
restructured—rescheduled and reamortized—rthe borrower’s debt on
the basis of the borrower’s confidence in winning a pending legal suit
and meeting a new total installment payment of $24,444 by January 1.
1985, As of October 1985, the borrower had not made any payments on
the loans restructured in 1984, and the county supervisor recommended
foreclosure proceedings. i~ well as civil and criminal action against the
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Appendix VI

Caon Qindioac an Nalinauoaanse Emoragan
LB SRS O S UfGueng e rge i

Loan Borrowers

borrower because of apparent conversion and misuse of government
security.

As of January 16, 1986, this borrower owed FmHaA about $897,000 in
principal and $127.000 in accrued interest on loans totaling almost $1
million during a 7-year period. In February 1986 FmHA was informed
that the borrower had filed for bankruptcy. The county supervisor
attributed this borrower’s delinquency to unsound farming and financial
practices and expects that FmHa will have uncollectible debt of about
$600.000 after liquudating this borrower’s assets.
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Appendix VI
Case Studies on Delinquent Emergency
Loan Borrowers

Case Study E

operating loans in 1982, 1983, and 1984, totaling $114,000. The bor-
rower’'s application for a 1985 operating loan was rejected because pay-
ment had not been made on the 1984 operating loan and the borrower
had not followed the 1984 Farm and Home Plan. At that time. the bor-
rower was about $190,000 delinquent on FmHta loans and had a negative
net worth of about $1340,000

In summary, the borrower was delinquent on FmHa farm loans for 3 of
the 6 vears. As of September 1986, the borrower owed FmHa about
$285,000 in emergency loans and was $242.000 delinquent. The county
supervisor expects FmHA will lose about $240.00¢0 in uncollectible debt
from the emergency loans when the borrower liquidates and attributes
the borrower’s delinquency primarily to poor farming practices and the
high-risk nature of emergency loans.

As of June 1986, a cotton farmer. who owned 200 acres and leased
about 863 acres. was delinquent $370,851 on a portfolio of farm pro-
gram loans that included one emergency loan, five operating loans, and
one economic emergency loan. The original amount of all these loans
totaled $506.660.

From 1982 through 1985, this borrower’s gross farm income ranged
trom about $68.000 to $142.000, with an annual average of $113,549.
The borrower’s farm operating expenses ranged from about $96,000 to
$215,000, with an annual average of $172.822, or about $60,000 more
than the average gross income. The borrower paid other creditors

$433. 440, or 76 percent. of $570,776 due bur paid FmHA only $39,201, or
11 percent, of $358.686 due. During this same time period, the bor-
rower’s net worth decreased from a negative $3,988 to a negative
$59.808.

In 1985 the continuation policy allowed FmiLs to make this borrower a
new $61.500 operating loan despite the Farm and Home Plan’'s showing
repayment of only 361,935 of the approximately $360,000 in existing
FmHA debt due that y ear The borrower actually paid only $2.745 of the
$61.935 scheduled payment for 1985. In 1986 the borrower's negative
net worth increased ro $313.499, and the Farm and Home Plan would
not show cash flow, even when all restructuring options had been con-
sidered. Consequentty, tmHA would not approve the borrower's loan
request.
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Appendix V
Staristical Estimates and Associated
Sampling Errors

Estimate® o Lower limit Upper limit
DCI® question or atiribute B - Number Percent  Number  Percent Number Percent
Cancellaton of a porhion of corrowsr s FmHA
debtl n exchange for a conser.ahon
recreational, or wildhfe easement on setiand
Jpland or hlgh|, erodible land
Nc opimon—nol knowledgeable abcut
ophon -~ 32 1
Yes® S 2% 14 o o
No 1008 734 g5 69 2 1.067 777
Total 1,077¢ 78.5
Write off tforgive) sufficient gelinquent debt 1o
produce a positive cash flow that aill alioa
FmHA 15 continue financing the borrower §
operation B
Yes 61 14 32 24 89 65
No 1015 i 958 69 8 1074 783
Total 1,077 78.5¢
Total 1,372¢ 100.0

TCHata collec o ngfrarent

FWhere tne eshimarte ror an,

mant, sample $ cery the conbdences nters al ma; e underslaled
because ol the nature of 1he

Compntaten
Dieral: A0 nat A 12 1Al te 7 au e Bl (onnding

‘Estimale was not balaled Do ause more than oNe achon o reason apphed o sgme borrowers Dala
aere at ol Septembar 3 1%

N& rales ol DICurrence in h sample are not suthcent 10 accuratel, ~sumate contigence intervals
Nt eshimates are prowedend CNly 10 show that 1he rate ol occurrence 15 probably relalively, small
source BAD projections or sample atinbutes
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Appendix V
Statistical Estimates and Assaciated
Sampling Errors

Table V.1: Statistical Estimates and Confidence Intervals for Attributes of Delinquent Emergency Loan Borrowers in Case-Study

County Offices
Estimate® _ Lower limit Upper limit

DCI® question or attribute Number Percent Number Percent Number Percent

I5 this Borrower achvely tarming in 1 986 K
Yes 720 B2d 655 i 785 572
No 653 176 588 428 718 523
Total 1,373¢ 100.0

If thus barrgwer recerved a nolice ot sericing

action letter what 1f an; servwicing achans 31

FmHA take ™
Restructured nebl rescheduled )
reamorized cons olidated etc » 35 S 270 197 380 277
ALOL & Servicing achons could NGt be 1aker ] )
and FmHA inihated foreciosure action nr s g1 51 151 Mo
BO”UV\E[ vOlUn]afllf |Iq|Jljd[6I1 3% B 248 ch C' EDO 14 5 296 21 5
" Borrower fled bankrupic, 35 Rt 62 15 128 g7
 None—borrover responded 10 letler Bt
FmHA4 has laken no turther aonen 118 “ 7d 61 152 110
Al upnona zxhausted bul Frim4 nas act o o o
accelzrated collecnion eftorls 116 AL 2] 58 152 11
Barroaer has appealed FmHA gjection ol o T o
5er.17iNg OplIiNS or appeal 15 pending ’ 53 R
burro.\.er paud current © 11 s 0 o | T

Ser. ":Ing phons cvr-aqura:.j—p,r..;.r lien T T B — —_——

nolder 1orec : Jd o
Jiher I T e - o T
NUI :p ehe. no ‘:c'r IC1 :j |I"Hb| ~H‘I[ gt} N o _186 13 ¢ - 7283 -2%

Flajor reasons |or -jclm quenc, N T T
Weather ec "-Fll My, dINESS or fjlmwl - T ) B
preplems ara vl B SGG 337 68 2
unzound farm or hnancial prachoes ) - o - T
- omMe nol :p‘_-‘h—d ol pa, menil ag [lh-"_allr';ﬂ
lactors 506 Lo 146 325 550 412
Program la 289 11 3% 173 Y] 248
Jan , cu caregonze thie barro xer s rufure i N T o

leq—ﬁIld! taor repa, mg the |':jF|IrIQI_]t it

EMENJeng, laan denl”
Borreaer has been of il be reschednled ) -
and sl kel reman Current o4 T 104 141 295 "5
Borraa el Nas been of aill De reschetuizd bl - o . T
sall Tk |—| rehgrn b drluruqu:ru- . 34 L S2 38 17 85
b‘ urr“u ~.cr coll kel pd, :urr-«nl ..umur. l e ar 'T My - o T -
t:‘.urru “Er a||| heel, n g I B B T T
tju”_, el ..I|| \Il--—| I'T'l,j}'l—‘ S0 |n]|- [»3, M= nl gt - o - o ST T T T B
ne.<1 .,I||t':'-__1nlr: curnent 196 I8} 153 111 238 177
tjurrr...,rr Ll likgl el, ne.sr Mmake 30Nl - o - T o B o
lcan pa, ments 785 A 535 06 §24 50 0
Tithier By sx T TR 0 73
Total 1,372¢ 100.0 n o e
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Appendix IV

State and FmHA County Offices Visited and
Number of Delinquent Emergency Loan
Borrowers Reviewed

Randomly
selected All
borrowers borrowers
Number of delinquent  delinquent

State and FmHA county counties in less than $1 million Total
office location jurisdiction $1 million ormore sample size
aéorgia - o - 7 - 7 -
4hens o I - 0 B
':Tarﬂl”.ﬁiii o ) - r* 777;2;7 2_ 7_—79
Lacon o o o 76 - 74‘77*#*974— 3z
ﬁ'a\.nes?;om - o ”7.17'77 - 2717» 8_ 7—_2_9
Totat 13 7919 98
Mississippi

Boone.ilie B o [ T 15
Clatksdale o 3
Lows.lle o T 5 BN 5
Foplar.ile D S R
Total o a4 8 4 s
Texas

Crost.ton s 0 23
E”L Paso a - 57 o 57_ 47‘ B
Laselang ] 2 K 43
Nacoatoches D R B
Swealnater Sz 1 0 BT
Total 8 s 5 "~ o3
Total 25 250 28 278
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Appendix [II

Delinquent Emergency Program Direct Loan
Activity, June 30, 1986
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Appendix 1!

Delinquent FmHA Major Farmer ﬁrz)gram
Direct Loan Activity, June 30, 1986
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Appendix |

Request Letter From the Chairman,
Subcommittee on Agriculture, Rural
Development, and Related Agencies, Senate
Committee on Appropriations

MAAK 3 mATRELD S REr h TeiaMer

o
sk GRNECTIC G
(e

o Vnited States Senate

COMMITTEE ON APPRGPRIATIONS
washinGgTON, DC 20510 |
PE AT Miw gEASEY

a March 27, 1986

RNEEET & KAGTE
MFLNGE M T aMAT,

&

The Honorable Charle: 5. Luwsher

Conptroller General ot the United States ‘
Y. 7. General Accaunting Office
| 115 Street, N.ow. k
| Washinaron, N, 7, I

Dear Mr. Bowsher:

[n January 13936, tne General Accounting Office issued two
reporte on the financisl condition of the Farmers Home Adminis-
tration's (FmHA) loan partfolic ang its borrowers and testified

! an rthese reports befo-c the Sepate Committee on Pgriculture,

| Hutrition, and Furest ,, of which [ am alse a memoer. These
ceports showed that o large portion of the FmHA lcan portfolio
and 1ts borrowers wer  an severe financial difficulty.  FmHA o
taking 2 closer loob ot Tong-term delinquencies under 1Ls revised
loan seryicing rvegubition., and man, FnHA bovrowers may now find
themselves in finano .’ jeopardy. [ am greatly concerned about

| the ramificatians of “re continuing credit crunch in anriculture,
| particularly in state. where FnHA provides 3 high percentage of

: tooal farm credit ot where delinquenc, rates are highest,

The FmHA Toan prooran that seems to b2 having the most
\ dfficuity 05 the omercens, digatter program which is FmHA's
Tarqest farmer Toan pee 3w and has the highest delinquency rate.
| v owffice reported ot 4 of June 30, 1385, alwmost $4 billion

of the 36.34 mill1on d inquent payments on maiar farmer program
Yunns o wan in thie pooope s, and aront 1Y kitllion af the Aslinnuent
| amunt was delingquert -o ware than 3 oyears.  In addirtion, the

itates with the tarqe - delinquent amounts are located orimarily
‘ o the southern reqrir of fhe Jountry wherse FobA proyides the
Lorqest percentage o f w3l fTara oredit.
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Chapter b
Issues for Consideration by the Congress

How Should Disaster
Relief Be Provided?

generic. negotiable commuodity credit certificates redeemable from
stocks of commodities held by tspa’s Commodity Credit Corporation.
The law provided for the transfer of $400 million from FmHA’s fiscal
yvear 1987 emergency loan program to the Commodity Credit
Corporation.

striking a proper balance between what risks the farmer will assume
and those that rhe government will assume is a difficult task. Given the
current range of programs available to help farmers recover from a dis-
aster—emergency loans at subsidized interest rates, disaster payments,
federal crop insurance—i he Congress may wish to consider whether a
proper balance is being struck between the farmer and the government
In protecting against disaster losses. Is the government assuming risks
that farmers can, but are unwilling. to assume? Are further steps needed
to refine policies definig when the government will step in?

In answering the guestions on who should provide disaster relief and
how, the Congress may wish to consider whether credit is the proper
vehicle for providing disaster relief and, if so, what role it should play.
The financial conditions of FmHA's emergencey loan program and of the
borrowers with emergency loans go far in demonstrating the difficulty
that farmers face in curring a heavy debt load to recover from disaster
losses. Furthermore, Fma’s Assistant Administrator for Farmer Pro-
grams stated that many Southeastern U.S farmers who suffered losses
as a result of the 1936 drought will nor be able to qualify for disaster
loans because they are already overburdened with debt. The Congress,
in passing Section 6330 By of the 1987 appropriation, recognized that
credit does not alway~ help tarmers recover from disaster losses.

Between 1949 and 1972 FuHA's loan policies provided assistance only to
borrowers who suffered actual losses. During this 24-vear period.,
annual loan activity did not exceed $128 million and exceeded $100 mil-
lion only 5 times. With the expansion of program benefits in the early
1970s and 1980s to cover more than actual losses, annual loan outlays
grew dramatically tooover $1 billion between the late 1970s and mid-
19815, with more than $5 billion loaned in fiscal year 1981.

The history of the emergency loan program shows that when credit is
used to help farmers recover from disaster losses, FmHA's credit policies
need to be sound to enable borrowers to survive financially over the
long run. While some farmers may have benefited from expanded pro-
gram coverage, others did not. Under past liberal loan policies, some
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Chapter 4

Recent Program Changes Should Help
Resolve Some Past Problems but Will Limic
Future Participation

Program Features
Contributing to Large
Emergency Loan Debt
Eliminated

addition, the Food Security Act of 1985 limited emergency loan eligibil-
ity to family-size farms and restricted loan eligibility, starting in 1987.
to persons for whom federal crop insuranee was unavailable.

With the phaseout of major adjustment loans and annual production
loans under the emergency loan program, FmHA now provides assistance
to help farmers recover only from actual losses. On the basis of past
experience. the delinguent debt should go down if loans are provided
only for actual losses For example, from 1949 to 1972, the emergency
program covered primarily actual losses and had a repayment rate of
about 44 percent. Additionally, FmHA'S rescinding of the continuation
policy should have contributed to improved portfolio performance, as
well as reduced the amount of outstanding debt that would be at risk for
Frata’s marginal borrowers. However, the July 1987 congressional action
to reinstitute this policy may have the effect of reversing FmHA'S prog-
ress in improving the deternorated financial condition of its farm loan
portfolio, ncluding the emergency loan program

Other Program Changes
Will Reduce Participation
and the Size of Future
Loans

Additional changes i the emergency loan program in 1985 and 1986
will reduce both the numiber of borrowers eligible for emergency loans
and the size of fture emergeney loans., First, the Food Security Act of
Lush restricted ehgibility for emergency loans to family farms. Before
that time the emergency program. unlike other FmHA farmer loan pro-
grams, had no rarme-size restrictions, and lodns were made to operators
of larger than family farms FmHA defines a family farm as one that can
be voperated and managed by the borrower's family. or by the members
of borrowers' families if rhe farm is operared by a partnership, corpora-
Gon, or cooperative A reasonable amount of hired labor may be
employed on family tirms during peak load periods

The Food Secunty Aco of 1985 also specified that applicants will not be
ehigible for emergency loans to cover damages and losses to any crops
planted or harvested after December 31, 1986, that could have been, but
were not. insured with Federal Crop Insurance Corporation ¢rop insur-
ance. This restriction does not apply if crops could not be planted
becanse of a disaster The crop msurance requirement should reduce the
size of loans and the amount needed to fund the emergency loan
program.
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Chapter 4

Recent Program Changes Should Help
Resolyve Some Past Problems but Will Limit
Furure Participation

Programs, few delinguent borrowers would gualify for these provisions

In addition, the 1.3 county supervisors we contacted estimated that
about 5 and 15 percent of the delinquent emergency loan borrowers
likely would qualify Tor the lease purchase and dwelling retention
options, respectively tSee table 4.50

Betore approving a lease of the farm property with or without an option
to purchase, Fuitla’s regulations require that FmHa determine that the
previous owner or operator has sufficient experience, management
skills. and financial resources to ensure a reasonable prospect of success
in the farming operation In making this determination, Fmaa will evalu-
ite the previous owner's or operator’s financial and production records
and deternune whether the failure was caused by factors beyond the
Farmer’s control, such as natural disasters, inflated farm operating
c0sts, high interest rives, and low crop prices.

The dwelling retention program provides that a borrower meeting the
chgibility requirements may apply to lease, with an option to purchase,
tor a period of not less than 3 years or more than 5 vears, the residence
dand a reasonable amount of adjoining land—normally not more than 5
acres To qualify tor this program borrowers, among other things,

must have possessed and occupied the dwelling and engaged in farming
or ranching operations during the 5-vear period ending December 31,
1985, and still remain in possession of the property;

must have sufficient icome 1o make rental payments based upon equiv-
alent rents charged for similar residential properties in the area, main-
tawn the property m good condition, and agree to all terms and
conditions specified by Fmlla; and

will personally oceupy the dwelling as a personal residence and must not
own ather suitable housing

FmHA's Assistant Adnumstrator for Farmer Programs stated that many
farmers would not quilify for either leasing the farm property with an
option to purchase or retatning the dwelling because

the liquidated farmers would most likely have difficulty obtaining the
necessdary financing to operate a farm because of their deteriorated
financial condition:

the property lease option applies only to real estate, and the farmer
would have to acquire the equipment and other essentials to operate the
farm;
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Chapter 4

Recent Program Changes Should Help
Resolve Some Past Problems but Wil Limit
Future Participation

own real estate that secures an FmHA farmer program loan that was
made before December 23, 1985,

be unable to repay FmHA loans without the cancellation of debt associ-
ated with the easement;

demonstrate repavment ability on the FmHa debt remaining after the
easement is established:; and

have row cropped, with the exception of wetland, the proposed ease-
ment land each year during the 3-year period ending December 23, 1985.

The second servicing option provides for deferring and reamortizing dis-
tressed FmHa farmer program loans with the use of future revenue pro-
duced from softwood timber planted on marginal land. This new feature
15 intended to help financially stressed FmHA borrowers to develop a pos-
itive cash flow for their farming operation, increase the future produc-
tion of softwood timber. take marginal land out of agricultural
production, and assist in the control of soi! erosion. In accordance with
Section 1254 of the Food Security Act of 1985, pavments on the reamor-
tized loans may be deferred for up to 45 years, but repayment must be
completed within 50 years after reamortization. The marginal land must
previously have produced agricultural commodities or been used as pas-
ture and may not have any lien against it other than the FmHA loans to
be reamortized. The total amount of loans secured by the marginal land
cannot exceed 1,000 per acre. The Food Security Act of 1985 also effec-
tively limited the number of borrowers who can qualify for this option
to no more than 1000, because the provision limits the total program to
50,000 acres and requires each participant to set aside at least 50 acres
of marginal land for softwood nmber production. Under FmHA's pro-
posed regulations, the borrower must also show debt repayment ability,
reliability, and managerial ablity to carry out the proposed operation.

FmHA's Assistant Administrator for Farmer Programs stated that many
FoLa borrowers may not be able to take advantage of the conservation
eastment or softwood timber options to reschedule debt and defer Fimra
loan payments because they may be unable to demonstrate repayment
ability on their remauning debt. The Assistant Administrator also said
the softwood timber option had two impediments to extensive use: {1
the Food Security Act of 1985 limits participation to no more than 1,000
borrowers and 21 most borrowers will be unable to demonstrate repay-
ment ability after the 45-yvear deferral period because of the interest
accrual over this perind

Our work in Georgia, Mississippi, and Texas supported the Assistant
Admiustrator’s opimons We asked 13 county supervisors for their
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Chapter 4

Recent Program Changes Should Help
Resolve Some Past Problems but Will Limit
Future Participation

Table 4.2: Methods of Liquidating
Borrowers’ Accounts During Calendar
Year 1986

]
Frequency of application®

Method Number Percent
Igorrowuérl}éﬁére;;é'jEecum, pro&:r!, and debit o someone

else 213 5
gor";c;ver"ggn—c,ﬁc! secunt, propéﬂ:.- 1o FmHA - 712 15
Borrowers sold sec urll_.__p-;:-uerr, and applied proceeds to .

FmHA 1gans 2713 59
Anolner lerder toreclosed I - 495 1
FmHA toreciosed o ' . - 205 !
éankrupl-:-, hQuidaticr S T T 255 6
Total ' T 4,593° 100
The meng

s bgqundanse 13nal mens Ihan the 4 203 Lquidated barrowers because some liquidations

n.ol,es ADINGNSN S metrsds

Source FrHG s Seracing Sonoar, Repart as o6 Januar, 31 1987

Our work in the 13 FmHA county offices further demonstrated that loan-
servicing options are not always successtul. As of September 30, 1986.
we project that about 41 percent of the delinquent emergency loan bor-
rowers in these county offices had liquidated assets through either vol-
untary conveyance and bankruptcey or FmHa and other lenders’
foreclosure actions (See table 1.3.)
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Chapter 4

Recent Program Changes Should Help Resolve
Some Past Problems but Will Limit
Future Participation

FmHA Actions to Deal
With Delinquent
Emergency Loan Debt

FmHA has developed guidelines for servicing delinquent loan accounts
and implemented new servicing options to help liquidated borrowers
lease back their farms with an option to purchase or retain their dwell-
ings. Unfortunately, many farmers are so deeply in debt that FmHA will
be unable to (1) resolve their delinquencies through servicing actions,
(2) assist them after liquidation. or (3) lend them money in the future.

since 1980 the Congress and FmiA have taken steps to eliminate pro-
gram features that contributed to the high delinquent emergency loan
debt. FmHA has also changed its loan-making and servicing policies,
which should help minimize future delinquencies. These changes will
probably limit the size of future emergency loans and make them availa-
ble to fewer farmers

FmHa farm loan-servicing regulations apply generally to delinquent bor-
rowers with major farm program loans. Consequently, FmHa actions
related to delinquent emergency loan debt are part of the overall effort
to deal with 1ts delinguenr farm loans. Finda has three separate
approaches for dealing with delinquent borrowers who cannot or will
not make their accounts current: ¢ 1) restructure debrt to help borrowers
become current on therr accounts, ( 23 liquidate delinquent borrowers'
accounts through roreclosure or voluntary conveyance when delinquen-
Ccres cannot be resols ed through restructuring actions, and (3) help qual-
ified borrowers to retain their homesteads and or continue in farming
after liquidation rthrough various provisions of the Food Security Act of
1985

Loan-Servicing Options
Helped Make Delinquent
Accounts Current

FiHA expects all 1ts borrowers to repay their loans according to planned
repayment schedules. Foitia recognizes, however. that borrowers some-
times will not be able to pay as scheduled and has established regula-
tions offering a variety of lnan-servicing options to help delinquent
borrowers to make their accounts current. In November 1985 FmHA
revised its loan-sery i ing regulations to offer horrowers an opportunity
to restructure their debt using a variety of options, such as (1) consoli-
dating, rescheduling. or deferring payments; ( 2) providing loans at
reduced interest rates 1o borrowers with imited resources; (3) reamor-
tizing loans; « 41 subordimating FmHA’s lien to that of another creditor;

and 5 restructaring, the farming operation and debt by selling a portion
of the assets.
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Chaprer 3
Muany Factors Contribute 10 Emergency Loan
Delinguencies and Losses

During 1984 and 1985 the borrower financed his farming operations
from income provided by relatives, a nonfarming operation, and suppli-
ers’ credit. In August 1985, the borrower filed chapter 11 bankruptcy.
His bankruptey plan was subsequently confirmed in April 1986.

Although information in the borrower’s loan file indicated that adverse
weather conditions and the poor farm economy had adversely affected
this borrower, the county supervisor said the borrower’s poor farming
practices—inadequate fertilization and weed and insect control—were a
major reason for delinquency. He stated that poor financial manage-
ment. including the purchases of unnecessary farm equipment and an
expensive car, also contributed to the delinquency. We believe FimHA's
liberal credit policy. which allowed additional loans to this borrower
while he was delinquent on other loans also contributed to the large
amount of delinquent pay ments.

Case Study B This borrower recein ed seven emergency loans totaling about $7.9 mil-

’ lion from 1979 through 1981. The borrower’s last cash payment on
these loans was in September 1983, As of June 1988, he was delinquent
about $8.3 million in principal and interest and was accruing additional
interest at a rate of $1.821 per day. Three of the seven loans were for
actual production losses. but they represented only about 10 percent. or
$806,110, of the total original emergency loan debt. About 86 percent of
the debt was from emergency annual production loans.

This borrower had a farming and ranching operation of 18,574 acres.
His agricultural production consisted of cattle grazing and crops, such as
milo, wheat. bariey, votron, and soybeans. In 1982 the first lien holder,
who had a lien of $7.6 million against the land. foreclosed on the loan;
and FmHaA, which was in g subordinate lien position on the land, chose
not to protect 1ts investunent by paving off the first lien holder because
the total cost, including rapidly accruing interest, could exceed the prop-
erty s estimated maximum value of about $9 million. Because of FmHA's
subordinated lien position and the first lien holder’s large lien against
the land. FmHA was virtually unsecured on this borrower’s emergency
lnan debt. Table 3.4 provides details on the borrower’s emergency loans.
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Chapter 3
Many Factors Contribute to Emergency Loan
Delinquencies and Losses

Projections Based on
FmHA Study Show Large
Farm Program Loan Losses

Case Studies
[llustrating How
Various Factors
Contributed to
Delinquencies

Case Study A

[n July and August 1985, FmHA conducted an internal loan classification
study of 4,258 farm program borrowers for budgeting, servicing, and
credit assistance purposes. The study included a statistically valid ran-
dom sample of 1,146 borrowers selected from all farm program borrow-
ers nationwide who had Fmtia debt of less than $3 million each and all
112 farm program borrowers who each had FmHA debt of $3 million or
more. The sample was designed to result in a sampling error of no more
than 2 percent, with a 95-percent confidence ievel. On the basis of the
sample results, FmiLa projected a possible loss of $7.73 billion on all farm
loans.

To verify FmHA'S projection we used FmHA’s sample information and
made a projection to the universes of both borrowers who have farm
loans and borrowers who have delinquent emergency loans. Our projec-
tuon showed that Fnita could lose about $7.8 billion, slightly more than
FmilA’s projection—37.5 billion on loans made to borrowers who each
had FmHA debt of less than $3 million and $347 million from borrowers
who had debt of $3 nulhon or more. We also projected that, of the $7.8
billion, Fmita could lose about $5.2 billion from farm loans to borrowers
who were delinquent on one or more emergency loans as of June 30,
1985,

During our visits to the 13 rmHa county offices, we developed case stud-
ies to demonstrate how various factors can contribute to a borrower’s
delinquency. These case studies may not be typical, but we believe they
Hlustrate how the factors described can contribute to why borrowers
become delinguent and or increase emergeney loan delinquent pay-
ments. They also show how delinquent and sometimes technically insol-
vent borrowers obtiined additional funding under FmHA's continuation
policy. The following case studies include both a borrower with less
than $1 mullion in delinguent emergency loan payments (case A) and one
with over #1 million i dehinquent emergency loan payments (case B).
Addinional case stndies are mcluded in appendix VI

This borrower recen ¢d emergency loans totaling about $1.7 million over
a ti-year period and was delinquent on FmHA loans for 5 of these 6 years.
As of January 1. 1954, the borrower had outstanding principal and
interest of about $1 1 miltlion on all farm program loans. FmHa expects
that about $1 mullion of the outstanding debt will be uncollectible,
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Chapter 3
Many Factors Contribute to Emergency Loan
Delinquencies and Losses

Emergency Loan
Delinquencies Increased
During Period of Lawsuits

“FmHA’s hiberal «redit policies and program management have resulted in contin-
ned financing of unsound farming operations From the mid 1971}'s until the
present, FmHA's Iiberal » redit pohoies tor the Emergency Loan  EM) Program, as
well as orher Ffarm loan programs, have allowed marginal farmers to borrow more
than rhey can possihis 1epay, resultung in delinguent lean aceounts

In regard to the continuation policy. the report stated.

It is reasonable to assume that dehinguencies will continue to increase under this
liberahzed poliey thal was designed to postpone and spread out imminent foreclo-
sures and liquudations

In responding to the report, the FmHA Administrator justified the contin-
uation policy as a way to continue with the vast majority of FmHA bor-
rowers and to spread out the number of cases requiring legal actions or
forced liquidations over a period of several years.

Four of our case studies 1 A, C, D, and E) discussed later in this chapter
and in appendix VI tlustrate how some emergency loan borrowers’
delinquent payments mcreased because of this liberal credit policy. In
large part because of vao’s work, FniHA rescinded the continuation policy
ih November 1985, about 4 years after its inceprion, and stopped mak-
ing loans to delinguent horrowers. However, in making supplemental
appropriations for fiscal year 1987 (P.L. 100-71. July 11, 1987), the
Congress included a provision that reinstituted the continuation policy.
Reestablishment of this policy will likely result in increased loan delin-
quencies and losses if 11 remains in effect for an extended period of time.

Between November 1451 and May 1983, FmHA borrowers filed several
lawsuits challenging. among other things. FmHa's implementation of cer-
tain foreclosure actions. Coleman v. Block, initiated by several North
Dakota farmers in May 1983 as a national class action lawsuit, resulted
in mjunctions suspending a number of FmHa foreclosure actions until
certain notices and other procedures were provided to borrowers.

To conform to the order of the federal district court of North Dakota, on
November 1, 1985, Fnt.y issued revised regulations (50 Fed. Reg. 45739)
establishing procedures for the systematic servicing of delinquent bor-
rower accounts, which 1s required for foreclosure action. However, dur-
ing the approximately 3-vear period before FmHA issued the revised
regulations, from 1982 1o 1985, Fruia loan foreclosures decreased from
5844 to 89, and delinguent farm program debt increased by about $3.5
hillion. Most of this iherease was in the emergency loan program, where
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Chapter 3
Many Factors Contribute to Emergency Loan
Delinquencies and Losses

High Dollar Amount of
Delinquent Emergency
Loan Payments
Attributable to
Program Features

affect not only borrowers with emergency loans but alse borrowers with
other types of loans. Examples of these practices included

spending more to produce a crop than its yield can return in revenue or
spending less than is necessary to produce good yields,

selling loan security without FmHa authorization.

planting crops on land too poor for good production,

failing to sell crops at a good market price,

failing to apply available income to emergency loan payments,

using emergency loan funds for expensive automobiles and vacations,
and

delaving scheduled loan payments during a period when an injunction
prevented FmHA from foreclosing on delinquent borrowers.

Delinquent emergency loan payments have increased dramatically over
the past 5 vears, from 3937 million in June 1981 to $4.1 billion in June
1986. At least 67 percent of the delinquent payments are attributable to
loans that were made under program features providing for other than
actual losses. In addition. the inherent risk of loaning money for disaster
relief, the continuation policy that allowed new loans to delinquent bor-
rowers, and borrower lawsuits that delayed FmHA foreclosures have
added to delinquent payments, although we were unable to quantify
these contributions

Expansion of Emergency
Loan Coverage

As of June 30, 1986, ar least $5.3 billion (56 percent) of the unpaid
emergency loan principal and at least $2.7 billion (67 percent) of the
delinquent payments can be attributed to expanded loan coverage
through the major adjustment and annual production loans. We were
able to segregate by loan type $9.3 billion of the $9.5 billion in unpaid
principal on emergen«y loans and $3.8 billion of the $4.1 billion in delin-
quent payments. Table 3.2 shows thalt more money has been loaned
under the expanded program coverage and that these type loans are
more delinquent than those made for actual losses.
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Chapter 3

Many Factors Contribute to Emergency Loan
Delinquencies and Losses

Why Borrowers
Become Delinquent on
Emergency Loans

Because many interrelated factors can be involved, isolating a particular
cause for an individual borrower’s emergency loan delinquency is diffi-
cult. On the basis of our work in 13 county offices in Georgia, Missis-
sippi, and Texas, adverse weather, a poor farm economy, and unsound
farming and financial practices were major contributing factors in why
most of our sample borrowers became delinquent. However, major fac-
tors contributing to the large amount of the borrowers’ delinquent pay-
ments were 11 the inherent risk of loaning money for disaster relief; (2)
expanded emergency program features, which accounted for at least 67
percent of the $4.1 billion in delinquent payments as of June 30, 1986;
31 liberal loan policies, and 1 4) a court-ordered suspension of foreclo-
sure actions These elements also contributed to delinquent borrowers
accumulating large debt loads that they now find difficult to repay. but
we were unable to quantify those contributions. On the basis of our
analysis of an FmHaA study conducted in July and August 1985, we esti-
mate that FmHA could lose as much as $7.8 billion from all farm program
loans. of which about $5.2 billion would be attributable to borrowers
who were delinquent on one or more emergency loans as of June 30,
1935,

Fmtia officials in the national office, 3 state offices, and 13 county
offices told us that borrowers become delinquent on FmHA farm loans
because of a number of interrelated factors. Using responses from FmHa
county supervisors from our 13 case-study county offices, we grouped
the reasons for sampled borrowers™ delinquencies into three broad cate-
gories—external elements, borrower practices, and program features.
These supervisors cited external elements—such as adverse weather; a
poor economy; and borrowers’ illness, death, or family problems—as
major factors contributing to about 64 percent of the delinquencies.
They also cited borrowers’” unsound farming and financial practices as
major reasons tor 37 percent of the delinquencies and program features
as major reasons for 21 percent of the delinquencies. (See table 3.1.)

Our findings were sinular 1o previous Gao and uspa Office of Inspector
General reports that explained how many of these same factors have
contributed to FmHa loan delinquencies and farm failures. For example,
in June 1986 we reported’ that 48 percent of 1,270 farm operation fail-
ures in 6 states were primarily attributable to external elements. such as
weather disasters. econoinic factors, borrowers' deaths, and borrowers’

'Farmers Home Adnumisiration Federally Acguired Furm Property Presents a Management Chal-
lenge 1GGAQ RCED-SB-38 Tune 13 1986,
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Chapter 2
Development and Financial Status of the
Emergency Loan Program

Borrowers with emergency loans have, on average, the most outstanding
debt and higher debt-to-asset ratios than borrowers who have no emer-
gency loans. Borrowers with delinquent emergency loans are, on aver-
age, above the 100-percent debt-to-asset ratio, which classifies them as
technically insolvent. (See table 2.4.) While most FmHA borrowers are
expenencing financial problems, borrowers who have emergency loans
are in the worst financial condition. (See table 2.5.)

Table 2.4: Average and Median Debt and
Debt-To-Asset Ratios of Borrowers as of
June 30, 1986

Table 2.5: Financial Status of Borrowers
With Various Loan Mixes as of June 30,
1986

7Average Median

Average debt-to- debt-to-
':‘laL’“,iL o - deb} ¥g§§qt raticL Median debt asset ratio
All tarm program borrowers B $2703 86} ) ) 8? ) 3145000 7 70
Borrowers wtth no emergenr,
Icans 161 482 77 110 000 70
Borrowers wilh emengen:,
loans 7 o 215 50717 - 7967 180 000 5
Barrowers with one or muore
delinquent emergenc, loans 296 385 110 225 000 85

Aource The 3.2rags and medan 32bt and Jebl-1o assel rancs were based or dala trom borrowers
1957 1984 198% and 198c Farm and Home Flans Sontaned n FmHA's Farmer Program Management
Intormanan 5, stem (FARLTS . -0 Juree 30 1886 We used tne latest data reparred tor each borrower
and our anal, MLolvst ont, e rmaners sho reported suficenr data 1o compute the debts and deblt-
10 ASHET 130G

]
Percentage of borrowers

Borrowers

Borrowers Borrowers with

All farm with no with  delinquent

program emergency emergency emergency

Financial status borrowers loans loans loans

Technicall, insolvent 21 17 24 36

Eireme financial problems 31 33 31 32

Senous hnancial prablem 31 32 k1 23

Mo apparent hnanicial

problems 17 15 14 9

Total 100 100 100 100
Source aneelianal 5ol Mol FARL g

Loan Losses

As delinquent dollars increased, so did loan losses for the emergency
loan program. Direct loan losses in the emergency loan program (net of
proceeds from sales of loan collateral) increased from about $14 million
in fiscal year 1977 to about $205 million in fiscal year 1986. (See fig.
2.2 Potential foan losses are in the billions. as discussed in chapter 3.
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Development and Financial Status of the
Emergency Loan Program

Emergency Loan Program
Delinquent Debt Increased
Sharply

Delinquent payments on FinHA's emergency program loans increased
about $4 billion during the 10-year period from June 30, 1977, to June
30. 1986. In addition. the outstanding principal owed by delinquent
emergency loan borrowers increased over $8 billion. (See fig. 2.1.)
According to FmHA regulations, borrowers are to be considered delin-
quent if they have unpaid scheduled payments and the delinquent
amount is greater than $100. In calculating the delinquent amount, FmHA
offsets payments made ahead of schedule on other loans. Figure 2.1
shows that the amounr of delinquent payments continues to increase
even though total outstanding principal and outstanding principal on
delinquent loans have leveled off since 1982.

Nationwide Distribution of
Emergency Loan
Delinquencies

The 10 states having the largest delinquent emergency loan debt are
shown in table 2.2. The three states with the largest dollar amounts in
delinquent emergency loan payments are Georgia, Mississippi. and
Texas. Appendix III provides statistics on emergency loan delinquencies
in all states and territories as of June 30, 1986.

Table 2.2: Ten States With Largest
Delinquent Emergency Loan Debt as of
June 30, 1986

Outstanding

principal

Percent of owed by
Number of Delinquent loans delinquent Delinquent
State loans loans  delinquent borrowers payments
Georgia Ty 17 299 83 $675 233 $614.633
Mississppr 23060 16726 73 683,045 493,060
Tewas - aae 12775 T 6 480,502 430,294
Canforma 2934 2.166 74 488011 334,629
Lowsiana 13266 9397 pE 350 250 238 102
Arkansas 13835 8 388 b1 316 041 200 171
Flonda 3801 3053 80 150 669 127.890
Anzona 188 1253 79 135,212 107 803
Okiahoma TE66 0 4251 54 226.392 107.549
Fissour 11183 7515 53 216.138 95.046
Totalk  121.180 82,814 68 $3,721.493  $2,749,177
National tolal 271538 156,879 58 $6 462 475 $4.064.980

Source GAD anal, i3 o FmH L Ache Borrowers Delinquent Report data (FmHA reporl code 6161

Age of Delinquent
Emergency Loans

Borrowers may be delinquent on more than one loan within a loan pro-
gram and by varying amounts of time. According to FmHa, borrowers
over 3 years delinquent have little chance of becoming current on their
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Emergency Loan Program

Figure 2.1: Emergency Loan Outstanding
Principal and Delinquent Payments, June
30, 1977-86
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Development and Financial Status of the
Emergency Loan Program

As we stated in a June 1986 report.' the worsening farm economy of the
early 1980s prompted increased requests for FmHA loans from farmers
who had limited ability to repay their loans. In an effort to assist farm-
ers who were dealing with difficult farm credit conditions. FmHa revised
its loan-servicing policy 1n February 1982 to allow delinquent borrowers
to reschedule or defer outstanding indebtedness to FmAa and to obtain
additional loans withoeut proving their ability to repay prior loans. This
revision, which became known as the “continuartion policy,” allowed
FmHA personnel to make loans to borrowers who were delinquent on
prior loans and or were technically insolvent (their debts exceeded their
assets). [n large part because of GAO™s work, FmHA rescinded the continu-
ation policy in November 1985 and stopped making loauns to delinquent
borrowers. However. in making supplemental appropriations for fiscal
vear 1987 (P.L 100-71. July L1, 1987). the Congress included a provi-
ston that reinstituted the continuation policy.

Etfforts to tighten program features were hampered by lawsuits chal-
lenging. among other things, FmHA's implementation of foreclosure
actions against borrowers. Several North Dakota farmers initiated what
resulted in a national class action lawsuit against FmHA in May 1983.
Subsequently, 1983 and 1984 federal district court decisions in this case.
Coleman v. Block, 562 F. Supp. 13563 ¢D.N.D. 1983); 580 F. Supp. 194
{D.N.D. 1984). enjoined FmHa from proceeding in certain foreclosure
actions until appropriate administrarive procedures were provided to
burrowers. FmHA did not resume foreclosure on delinquent borrowers’
loans until the agency issued final regulations on administrative proce-
dure matters in November 1985, On June 2. 1987, the same federal dis-
et court in Coleman v. Lyng, 663 F. Supp. 1315, 13391 D.N.D. 1987),
again enjoined FmHa from accelerating delinguent loans or instituting
foreclosure action on delinquent borrowers until Fnita provided further
procedural protections related to adverse actions notices. These notices
directed the borrowers to contact Fmils within 30 days to attempt to
resolve their delinquencies. The notices also provided that liquidation
procedures would be instituted if the borrowers either did not contact
FmHA within the required time frame or could not resolve their delin-
quent status through a variety of FmHA servicing actions such as
rescheduling or deferring loan payments.

The Food Secunity Act of 1985 also included features designed to help
curb emergency loan program costs. delinquencies, and losses. This act,

'Farmiers Home Admustration Federally Aequired Farm Properts Presents a Management Chal-
-80-8% Tanme 13 18R,
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Emergency Loan Prograin

Expanded Program
Benefits Curtailed
Between 1973 and 1974

Program Coverage
Expanded Through Two
New Loan Types
Introduced in 1975

Administrative and legisliative actions taken in late 1972 and early 197!
curtailed the emergency loan program’s expanded benefits. On Decem-
ber 27, 1972, the emergency loan program was administratively termi-
nated. This action immediately cut off benefits to disaster areas
designated by the Secretary of Agriculture and authorized a January 15.
1973, cutoff date for benelits to disaster areas designated by the Presi-
dent. This led to appheant confusion and charges of inequity. Public
Law 93-24, enacted on April 20, 1973, repealed the benefits provided in
1970 and 1972 for disasters oceurring between July 1, 1971, and June
30, 1973, The law exrended the benefits provided under the 1972 stat-
utes only to disaster areas designated durmg 14972, including the debt
forgiveness provisions and the l-percent iterest rate for some appli-
vants. Public Law 93-237, enacted on January 2, 1974, further extended
disaster reliel provided by emergency loan statutes in 1972 to disasters
oceurring after December 26, 1972 and belore Aprif 20, 1973,

Rural Development Adr. reintroduced the requirement that borrowers
under the program be nnabte to obtain sufficient credit elsewhere and
broadened the emergency loan program by introducing two new loan
types, annual production loans and major adjustment loans, This amend-
ment contributed 1o another dramatic increase in the amounts loaned
under the emergency loan program n fiscal years 1977 through 1984
Thia 1975 law also D required loan applicants to show that they sus-
rained a minmmum production loss of 20 percent reontinuing Fndia policy
in effect since 1972 and « 2 allowed the use of new loans to refinance
Fml{A debt, a use Lirst permitted under a 1975 amendment to Public Law
93-237 More signitiantly Fmia had previously restricted the purpose
for emergency loans to acrual losses only. but the fwo new loan types
made Mmancing aviulable for purposes other than actual losses.

[ Tnder these new emergency loan proyisions, borrowers who had
received emergeney loss loans for annual operating purposes could be
considered eligible for five subsequent annual emergency production
loans without experien g another disaster or loss The subsequent pro-
duction loans had to be made within B crop years after the disaster and
were intended to perimnt borrowers additional nime to return to their nor-
mal credit sources. Annaal production loans could be used, among other
things. to purchase production inputs and for family living expenses.
These loans were 1 oadde at hugher interest rates than the subsidized
rates charged for wtaa loss loans and 12y generally scheduled tor
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Development and Financial Status of the
Emergency Loan Program

Development of the
Emergency Loan
Program

Program Coverage
Generally Stable From
1949 to 1972

Since its inception i 19449, the emergency loan program has gone
through several cyvles of broadened and tightened eligibility and bene-
fits. [nevitably, when eligibility requirements were relaxed and program
benefirts were expunded, the government's cost for providing disaster
relief grew (hrough increased delinquencies, loan losses, and for a
period. loan forgiveness. Each time, the mereased cost led to pohey and
legislative changes to narrow the program. which lasted tor a time
betore the program was expanded again

The emergency prodiam history shows that the financial impact of
relaxed ehgibiliry and expanded benefits can be substantial. This is illus-
trated by the poor Ninancial condition of the emergency loan program as
of June 30, 18986 About 68 percent of its outstanding principal ($6.5
hillion of $4 5 billlin + was owed by delinguent borrowers; and delin-
quent payments amennted to $4.1 billion, of which $3.1 billion was more
than 3 years in arrears and most likely will not be repiid. FmHA borrow-
ers with emergency Inans are in the worst financial condition of all FmHA
tarm borrowers, sind those borrowers wirh delinquent emergency loans
dare, on average, technueally insolvent. The poor financial condition of
the emergency loan program is also reflected in increasing loan losses—
with losses more rthan reiplhing to $204.5 million between fiscal vears
1984 and 1986

stability and gradual expansion of coverage and benefits characterized
FirHA's emergency loan program from 1949 to 1972, Although periodic
broadening and tightening of program coverage began in 1970, loan
activity did not inerease sharply until after 1972 when benefits previ-
ously avatlable only tor presidentially declared disasters became availa-
ble for disasters designated by the Secretiry of Agriculture The
program was expanded in the 1970s and carly 198Us to achieve objec-
tives other than recos ery from actual disaster losses, such as helping
farmers survive durimg periods of financial stress or make major adjust-
ments in their farnung operations. The program has evoelved back to
providing coverage foriwetual losses, and legislative and policy changes
made in the past fi-w vears have further nghtened the program.

Although emergency loan benefits and coverage gradually expanded
between 1949 and 1972 n comparison with later yvears the emergency
loan program renmuuned generally stable in terms of the number of loans
made, the amount leaned and the amount repaid. From 1949 through
the end of fiscal year 1972 Fmba records show it made over 538,000
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Introduction

Data Limitations

Uising appropriate statistical formulas, we weighted and projected the
sample responses to the universe of 1,372 borrowers who had delin-
quent emergency loans in the 13 county offices. Chapters 3 and 4 sum-
marize these results. and appendix V contains the 30-percent confidence
intervals for the statstical estimates.

We coordinated our review with Uspa's Office of Inspector General and
reviewed its reports on FmHA's emergency loan program. We conducted
our review from April 19486 through March 1987 and performed our
work m accordance with generally accepted government auditing stan-
dards, although some of the data used had limitations as discussed
below.

We obtained tspa comments on the results of our work, and the agency
agreed with the information contained in the report.

This report contains information from FrHA's automated data sources.
We made limited tests of the validity and reliability of these automated
data sources to determine whether the data were sufficient for the pur-
poses of our review. Since we had performed limited testing of data in
the Acuve Borrowers Delinquent Report file previously and our analysis
and characterization of FmHA's borrower data and status were reasona-
bly accurate for the two county offices where data were examined, we
decepted the data for our review.

As part of owr coumy office visits, we performed a limited test of the
reported loan informaton in the Status Report of Farmer Program
Accounts tFadia 540 reports) and found the information to be reasonably
accurate. However, this testing was insutticient to render an opinion on
the overall reliability of this automated data file.

As stated in a previous Gao report,- the FarMs data file information is
not projectable either nationally or to the individual state and county
levels, because not all county oftices have reported on all borrowers. In
addition. one of the major data sources for the FARMs system is the Farm
and Home Plan, a planning document that farmers use to develop a farm
budget that projects production, commadity prices, and family living
and production expenses. Qur previons report stated that such dara may
be an optimistic projection of a borrower’s financial condition.

“Farmners Home Adnwnast i Fianetal and General Cliaracteristies ol Farmier Loan P gram Bor-
rowers 1 GAN ROET-Se 0 BR T2 ToN
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In addition to providing information on what FmHA has done to deal with
delinguent and uncollectible debt, we attempted to develop other alter-
natives for dealing with emergency loan debt that may be uncollectible.
We identified one alternative not currently being used by FmHA—write-
oft or forgiveness of debt prior to liqguidating the borrower’s accounts
To assess the costs and mmpacts of this alternatve, we planned to per-
form computer analy<is of delinquent emergency loan borrowers’
accounts to determuine if the borrowers could achieve a positive cash
flow with varying levels of debr write-off. We were unable to perform
this analvsis, however bhecause sufficient national data were not
available.

Sources of Data Obtained

National statistics on 1 the number of emergency and other farm pro-
gram delinguencies. « 21 the amount of borrowers’ assets and debts, (3)
the status of farm loan accounts, and (1) Fmba servicing actions ¢came
from the tollowing four FmHa data sources.

The June 30, 1986, Active Borrowers Delingquent Report file ( FmHa
report code 616), which contains selected information on all active bor-
rowers and loans in FmHA's farm loan porttolio. (See figs. 1.1, 1.3, 1.4,
and 2.1 and tables 1 1 and 2.2

The December 31, 1985, and June 30, 1986, Status Report of Farmer
Program Accounts (FmiA report code 5401, which reports borrower loan
information. such as date of last loan payment and pending bankrupt-
cies. (See table 2.3

The June 30, 1934, Farmer Program Management Information System
file, also called the Farms data file, which contains financial and other
information on borrowers” farm operations not available from the other
files. (See tables 2.4 and 2.5 )

The Servicing and Guaranteed Actuvity Report cnational) ending Decem-
ber 31. 1986, which reported the number of borrowers in loan default as
of December 31. 1985, and the status of actions to resolve those
defaults, including specific methods of resolution.

We sorted, tabulated, and arrayved the information from these sources on
borrowers and farm loan programs, including unpaid loan principal out-
standing, delinquent debt, age of loan delinquencies, average and
median debt and debl-to-asset ratios of borrowers. and methods of
resolving loan defauirs Much of this information is presented in chapter
2, and information on resolution of loan defaults is presented in chapter
4. Appendixes II and I contain data on delinquencies tor all states and

Page 18 GAO RCED-884 FnHA Emergency Loan Program



Chapter 1
Introduction

Fria now makes emergency loans for two types of actual losses: produc-
tion and physical. Emergency loans are limited to a maximum of 80 per-
cent of the actual production losses but may be made up to 100 percent
of market value at the time of loss for physical losses. Currently, to
qualify for an emergency production loss loan, an applicant must sus-
tain a loss of at least 30 percent of a normal year's production in any
single enterprise, such as all cash field crops, all feed crops, or one or
more livestock operations. These enterprises must normally generate
sufficient income to be considered essential to the success of the total
farming operation. To qualify for a physical loss loan, a farmer must
have sustained damage to or destruction of physical property that is
essential to the successful operation of the farm, that is, if such prop-
erty is not repaired or replaced, the farmer will be unable to continue
reasonably sound operations.

Loan Amount, Interest
Rates, and Repayment
Terms

Objectives, Scope, and
Methodology

The maximum emergency loan amount available to any farmer is limited
to the amount necessary to restore the farm to its pre-disaster condition.
not to exceed the sum of the maximum production and physical loss or
F500.000, whichever 1s less. Farmers can, however, receive subsequent
emergency loans not to exceed their actual losses or $500,000, which-
ever is less, tor each additional disaster.

Loans to cover actual losses are made at subsidized interest rates. For
loans made through November 18, 1986, the interest rate was 5 percent
for loan amounts of up te S100.000, and 8 percent for loan amounts
exceeding $ LOGO00 up to 3500000, Loans made after November 18,
19514, are at a single nterest rate ot 1.5 percent.

Repayment terms for emergency loans vary according to the tyvpe of
0ss. Use of loan funds availlable collateral. and borrower’s repayment
ability. Loans made for production losses are generally scheduled for
repayment over a period not to exceed 7 vears. but a period of up to 20
yvears may be approved af real estate 15 used as security. For real estate
physical loss foans, the repayment period is usually 30 years but cannot
exceed 40 vears

In March 1986 the former Chairman. now Ranking Minority Member of
the Subcommittee on Agriculture. Rural Development, and Related
Agencies, Senate Commuttee on Appropriations. asked us to determine

t 1 how the emergendy program has evolved over the past several years,
«21rwhy the emergency loan program delinguency rate 1s so high,13)
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Figure 1.4: Delinquent Payments on L ________________________________________________________|

FmHA Major Farmer Program Loans.
June 30, 1977-86
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Figure 1.2: Losses on FmHA's Direct P
Major Farmer Program Loans, Fiscal
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FmHA's largest farm loan program and the one experiencing the highest
delinguent payments and largest losses is the emergency loan program.
1See figs. 1.3 and 1.4 and table 1.1 ) This loan program helps farmers
recover from losses inflicted by natural disasters, such as drought,
fMoods, and hailstorms. Emergency loans, in essence, generate income to
replace losses trom a disaster rather than generate new income as do
aother loans. such as those for operating expenses. Consequently, emer-
gency loans are high-risk loans that are difficult to repay, especially
while the agricultural economy is depressed.
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The Financial
Condition of FmHA’'s
Farm Loan Portfolio

The TS, Department of Agriculture’s (s Farmers Home Administra-
tion tFwhia ) provides financial assistance to about 14 percent of the
nation’s farmers through direct loans (government-funded) and guaran-
tees on loans made by other lenders for purchasing, expanding. and
operating farms. Fmia serves primarily famly farmers who are unable
to obtain credit elsewhere at reasonable rates and terms and is com-
monly referred to as the lender of last resort for farmers. Many FruHA
horrowers have one or more loans under different farm loan programs.
FnHA's five major Farn loan programs include ¢ 1) farm ownership, (2)
furm operating, 1 3 remergency, ¢ ) economic emergency,' and (5) soil
and water. The Consolidared Farm and Rural Development Act (P.L. 87-
125, Aug. 3, 18961, us amended) provides statutory authority for FmHA's
major farm loan programs,

When receiving an tnila loan, a farmer must sign a note promising loan
repayment and provide vaollateral, such as farm property, as security., If
the farmer is unable to make loan payments, FmHA must take some
action to protect the government’s interest. This action may eventually
include acquiring the borrower’s loan collateral and selling it to recover
the unpaid debt.

The financial condition of farmers has deteriorated rapidly between
1977 and 1986, As a result, increasing numbers of farmers have been
turned down for financing by Lheir private lenders and have come to
FmHA tfor credit assistance. FmHA has responded to these credit requests
by substantially incressing its loan portfolio. Over the 1U-vear period
from June 30, 1977 1o June 36, 1986, the outstanding principal in
FmHA'S major furmer programs increased about 370 percent, from about
4 billion to about $25 billion. (See fig 1.1

As outstanding principal increased for rmHA's major farm programs., so
did delinquent payments and the amount of unpaid principal owed by
delinquent borrowers Between.June 30, 1977, and June 30, 1986. the
amount of delinquent payments rose from abour $213 million to about
$6.3 billion, while outstanding principal owed by delinquent borrowers
grew from about 854 nullion to about $13 5 billion. Appendix II con-
tains a breakdown by state of delinquent Fmia major farmer program
direct loan activity. Over this same 10-year period. the delinquent
amount owed by severely delinquent borrowers, those over 3 years
delinquent on one or more loans, increased from about $46 million to

"Favmonne emergete s bt greatr an anthoriry expired in Seprember 19834
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Executive Summary

the same reasons why borrowers become delinquent on other types of
farm loans. However. other factors enabling borrowers to accumulate
large amounts ot delinquent debt were (1} program features, such as
expanded program coverage; (2) a liberal “continuation policy™ that per-
mitted additional loans to delinquent borrowers; and (3) borrowers’ law-
suits that virtually suspended FmHA loan foreclosures for about 3 years.

Large Losses Are Expected
on Farm Program Loans

On the basis of its analysis of an FmHa internal loan classification study,
;AQ projects that FmHA could lose about $7.8 billion of its $28 billion
farm loan portfolio. The projection took into account the estimated sales
proceeds of loan collateral. About $5.2 billion of this loss could be on
FmHA farm loans held by borrowers who were delinquent on one or more
emergency loans as of June 30, 1985

Recent Emergency Loan
Program Changes Should
Help

FmHA and the Congress have made several changes to the emergency
loan program that Gano believes will reduce future costs, delinquencies,
and losses. For example, FmHA phased out emergency annual production
and major adjustment loans and terminated the continuation policy.
FmHA also issued new loan servicing regulations and is attempting to
bring all delinquent accounts current through borrowers’ payments or
debt restructuring. Fmia plans liquidation action if loan accounts cannot
be made carrent through various servicing alternatives.

Additionally. the Food Security Act of 1985 (P.L. 99-198, Dec. 23, 1985)
restricts emergency loans to owners operators of family-type farms
and. starting in January 1987, restricts emergency loan eligibility to bor-
rowers for whom federal crop insurance was not available. This act also
contains some oprions that FmHa may use to restructure the existing
debt tor qualified borrowers or allow them to remain on the farm after
liguidation. However. nationwide statistics, as well as Gao's work in 13
county offices, indicate that few borrowers will qualify because of their
deteriorated financial condition.

The changes Fritl s and the Congress made in the program will probably
limit the size and availability of future emergency loans. These changes
should also rednce program costs, eventually reduce loan delinquencies.
and help achieve the program's objective of helping farmers recover
trom disasters. On the other hand, recent judicial and legislative actions
may reverse Fmtiy's progress in improving the deteriorated financial
condition of its farm loan parttolio. including the emergencey loan pro-
gram. For example in making supplemental appropriations for fiscal
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Purpose

Background

Results in Brief

The Farmers Home Administration ( Fmfa) provides direct loans through
iy emergency loan program to farmers who have sustained losses as a
result of natural disasters. The emergency program at $9.5 billion in out-
standing loans 15 FmHA™s largest farm loan program, and horrowers are
having difficulty repaying these loans.

In March 1986 the tormer Chairman, Subcommittee on Agriculture,
Rural Development. and Related Agencies, Senate Committee on Appro-
priations, asked G v to review the emergency loan program to

document program changes that occurred over the past several years,

determine why the program’s delinquency rate is so high,

identify the potential loss that FmHA may incur and the available alter-
narives to deal with debt that may be uncollectible, and

provide suggestions for changes in legislation and or program reguia-

tions and operanions to make the program function more effectively.

FHA, a credit ageney of the U.S. Department of Agriculture (Uspa), pro-
vides emergency loans to eligible farmers who have sustained actual
losses as a result of natural disasters. such as droughts, floods, wind-
storms, and hailstorms. As of June 30, 1986, the emergency loan pro-
gram, with about 1 15.000 borrowers and 272.000 loans, comprised
about $9.5 billion of the $28 billion outstanding principal on FmHA's
major farm loan programs. Emergency loans are inherently more risky
than other types of farm loans because they are made to help farmers
recover from losses rather than generate new income.

Since its inception in 1949 the emergency loan program has gone
through several cycles of broadened and tightened eligibility and bene-
fits. The program is currently in a phase of tightened eligibility and ben-
efits following a period of expansion in the 1970s and early 1980s that
resulted in a severely delinguent loan portfolio with potential losses in
the billions ot dollars.

FmHA borrowers became delinguent on their emergency loans for many
of the same reasons as do borrowers on other farm loans—external ele-
ments such as the weather, a poor farm economy, and unsound farming
and financial practices. In addition, expanded emergency loan program
features and a liberal “continuation policy™ that permitted additional
loans to already delinguent borrowers enabled borrowers to accumulate
large debt loads that they now find difficult to repay. Gao projects, on
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