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program changes that will help minimize losses and improve management of the guaranteed
farm loan program. We make no recommendations for legislative changes.
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This work was done under the direction of John W. Harman, Director, Food and Agriculture
Issues, (202) 275-5138. Other major contributors are listed in appendix VII.

Sincerely yours,
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J. Dexter Peach
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Executive Summary

Purpose

The Farmers Home Administration (FmHA) is shifting from making direct
farm loans to guaranteeing loans of private lenders to reduce the govern-
ment'’s role in supplying credit and its budget outlays. This shift has cre-
ated uncertain effects on borrowers, lenders, and the government.

At the request of the Chairman of the Senate Committee on Agriculture,
Nutrition, and Forestry, Gao determined (1) FmHA's progress in shifting
from direct to guaranteed farm loans and the financial condition of
guaranteed loan borrowers; (2) the impact of this shift on borrowers,
private lenders, and the government; and (3) whether program problems
contributed to losses on guaranteed loans.

Background

Until the early 1970s FmHA, an agency of the U.S. Department of Agri-
culture (UsDa), provided credit directly to farmers through government-
funded (direct) loans. The Rural Development Act of 1972 authorized
FmHA to guarantee farm loans made by private lenders. In guaranteeing
farm loans FmHA agrees to reimburse the private lender for up to 90 per-
cent of lost principal and interest if the borrower defaults.

In fiscal year 1984 FmHA began emphasizing guaranteed farm operating
and ownership loans to help keep lending in the private sector, reduce
budget outlays, and better service a growing but deteriorating direct
loan portfolio. The Food Security Act of 1985 and subsequent appropri-
ations legislation supported FmHA's shift to guaranteed farm loans.

Results in Brief

Although FmHA’s farm lending is shifting to guaranteed loans, the
increase in guaranteed lending—from about $71 million to $1.3 billion
between fiscal years 1983 and 1988—has resulted primarily from pri-
vate lenders obtaining loan guarantees for their existing customers who
had become financially stressed. Few FmHA direct loan borrowers have
switched to guaranteed loans with private lenders, or are likely to,
because their poor financial conditions make private lenders reluctant to
finance them even with loan guarantees. The decrease in FmHA direct
lending—from about $2.4 billion to $1.0 billion between fiscal years
1983 and 1988—is the result of several factors including increased use
of government farm program payments instead of credit to finance farm
operations and the reduced authorizations for farm ownership loans.

Although guaranteed loans help high-risk borrowers obtain private

credit, such borrowers have higher costs of money, stricter loan terms.
and, at the time of GAO's review, greater likelihood of liquidation
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because of private lender policies than do FmHA direct loan borrowers.
Thus, direct loan borrowers have little incentive to seek guaranteed
loans. Because few direct loan borrowers are obtaining guaranteed loans
and recent congressional actions have extended their direct loan eligibil-
ity, direct loan requests may not decline further. Thus, these borrowers
likely will need continued direct loan financing, and further decreases in
direct loan funding may restrict availability of credit for them.

Guaranteed loans benefit private lenders by reducing financial risk and
loan losses, improving liquidity and profitability from selling the guar-
anteed portion of loans in the secondary market, and upgrading bank
regulators’ classifications of their loan portfolios. The increase in guar-
anteed lending has helped the government keep some farm lending in
the private sector and reduce budgetary outlays needed to make new
direct loans. However, because the increase in outstanding principal for
guaranteed loans has outpaced the decrease in that for direct loans, the
government's overall financial exposure has increased.

FmHA's inadequate assessment of borrowers' financial conditions prior to
loan guarantee approval and insufficient oversight of approved loan
guarantees have contributed to guaranteed loan losses, which have
increased at a faster rate since 1984 than has guaranteed loan activity.
The more guaranteed loan losses increase, the greater will be the impact
on budget outlays. Thus, correcting the problems causing the increasing
losses grows in importance as the shift continues.

Principal Findings

Guarantees Increased; Few
Direct Borrowers Obtained
Guarantees

In fiscal years 1983-89, total annual authorizations for guaranteed farm
operating and ownership loans increased from $175 million to $3.3 bil-
lion. Total annual obligations for these loans grew from about $71 mil-
lion in fiscal year 1983 to about $1.3 billion in fiscal year 1988, peaking
at about $1.6 billion in fiscal year 1987. Total annual authorizations for
direct farm operating and ownership loans increased from about $2.4
billion in fiscal year 1983 to about $4.3 billion in fiscal year 1985 and
then declined to $995 million for fiscal year 1989. In fiscal yvears 1983-
88, FmHA obligated virtually all of its authorized funding for direct farm
operating and ownership loans.
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The increase in guaranteed lending resulted primarily from private lend-
ers obtaining guarantees for their financially stressed clients. GAO's anal-
ysis of FmHA loan data showed that only 2 percent of the borrowers with
direct farm operating and/or ownership loans between 1985 and 1987
also obtained the same type of guaranteed farm loans. Direct lending
declined primarily because of earlier availability of government farm
program payments, fewer borrowers, reduced farm operating expenses.
and reduced farm ownership lending authorizations.

Shift’s Impact on
Borrowers, Lenders, and
Government

Guaranteed loans help risky borrowers obtain private credit; however,
guaranteed loan borrowers pay higher interest rates and loan fees and.
at the time of GAO’s review, faced a greater chance of liquidation if they
defaulted on their loans than FmHA direct loan borrowers. Thus, direct
loan borrowers have little, if any, incentive to seek guaranteed loans.

In July 1987 the Congress reinstated a *‘continuation policy™ allowing
delinquent borrowers to defer FmHA debt and obtain new loans without
showing the ability to repay old loans. This action and the Agricultural
Credit Act of 1987, which requires FmHaA to write down a borrower’s
debt if it is less costly to the government than liquidation, allow delin-
quent and previously ineligible borrowers to obtain direct loans. Since
few of these borrowers are obtaining guaranteed loans and direct loan
requests may not decline further because of these actions, additional
funding decreases may restrict credit availability for them.

Although lenders have to submit financial data and other paperwork on
borrowers to receive guarantees, such guarantees help lenders finance
borrowers who are poor credit risks and protect lenders against poten-
tial losses. Lenders can also sell the guaranteed portion of loans in the
secondary market, thereby improving their liquidity and increasing
their profitability. Additionally, the guaranteed portion of the loan does
not count against a bank’s legal lending limit, which allows the bank to
make more loans; and regulators generally do not classify an FmHA-guar-
anteed loan as a weak loan if the lender properly services it.

Increased guaranteed lending has helped the government keep some
farm lending in the private sector and, assuming that some guaranteed
loan borrowers would have qualified for direct loans, has helped reduce
budget outlays for new direct loans. However. because few direct loan
borrowers have switched to guaranteed loans, and most likely will not
because of their poor financial conditions, continued substantial budget
outlays will probably be needed to provide financing to help them stay
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in business. In addition, the increase in the outstanding principal of
guaranteed loans has outpaced the decrease in that of direct loans by
about $570 million for fiscal years 1986-88, resulting in an overall
increase in the government's financial exposure.

Program Problems
Contribute to Loan Losses

Since 1984, losses on guaranteed loans have grown at a faster rate than
guaranteed loan activity. FmHA has estimated that losses on these loans
could exceed $115 million in fiscal year 1989 and, in its fiscal year 1987
financial statements, anticipated future losses of $644 million of the
$2.1 billion in outstanding guaranteed farm loan principal at that time.
Although loan losses may be caused by such uncontrollable factors as
adverse weather, losses can also be attributed to problems in FmHA's
assessment of borrowers’ financial conditions prior to loan guarantee
approval and in FmHA's oversight of approved loan guarantees. The
problems included FmHA's (1) inadequate assessment of borrower
finances and collateral for guaranteed loans, (2) unclear guidance for
determining the percentage of guarantee prior to loan guarantee
approval, (3) not obtaining timely default notices and/or liquidation
plans, and (4) not requiring action to recover from borrowers losses paid
to lenders.

Recommendations

To help control losses and improve management of FmHA's guaranteed
farm loan program, GAO recommends that the Secretary of Agriculture,
among other things, develop more comprehensive criteria for approval
of guaranteed loans, establish a range of loan guarantee percentages
based on loan risk, enforce requirements for lender servicing of guaran-
teed loans, and establish procedures for recovering from borrowers
amounts the government paid to lenders for guaranteed loan losses.

Agency Comments

UsDa generally agreed with most of GAO’s findings and recommendations.
However, some of its actions planned or underway may not fully resolve
some of the problems that led to the recommendations. In one instance
where UsDA disagreed on the need to establish procedures for recovering
government losses from defaulted borrowers, it agreed to further study
the issue. GAO continues to believe that recovery action should be pur-
sued against borrowers who may have assets available to reimburse the
government's losses. USDA stated that a contracted study of the pro-
gram’s loan approval and borrower selection criteria will consider most
of GAO's recommendations, including the recovery of loan losses. USDA’s
comments and GAO's evaluation are discussed in chapter 3.
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Chapter 1

Introduction

The Farmers Home Administration (FmHa) is the credit agency for agri-
culture and rural development in the U.S. Department of Agriculture
(USDA). FmHA provides direct (government-funded) loans and guarantees
loans private lenders make. Until the early 1970s FmHA's only vehicle for
providing credit to farmers was its insured, now commonly referred to
as direct. loan programs. The Rural Development Act of 1972 (P.L. 92-
419), which amended the Consolidated Farmers Home Administration
Act of 1961 (P.L. 87-128), provided FmHA with discretionary authority to
guarantee farm loans made by other agricultural lenders. This amend-
ment authorizes the Secretary of Agriculture to provide financial assis-
tance to borrowers by guaranteeing farm loans made by any federal or
state-chartered bank, savings and loan association, cooperative lending
agency, or other legally organized lending agency.

Background

Although FmHA has made several types of guaranteed farm loans since
1974, its two principal types of guaranteed farm loans are (1) farm
operating loans for feed, seed, fertilizer, livestock, farm and home equip-
ment, living expenses, and seasonal hired labor and (2) farm ownership
loans to buy and improve farm land and construct, repair, and improve
buildings. Between fiscal years 1974 and 1983, FmHA placed little
emphasis on guaranteed loans, and annual guaranteed farm operating
and farm ownership loan obligations' did not exceed $100 million.

In fiscal year 1984 FmHA began placing greater emphasis on guaranteed
loans to help keep farm lending in the private sector, reduce budgetary
outlays for direct loans, and devote more effort to servicing its growing
and increasingly delinquent direct loans. From June 30, 1978, to June
30, 1983, outstanding principal on FmHA's major direct farm loan pro-
grams increased from $9.2 billion to $24.3 billion as increasing numbers
of farmers were turned down for financing by private lenders and came
to FmHA for credit assistance. By 1981 this direct loan portfolio had
begun to show stress, and the stress continued to increase. From June
30, 1981. to June 30, 1983, delinquent payments on direct loans grew
from $1.6 billion to $4.1 billion—an increase from 7 percent to 17 per-
cent of outstanding principal—and loan losses increased from $77 mil-
lion in fiscal year 1981 to $113 million in fiscal year 1983.

'According to an FmHA budget official. when a conditional commitment is issued for a guarantecd
farm loan. it is reflected in FmHA's accounting records as an obligation. in order to maintain contral
over the individual program-authorized loan level. This is somewhat different from an obligation tor
a direct farm loan or for a payment of loss claim on a guaranteed farm loan. both of which lead th an
expenditure of funds from a different account
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FmHA's increased emphasis on guaranteeing loans, as well as the willing-
ness of private lenders to use loan guarantees instead of referring cus-
tomers to FmHA for direct loans, resulted in a growth in guaranteed loan
activity. As shown in table 1.1, guaranteed operating loan obligations
increased from about $50 million in fiscal year 1983 to about $1.1 billion
in fiscal year 1985, and obligations for guaranteed farm ownership
loans increased from $20 million to $68 million over the same period.

Table 1.1: Amounts Authorized and
Obligated for FMHA Guaranteed Farm
Operating and Ownership Loans for
Fiscal Years 1983 Through 1985

Dollars in Thousands

Farm Operating Farm ownership
Fiscal year Authorized Obligated Authorized Obligated
1983 $100.000 $50.547 $75.000 $20.032
1984 200000 111444 50000 41504
1985 1,172,000 1,106.850 68.000 67.927

Source. Summanes of FmHA budget history

The Food Security Act of 1985 (P.L. 99-198, Dec. 23, 1985), which
authorized FmHA farm lending levels for fiscal years 1986 through 1988,
supported the shift from direct farm loans to loan guarantees by
decreasing authorizations for direct loans and increasing authorizations
for guaranteed loans. Although the act authorized a total of $4 billion
for direct and guaranteed farm operating and ownership loans in each
fiscal year, the amount authorized for direct and guaranteed loans
changed from $2 billion each in fiscal year 1986 to $1.5 billion for direct
and 32.5 billion for guaranteed loans in fiscal year 1987 and $1 billion
for direct and $3 billion for guaranteed loans in fiscal year 1988. Over
80 percent of the amount for guaranteed loans was targeted for farm
operating loan guarantees. Table 1.2 demonstrates the funding shift by
fiscal year from direct to guaranteed lending as authorized by the Food
Security Act of 1985.

Table 1.2: Guaranteed and Direct
Operating and Ownership Loan
Authorizations for Fiscal Years 1986
Through 1988 as Aliocated by the Food
Security Act of 1985

Dollars in Mithons

Guaranteed Direct
Fiscal year Operating Ownership Total Operating Ownership Total
1986 $1.740 $260 $2,000 $1740  $260 $2,000
1987 2175 325 2,500 1305 195 1,500
1988 2610 390 3,000 870 130 1.000

Source The Food Security Act of 1985

As discussed further in chapter 2, the shift continued in fiscal year 1989
in which authorized lending levels are about $3.3 billion for guaranteed
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loans and $995 million for direct loans. Of these totals, $2.8 billion and
$474 million are for guaranteed operating and ownership loans while
$900 million and $95 million are for direct operating and ownership
loans, respectively.

FmHA has emphasized shifting from direct farm loans to guaranteeing
loans made by other lenders as a means of transferring most loan-mak-
ing and -servicing responsibilities to private lenders, as well as to facili-
tate graduations of borrowers from FmHA to private lender credit.
Because private lenders provide the actual funds for guaranteed loans,
no government outlays are required unless borrowers default on their
loans and FmHA has to fulfill its obligation to cover lenders’ losses.

Purpose of Guaranteed
Loans

The guaranteed loan program is designed to make credit available to
family farm owners or operators who are unable to qualify for adequate
credit from commercial agricultural lenders without a loan guarantee.
Their financial conditions are normally slightly better than FmHA's direct
loan program eligibility criteria, which stipulate that borrowers must
not be able to obtain private financing at reasonable rates and terms. In
guaranteeing loans, FmHA agrees to reimburse the lending institution for
a specified percentage (up to 90 percent) of any loss—principal. inter-
est, and liquidation costs—it may incur if the borrower defaults on the
loan. Lenders may sell loans with guarantees, in whole or in part, to
secondary market investors. FmHA insures loans sold to secondary mar-
ket investors against loss of principal and interest at the original guar-
antee percentage.

Tvpes of Loan Guarantees
and Qualification
Requirements

Two types of operating loan guarantees are available depending on the
use of funds. These include the loan note guarantee (term loan) and the
contract of guarantee (line of credit). Loan note guarantees cover loans
made to (1) purchase such items as equipment, livestock, and poultry;
(2) pay annual operating and/or family living expenses; (3) refinance
debts; and (4) pay other creditors. Basically, line-of-credit guarantees
allow borrowers to obtain loan funds, as needed, up to a predetermined
amount for more limited operating purposes, such as purchasing foun-
dation livestock replacements and paying annual operating expenses.
Farm ownership loan guarantees are loan note guarantees (term loans)
and. as stated previously. basically cover real estate purchases. refi-
nancing of real estate debt, or improvements to the farming enterprise.

Page 12 GAO 'RCED-89-86 FmHA's Farm Loan Guarantee Program



Chapter 1
Introduction

To obtain an FmHA farm operating and/or ownership loan guarantee, a
private lending institution must certify that it will not provide credit to
or continue with a borrower without a loan guarantee. Additionally, the
lender must provide information showing that the borrower has income
that equals or exceeds expenses and adequate security to ensure repay-
ment of the loan or line of credit. FmHA charges lenders a fee of 1 per-
cent—based on the principal loan amount or on the line of credit ceiling
amount, multiplied by the percent of guarantee—to obtain a farm loan
guarantee. Lenders may and usually do pass this fee on to the
borrowers.

Guaranteed Loan Interest
Rates. Limits, and
Servicing Requirements

FmHA's guaranteed loan requirements are similar to those of direct loans
in regard to borrower eligibility criteria, loan purposes, loan repayment
periods, and adequate security to protect the government's interest.
Guaranteed loans differ, however, in that (1) the interest rate charged is
generally higher (see ch. 2), (2) the loan limits are higher, and (3) lend-
ers are responsible for servicing the loans.

The interest rate on a guaranteed loan is negotiated between the lender
and borrower. In 1988, FmHA regulations (1) allowed lenders to charge a
variable interest rate that fluctuated with changes in market interest
rates and (2) stipulated that the interest rate on a guaranteed loan could
not be more than 1 percent higher than the rate the lender charged its
average farm customer. On January 13, 1989, FmHA published revised
regulations that now limit lenders’ guaranteed loan interest rates to no
more than the rates that the lenders charge to their average farm
customers.

The lending limit and maximum principal indebtedness for direct oper-
ating and farm ownership loans is $200,000 each, per borrower. These
limits are $400,000 for guaranteed operating loans and $300,000 for
guaranteed farm ownership loans. Additionally, when a borrower has or
will have FmHA direct loans and guaranteed loans of the same type, the
combined principal indebtedness cannot exceed the guaranteed loan
limit for the two types of loans (8400,000 for operating loans and
$300.000 for farm ownership loans).

Although lenders are responsible for servicing a guaranteed loan and
protecting loan collateral. FmHA county supervisors are responsible for
monitoring the loan to ensure that the required servicing takes place.
Also. county supervisors have authority to approve or concur in (1) any
alterations in the loan approval conditions; (2) any replacement of loan
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collateral; (3) all lien coverage and lien priorities on the collateral; (4)
any deferral, rescheduling, or reamortization of the loan; and (5) use of
proceeds from the disposition of collateral. In contrast, FmHA services its
direct loans.

Changes in
Guaranteed Farm
Loan Regulations

On January 13, 1989, FmHA published in the Federal Register general
revisions of its guaranteed farm loan regulations to (1) implement provi-
sions of the Agricultural Credit Act of 1987, (2) make revisions that will
encourage increased lender participation in the guaranteed loan pro-
gram, and (3) clarify the processing and servicing requirements of guar-
anteed operating and farm ownership loans. These changes involved

requiring a borrower’s income to equal or exceed all anticipated cash
outflows plus a planned reserve of at least 10 percent (110 percent posi-
tive cash flow) to allow for new investments and uncertainties associ-
ated with the farming operation;

requiring lenders to charge a guaranteed loan borrower an interest rate
that is no greater than what is charged to the lender’s average farm
customer rather than allowing the lender to charge 1 percent above that
rate,

allowing lenders to write down the principal indebtedness of a bor-
rower’s account, with an accompanying loss payment by FmHA in accord-
ance with the debt restructuring provisions of the Agricultural Credit
Act; and

clarifying lien priorities and the application of proceeds from the sale of
collateral when the lender holds guaranteed and nonguaranteed loans on
the same borrower.

FmHA proposed in the June 17, 1988, Federal Register that all farm loans
be guaranteed at 90 percent, rather than *‘up to 90 percent.” However,
because of Office of Management and Budget (0MB), Uspa’s Office of
Inspector General (01G), and our concerns, this provision was withdrawn
from the final regulations.

Objectives, Scope, and
Methodology

We performed this review in response to a March 30, 1987, request from
the Chairman of the Senate Committee on Agriculture, Nutrition, and
Forestry. He requested that we review FmHA's farm loan guarantee pro-
gram and determine how well FmHA is implementing its congressionally
authorized shift from direct to guaranteed farm loans and the overall
impact of this shift on farm credit availability (see app. I). On the basis
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of this request and subsequent discussions with committee staff, we
agreed to determine

« the progress FmHA is making in shifting from direct to guaranteed farm
loans (see ch. 2);

» the impact of this shift on borrowers, private lenders, and the govern-
ment (see ch. 2);

« the financial condition of borrowers who are receiving loan guarantees
(see ch. 2 and 3 and app. V); and

« whether program problems have contributed to losses on guaranteed
loans (see ch. 3).

We limited our scope to operating and farm ownership loans because of
the negligible guaranteed loan activity in other loan programs. Guaran-
tees for recreation loans have not been funded since 1981, guarantees
for emergency loans have been under suspension for a number of years,
and guarantees for soil and water loans were less than $500,000 annu-
ally in fiscal years 1986-88.

Progress Made in Shifting To determine the progress FmHA is making in its shift from direct to
to Guaranteed Loans and guaranteed farm loans and the impact of this shift on borrowers, lend-
Im pact o f the Shift ers, and the government, we obtained FmHA national reports and com-
puter tapes of direct and guaranteed loan data bases and documented
the extent of guaranteed farm operating and ownership loan activity
nationally and by state. We also used information from these data bases
to determine the extent to which FmHA direct farm loan borrowers are
receiving loan guarantees. In addition, from the guaranteed loan data
base, we obtained information on the amount, outstanding balance, sta-
tus, and type of loans guaranteed, and the closing, maturity, and loss
payment dates on loan defaults. Further, we obtained, through inter-
views with FmHA and private lenders, information on the impact of the
shift on borrowers, lenders, and the government.

Detailed Information on To develop detailed information on the financial condition of borrowers
Financial Condition of who are receiving farm loan guarantees, the amount of credit available
Borrowers, Available Fo direct and guaranteed. loan borrowers, and credit needs of borroyvers

Credit. and Prosram in general and to determine whether prlogram problems have contrlp—
)re ’ g uted to losses on guaranteed loans, we judgmentally selected for review
Problems eight states that among them had high, medium, and low levels of guar-
anteed loan activity. The states selected were [owa, Minnesota, Wiscon-

sin, Texas, Louisiana, Arkansas, Florida, and South Carolina. We also
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obtained additional information on borrowers’ financial conditions and
credit availability from interviews with private lenders and FmHA offi-
cials in five other states—OQOhio, Tennessee, Indiana, Oklahoma, and Cali-
fornia. The results of our work in the selected states are not projectable.
Additionally, we reviewed FmHA’s own internal assessments to develop
information on how the guaranteed loan program is functioning.

Within each of the eight states, we first selected the district with the
highest number of guaranteed loans. We then chose the county office
within that district having the highest and, except for one district, the
lowest guaranteed loan activity, considering both operating and owner-
ship loans. The one exception was a county office located in a district
that we believed was not representative because of urban sprawl. In
total, we included 16 county offices in our review. In addition, at the
county offices where loan guarantees had been made, we randomly
selected and reviewed loan files of at least five borrowers who had
obtained guaranteed loans. In county offices that had guaranteed fewer
than five farm loans, we reviewed all guaranteed loan files. Two of the
county offices we visited had not made any farm loan guarantees.

We reviewed loan files of 67 borrowers who had 74 guaranteed loans—
69 operating and 5 farm ownership. Three of these borrowers had
received both an operating and ownership loan. From these borrowers’
loan files, we documented (1) information on their financial conditions
and credit needs, (2) why the guaranteed loan was needed, (3) how
many existing FmHA direct loans each borrower had in addition to their
loan guarantees, and (4) how well FmHA administered the application
and approval process for these loans.

In addition to our review of 67 borrowers’ loan files, we judgmentally
selected and reviewed 12 loan files of borrowers who had defaulted on
their guaranteed loans to document how program problems contributed
to guaranteed loan losses. We reviewed these files to determine why the
defaults occurred; whether program problems contributed to loan losses:
the amount of loss payments FmHA provided lenders to cover guarantees;
and the adequacy of FmHA's oversight of the default, liguidation, and
collection processes.

To ensure consistency in gathering and reporting data. we developed a
standard data collection instrument to record information on sample
borrowers at the county office level. We also developed specific inter-
view questions as an aid to obtaining relevant information from FmHA
and private lending institution officials on the guaranteed farm loan
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program. In addition to obtaining information from FmHA and private
lending officials and borrowers’ loan files, we used FmHA's guaranteed
loan data base to determine the status of outstanding loans.

Program Obstacles
Limiting Participation,
Implementation Problems,
and Farm Credit Needs

The interview questions for FmHA and lenders were designed to add
insight into how the guaranteed loan program is functioning, to identify
obstacles limiting program participation, and to determine factors
affecting farm credit needs. We interviewed FmHA Farmer Program offi-
cials in Washington, D.C., and state directors, farmer program chiefs,
district directors, and county supervisors in 8 states, 6 districts, and 16
county offices. Additionally, we interviewed officials—presidents, chief
executive officers, vice presidents, agricultural loan officers, and credit
directors—of 38 local banking and Farm Credit System lending institu-
tions in these 8 states. We also interviewed officials from the American
Bankers Association, the Independent Bankers Association of America,
and the American Farm Bureau Federation in Washington, D.C. At the
state level, we interviewed officials of four state farm bureaus and an
agricultural loan counseling group. As previously mentioned, we also
obtained information on credit availability from FmHA and private lender
officials in five additional states.

Appendixes II, 1II, and IV contain fiscal years 1987 and 1988 data on
FmHA guaranteed loan activity, delinquencies, and losses for all states
and U.S. territories. Appendix V contains financial condition and other
data on the guaranteed loan borrowers randomly selected from the
county offices we visited.

Data Sources

We obtained national and state statistics on (1) the number and dollar
amount of guaranteed loans, (2) the number and dollar amount of guar-
anteed loan delinquencies, and (3) the number and dollar amount of
guaranteed loan losses from the following FmHA data sources.

The fiscal year 1984 through 1988 Status of Loan and Grant Obligations
Allotments or Distributions reports (FmHA report code 205), which con-
tain obligation information on the number and amount of direct and
guaranteed loans by loan type and by state.

The fiscal year 1986 through 1988 Analysis of Delinquencies reports
(rmHa guaranteed loan report 4067), which contain analyses of delin-
quencies by loan type and by state for guaranteed farm loans.
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The fiscal year 1984 through 1988 Summary Loss Listing reports (FmHA
guaranteed loan report 4131), which contain the number of loss claims
and loss amounts by loan type and by state for guaranteed farm loans.
FmHA Finance Office’s General Ledger Accounts 5323, 5324,5325, and
5326, which list guaranteed farm operating and ownership loan losses
by fiscal year.

We also obtained information on FmHA borrowers with direct farm loan
activity who were receiving guaranteed loans, losses on guaranteed
loans, the guarantee percentages offered on guaranteed loans, and inter-
est rates that lenders charged borrowers for guaranteed loans from the
following data sources.

The June 30, 1985, 1986, and 1987, Active Borrowers Delinquent Report
files (FmHA report code 616), which contain selected information on all
active direct loan borrowers and loans in FmHA's farm loan portfolio.
The September 30, 1987, and September 30, 1988, Guaranteed Loan Pro-
gram data base tapes, which are used to generate such reports as the
4067 analysis of delinquencies, 4110 loan caseload, and 4130 detail loss
listing.

Data Limitations

This report contains information from FmHA automated data bases on
the direct and guaranteed farm loan programs. The data base used for
direct loan borrovw ers was the Active Borrowers Delinquent Report files
(FmHA report code 616) for June 30, 1985, 1986, and 1987, which contain
selected information on all active direct borrowers and loans in FmHA'S
farm loan portfolio. We have conducted limited tests of the validity and
reliability of certain farm loan data in the Active Borrowers Delinquent
Report files for previous reviews; consequently, we accepted the data as
sufficient for this review. We used these data to determine (1) how
many FmHa direct loan borrowers received guaranteed loans during
1985, 1986. and 1987 and (2) the total dollar amount of operating loans
these borrowers had outstanding.

We also used information from the guaranteed farm loan data bases
because FmHaA officials stated that these data bases were the best and
most complete source of data available on borrowers who had received
FmHA guaranteed loans. However. as part of our county office visits. we
performed a limited test of certain loan information from these data
bases and found that some of the data were incomplete or inaccurate.
We also performed limited testing of the guaranteed farm loan data base
tapes FmHa provided for our review and found incomplete records,
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duplicate records, and what appeared to be either erroneous data or
typographical errors. Our testing was insufficient, however, to render an
opinion on the overall reliability of information from this automated
data file.

Another problem with FmHA’s guaranteed loan data base is that not all
guaranteed loans are being recorded in the system. This was cited as an
internal accounting control weakness in a recently issued report expres-
sing our opinion on FmHA'’s financial statements for the year ended Sep-
tember 30, 1987, and the reports on internal accounting controls and
compliance with laws and regulations.’

FmHA personnel acknowledged that the guaranteed loan data bases are
incomplete because not all loan data have been recorded in the system.
Also, they indicated that duplications or errors may exist in certain data
records. However, since FmHA officials stated that these data bases were
the best and most complete sources of information, we used them for
our review,

Coordination and
Compliance With Auditing
Standards

We coordinated our review with USDA’s 0IG and reviewed its reports on
FmHA’s guaranteed farm loan program. The OIG issued a report on the
guaranteed farm loan program in September 1988. We discussed review
objectives and closely coordinated our review efforts with 01G personnel
to maximize audit coverage and minimize duplication of effort. We have
included findings from the 01G’s work in appropriate sections of our
report.

We conducted our review from April 1987 through March 1989 and per-
formed our work in accordance with generally accepted government
auditing standards. The review included segments of the audit elements
of compliance, economy and efficiency, and program results. We also
reviewed all the Secretary of Agriculture’s annual statements and
reports as required by the Federal Managers’ Financial Integrity Act of
1982 to identify internal control weaknesses and actions taken or
planned to resolve them.

“Financial Audit: Farmers Home Administration’s Losses Have Increased Significantly
(GAO, AFMD-89-20. Dec. 20. 1988).

“Farmers Home Administration Management of Farmer Program Guaranteed Loans Needs Improve-
ment (U'SDA OIG Audit Report 04665-2-Te. Sept. 29. 1988).
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We obtained written USDA comments on the results of our work, which
are contained in appendix VI.
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Shift to Guaranteed Lending Occurring but
Impact Varies

As emphasized by FmHA since 1984 and as authorized by the Food Secur-
ity Act of 1985 and subsequent appropriations, FmHA is shifting its farm
lending from direct to guaranteed loans. However, the increase in guar-
anteed lending has resulted from private lenders obtaining loan guaran-
tees for their existing customers who became financially stressed rather
than from FmHA’s direct loan borrowers shifting to guaranteed loans.
Few direct loan borrowers have shifted to guaranteed loans, and large
numbers are unlikely to shift in the future, because their poor financial
conditions make private lenders reluctant to finance them even with
loan guarantees. The decrease in direct lending has resulted less from a
shift to guaranteed lending than from such factors as increased and. in
some cases, earlier availability of government farm program payments
that farmers used instead of credit to finance their operations; reduced
numbers of FmHA direct loan borrowers and direct loan applications;
decreased farm operating expenses; and reduced authorizations for farm
ownership loans.

The shift to guaranteed lending may not continue at the pace of previ-
ous years and as anticipated by lending authorizations. Despite
increased lending authorizations, guaranteed operating loan obligations
have decreased each year since fiscal year 1986, with the gap between
authorizations and obligations growing to about $1.3 billion in fiscal
year 1988. On the other hand, with the exception of fiscal year 1988.
guaranteed farm ownership obligations have essentially kept pace with
the increased lending authorizations over the past few years. In addi-
tion, the decline in direct lending may not continue as anticipated by
lending authorizations because of 1987 and 1988 congressional actions
that made previously ineligible delinquent borrowers eligible for contin-
ued direct loan assistance.

The impact of the shift to guaranteed lending varies among borrowers.
lenders, and the government and cannot be easily measured. Although
guaranteed loans help high-risk borrowers obtain credit from private
lenders on better loan terms, these borrowers have higher costs of
money, stricter loan terms, and, at the time of our review, greater likeli-
hood of liquidation because of lender policies than do direct loan bor-
rowers. These factors are disincentives for direct loan borrowers to seek
guaranteed loans. Since few direct loan borrowers are shifting to guar-
anteed loans and direct lending may not decline as anticipated, further
shifts in authorized funding may restrict credit availability for direct
loan borrowers in fiscal year 1989 and future years. Guaranteed loans
benefit lenders by reducing financial risk and loan losses, improving
liquidity and profitability from selling the guaranteed portion of loans in
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Lending Is Shifting
From Direct to
Guaranteed Loans

the secondary market, and upgrading the classification of their loan
portfolios with bank regulators.

The impact of the shift on the government is mixed. The increase in
guaranteed lending has helped keep some farm lending in the private
sector and reduce budgetary outlays needed to make new direct loans.
However, the increase in outstanding principal for guaranteed loans has
outpaced the decrease in that for direct loans by about $570 million
between fiscal years 1986 and 1988 primarily because few direct loan
borrowers are switching to guaranteed loans. Consequently, despite the
progress in shifting from direct to guaranteed lending, the government'’s
overall financial exposure has increased. Continued substantial budget-
ary outlays for direct loans will probably be needed for the foreseeable
future, if the government intends to continue helping these borrowers
stay in business.

As emphasized by FmHA since 1984 and as authorized by the Food Secur-
ity Act of 1985, FmHA is shifting its farm lending toward guaranteed
loans and away from direct loans, although not to the extent anticipated
by the act or by annual appropriations establishing lending authoriza-
tions. From fiscal year 1983 through fiscal year 1989, total annual
authorizations for guaranteed farm operating and ownership loans
increased from $175 million to about $3.3 billion (almost 1,800 percent),
while total annual obligations for these loans grew from about $71 mil-
lion in fiscal year 1983 to about $1.6 billion in fiscal year 1987 and then
declined to about $1.3 billion in fiscal year 1988. Total annual authoriza-
tions for direct farm operating and ownership loans increased from
about $2.4 billion in fiscal year 1983 to about $4.3 billion in fiscal year
1985 and then declined to $995 million for fiscal year 1989. During these
years FmHA obligated virtually all of the total authorized lending levels
for direct farm operating and ownership loans. (See fig. 2.1.)
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Figure 2.1: Total Authorizations and
Obligations for Farm Operating and
Ownership Guaranteed and Direct
Loans, Fiscal Years 1983-89

5.0 Dollars in Billions

Fiscal Year

e  irect authorizations
mwen Direct obligations

mmmm  Guaranteed authorizations
maEnN Guaranteed obligations

Note: Fiscal year 1988 guaranteed farm ownership authorizations exclude $250 million for
purchasing Farm Credit System inventory property as authorized by the Agricultural Credit Act
of 1987 because the provision was not implemented during 1988.

Source Summaries of FMHA budget history

Annual guaranteed operating loan authorizations grew from $100 mil-
lion in fiscal year 1983 to about $2.8 billion in fiscal year 1989. Obliga-
tions for these type loans surged in fiscal years 1985 and 1986, but have
declined since then. Obligations have been increasingly less than the
lending authorizations since fiscal year 1986, with the gap between
authorizations and obligations growing to about $1.3 billion in fiscal
year 1988. If, as some lenders we interviewed indicated, guaranteed
operating lending further declines, the shift to guaranteed loans may not
continue at the pace of previous years and as anticipated by lending
authorizations. FmHA obligated virtually all of its authorized direct oper-
ating lending from fiscal year 1983 through 1988. Annual direct operat-
ing loan obligations grew from about $1.7 billion in fiscal year 1983 to
about $3.6 billion in fiscal year 1985 before declining sharply to about
$900 million in fiscal year 1988, which is the amount authorized for fis-
cal year 1989. Despite the increase in guaranteed loans, direct operating
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loans still exceeded guaranteed operating loans in each fiscal year. (See
fig. 2.2.)

Figure 2.2: Authorizations and
Obligations for Farm Operating
Guaranteed and Direct Loans, Fiscal
Years 1983-89

4.0 Dollars in Billions

1983 1984 1885 1986 1987 1988 1989
Fiscal Year

emem  Direct authorizations
wsw= Direct obligations

sl Guaranteed authorizations
aamm Guaranteed obligations

Source Summaries of FmHA budget histary

Annual guaranteed ownership loan authorizations grew from $75 mil-
lion in fiscal year 1983 to $640 million in fiscal year 1988 and declined
to $474 million for fiscal year 1989. However, authorizations for guar-
anteed ownership loans actually increased to about $390 million in fiscal
year 1988 because $250 million of the $640 million was authorized to
cover purchases of Farm Credit System inventory property as autho-
rized by the Agricultural Credit Act of 1987. Because the regulations
implementing this provision were not finalized before the end of fiscal
vear 1988, none of the $250 million set aside for this program was obli-
gated in fiscal year 1988. Annual obligations for guaranteed ownership
loans grew from about $20 million in fiscal year 1983 to about $362 mil-
lion in fiscal year 1988, roughly the same pace as authorizations. with
the exception of the fiscal year 1988 anomaly previously discussed.
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FmHA obligated virtually all of its authorized direct ownership loan
funds from fiscal year 1983 through fiscal year 1988. FmHA could possi-
bly have made more direct ownership loans during this period because
in some years it had unfulfilled loan requests that exceeded authorized
lending levels, which declined sharply to emphasize guaranteed owner-
ship loans and to make more direct loan funds available for higher prior-
ity operating loans. Annual direct ownership obligations decreased
substantially from about $730 million in fiscal year 1983 to about $75
million in fiscal year 1987. Obligations increased to $115 million in fiscal
yvear 1988 but will decline again in fiscal year 1989 because only $95
million has been authorized for this type of loan. Despite the increase in
guaranteed lending and the decrease in direct lending, it was not until
fiscal year 1987 that guaranteed farm ownership loans exceeded direct
loans. (See fig. 2.3.)

Figure 2.3: Authorizations and
Obligations for Farm Ownership
Guaranteed and Direct Loans, Fiscal
Years 1983-89
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Note: Fiscal year 1988 guaranteed farm ownership authorizations exclude $250 million for
purchasing Farm Credit System inventory property as authorized by the Agricultural Credit Act
of 1987 because the provision was not implemented during 1988.

Source Summaries of FmHA budget histary
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The increase in guaranteed loan obligations was not a result of FmHa
direct loan borrowers obtaining guaranteed loans. Rather, the increase
occurred primarily because private lenders obtained guaranteed loans
for their existing commercial customers who were experiencing financial
problems. Direct operating loan obligations declined primarily because
other forms of government financial assistance were available; there-
fore, borrowers needed less FmHA credit. Reduced lending authorizations
contributed to the decline in direct farm ownership lending.

Loan Guarantees Not
Going to Direct Loan
Borrowers

Our analysis of FmHA data disclosed that of 107,232 borrowers with
direct farm operating and/or ownership loans in 1985 through 1987,
only 2,195 (about 2 percent) obtained a guaranteed loan of the same
type during the same period. This analysis was further supported by the
USDA 0IG September 1988 report that projected that about 1 percent of
the 15,585 guaranteed farm loans totaling $1.5 billion in its sample uni-
verse were used to finance FmHA direct loan borrowers. Our analysis fur-
ther showed that the 2,195 direct loan borrowers who obtained
guaranteed loans in 1985 through 1987 represented about 11 percent of
the 20,868 total borrowers who received guaranteed loans during this
period.

FmHA direct loan borrowers are not obtaining loan guarantees primarily
because most are in worse financial condition than private lender bor-
rowers and cannot qualify for private lender credit. About 40 percent
(15 of 38) of the private lending officials we interviewed said their insti-
tutions were not willing to extend credit to FmHA direct loan borrowers
even with an FmHA loan guarantee. Of the 23 lending institutions willing
to provide financing to FmHA direct loan borrowers, 21 would require the
borrowers to meet more stringent loan eligibility criteria than required
by FmHA. Two of the lending institution officials did not cite any specific
loan eligibility criteria.

Currently, in order to receive an FmHA direct loan, a borrower’s income
must be at least equal to expenses and the borrower must have adequate
security to ensure loan repayment, which in the case of a farm owner-
ship loan is defined as security equal to or greater than the value of the
loan. In contrast, the private lenders we interviewed typically would
require borrowers to have higher cash flow margins,’ security valued at

' Amount by which borrowers’ income exceed their expenses.
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more than the loan amount, and lower debt-to-asset ratios.- Our findings
were similar to findings in another report that we issued in November
1988." This report stated that few FmHA borrowers are graduating to
other sources of credit because they are not financially capable and
because non-FmHA lenders are reluctant to refinance them.

Private Lenders Request
Loan Guarantees for Their
Financially Stressed
Customers

According to the FmHA state and county and private lending officials we
interviewed, private lenders are primarily obtaining loan guarantees to
cover loans made to their financially stressed customers who have
either marginal loan security, marginal cash flow, or poor debt-to-asset
ratios and insufficient net worth. The 0IG confirmed this situation in its
September 1988 report that projected that 99 percent of the 15,585
guaranteed loans in its sample universe were used to finance lender cli-
ents. In addition, we found that some lenders obtain guarantees to avoid
having bank examiners classify the loans as substandard.

We developed financial statistics on a sample of 67 borrowers randomly
selected from 14 of the 16 FmHA county offices that had guaranteed farm
operating and ownership loans (2 counties had no borrowers who had
guaranteed loans). On average, these 67 borrowers had current liabili-
ties that exceeded their current assets,* and their average total debts
represented 76 percent of their total assets. (According to the USDA’s
Economic Research Service, the debt-to-asset ratio compares the value
of assets to the amount of debt and is one indicator of financial sound-
ness. Borrowers with ratios of over 70 percent are less likely to be able
to offset negative cash flows through borrowing.) In addition, eight of
the borrowers were technically insolvent (total debts exceeded total
assets). Appendix V contains additional information on the general
financial condition of the guaranteed loan borrowers in our sample.

~The debt-to-asset ratio compares the value of assets to the amount of debt and is one indicator of
financial soundness.

“Farmers Home Administration: Farm Loan Programs Have Become a Continuous Source of Subsi-
dized Credit (GAO,RCED-89-3. Nov. 22.1988).

'Current liabilities are those payable within a 12-month period. Current assets are those that could
normally be disposed of within a 12-month period. such as cash, marketable bonds. and receivables.
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Farm Lending Declined
Primarily Because of
Reduced Credit Need

Government Farm Program
Payments Reduced Credit Need

Farm credit, including FmHA direct farm operating loans, has been
decreasing since fiscal year 1985. Total farm debt declined about $21
billion from the end of 1985 through 1986" and another $18 billion from
the end of 1986 through 1987 . This decline can be attributed primarily
to increased and, in some cases, earlier availability of government farm
program payments that farmers used instead of credit to finance their
operations. Other factors include a reduced number of active farmers
and decreased farm operating expenses. FmHA has also experienced a
decline in farm operating credit as obligations decreased 24 percent in
fiscal year 1986 and about 29 percent in fiscal years 1987 and 1988. The
decline in farm ownership lending can be attributed in large part to
decreased authorizations for these loans, which decreased from over
$650 million in fiscal year 1985 to $115 million in fiscal year 1988. In
some years requests for farm ownership loans have exceeded authorized
funding. FmHA officials have indicated that farm ownership loan
requests denied because of funding limitations would be carried forward
to the next fiscal year.

FmHA and private lender officials we interviewed said that the availabil-
ity and use of government farm program payments, which increased
from about $8 billion in 1985 to over $20 billion in 1987, have contrib-
uted to the reduction in total farm debt. These officials said the three
programs listed in table 2.1 were the primary reason farm credit has
been decreasing. Farmers used advanced deficiency payments instead of
credit to finance their crop planting, the conservation reserve program
to reduce the need for credit by providing them income in exchange for
taking highly erodible land out of crop production, and the dairy termi-
nation program to reduce the need for credit by eliminating dairy
operations.

Table 2.1: Government Farm Programs
Cited by FmHA and Private Lender
Officials as Factors Reducing Farm
Credit

Percent of Percent
Factors reducing farm credit FmHA officials of lenders
Advanced deficiency payments 82 70
Conservation reserve program 32 3
Dairy termination program o - -
Combination of the above programs I 64

Source Opinions of surveyed FmHA a~d private lender officials In eight states

“Farm Finance: Financial Condition of American Agriculture as of December :31. 1986
(GAO/RCED-88-26BR. Oct. 20. 1987)

"Farm Finance: Financial Condition of American Agriculture as of December 31. 1987
(GAO RCED-89-33BR. Oct. I8. 1988)
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USDA’s Agricultural Stabilization and Conservation Service (ASCS) makes
deficiency payments to farmers to supplement their incomes when a
commodity’s market price is lower than a set or target price established
by law. Formerly paid in full the year after the farmer signed up for the
program, farmers growing wheat, feed grains, upland cotton, and rice in
fiscal years 1986 and 1987 received from 30 to 50 percent of the esti-
mated deficiency payment for their crops in advance when they regis-
tered for the Ascs deficiency payment program. Deficiency payments
help improve farmers’ overall financial conditions, and advanced defi-
ciency payments can be used instead of credit to finance farmers’ opera-
tions such as crop planting rather than recovering these costs, including
the cost of credit, after the harvest. In fiscal year 1987, farmers
received $2.48 billion in advanced deficiency payments.

According to the FmHA Deputy Assistant Administrator for Farmer Pro-
grams, and officials from the American Bankers Association, the Inde-
pendent Bankers Association of America, and the American Farm
Bureau Federation, the use of advanced deficiency payments has had
the greatest effect on reducing total farm credit. Further, 10 of the pri-
vate lending officials we interviewed estimated that they had reduced
the amount of funds lent to farm customers by 10 to 25 percent because
these borrowers used the advanced deficiency payments in lieu of
credit.

The conservation reserve program and the dairy termination program
were other programs cited by FmHA and private lending officials as
reducing total farm credit. These programs reduced the size of farming
operations by taking land out of production and eliminating dairy opera-
tions. The conservation reserve program, established to help control
critical soil erosion and to decrease production of surplus agricultural
commodities, provides for paying farmers to enroll highly erodible
cropland into a reserve for 10 years. Nationally, about 23 million acres
of farm land have been enrolled in the conservation reserve program
through fiscal year 1987, and farmers received about $655 million for
participating in the program in fiscal year 1987. Under the dairy termi-
nation program, farmers received payments for agreeing to discontinue
milk production for 5 years. Nationally, farmers received $587 million
through this program in fiscal year 1987.

These programs had a greater effect in some states than others. For
example, Texas had about 2.8 million acres enrolled in the conservation
reserve program but Louisiana had only 59.396 acres enrolled through
fiscal vear 1987. Also, while 32 percent of all FmHA respondents and 27

Page 29 GAO 'RCED-89-86 FmHA's Farm Loan Guarantee Program



Chapter 2
Shift to Guaranteed Lending Occurring but
Impact Varies

Declining Number of Farmers
Reduced Farm Credit

Decreasing Farm Operating
Expenses Reduced Farm Credit
Need

percent of all lender respondents believed the dairy termination pro-
gram was responsible for reducing credit in their areas, the percentages
were much higher in Minnesota, Wisconsin, and Iowa, where about 67
percent of FmHA respondents and 53 percent of all respondents, respec-
tively, believed this program reduced credit demands in these states
that have substantial dairy production.

USDA’s Economic Research Service reported that the number of farms
has declined every year since 1981, falling over 9 percent from 1981
through 1986. The FmHA Deputy Assistant Administrator for Farmer
Programs said that, in his opinion, the overall decrease in the number of
farmers was the second largest factor reducing farm sector credit. The
American Bankers Association and Independent Bankers Association of
America officials we interviewed also believed that the decreasing
number of farmers has reduced farm credit. FmHA reported that the
number of active FmHA farm borrowers decreased about 17,600, or 6.3
percent, from fiscal year 1985 through fiscal year 1987. FmHA further
reported that its farm loan applications declined from 121,985 in fiscal
year 1986 to 80,249 in fiscal year 1987. Although a number of reasons
existed for this decline in applications, the decreasing number of farm-
ers was one factor.

Overall decreases in farm operating expenses have also reduced the
need for farm credit. Production expenses decreased about 4 percent in
1985," and another 8.7 percent in 1986,* and, although about 1 percent
higher in 1987 were still below 1985 expenses on such items as feed
grain prices, fertilizer costs, rent, repair expenses, and interest charges.
The decline reported in 1986 was the largest since 1953.

“Farm Finance: Financial Condition of American Agriculture as of December 31. 1985
(GAO/RCED-86-191BR. Sept. 3. 1986).

“*GAO/RCED-88-26BR. Oct. 20, 1987
“GAO/RCED-89-33BR. Oct. 18, 1988
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Guaranteed loans help borrowers obtain private credit on better terms
and when such credit may otherwise be unavailable from private lend-
ers. However, guaranteed loan borrowers pay higher interest rates and
loan fees than FmHA direct loan borrowers. Because of these increased
credit costs and generally a greater risk of liquidation, direct loan bor-
rowers have little, if any, incentive to seek guaranteed loans.

Guaranteed Loans Provide
Borrowers Better Loan
Terms and Increased
Private Credit Availability

Private lenders normally charge higher interest rates for higher-risk
borrowers, periodically ration credit to their more creditworthy borrow-
ers during liquidity shortages, and restrict credit when borrowers’ col-
lateral values decline. Guaranteed loans help borrowers overcome these
obstacles to obtaining private credit. Under FmHA's existing regulations
published in January 1989, a guaranteed loan borrower pays interest at
rates no more than rates the lenders charge their average farm custom-
ers. Thus, interest rates charged tn a guaranteed loan borrower can be
several percentage points less than what the lender would normally
charge a high-risk farm borrower. In addition, because the guaranteed
portion of guaranteed loans can be sold in the secondary market and
provide an additional source of loan funds to the lender, the lender may
be able to finance more high-risk borrowers during periodic liquidity
shortages when credit may otherwise need to be rationed to better-risk
borrowers. Further, during periods of economic stress that may cause
collateral values to decline, borrowers who can demonstrate repayment
ability may obtain credit from their private lenders with FmHa guaran-
tees because the guarantees support the collateral.

Guaranteed Loan Interest
Rates Higher Than for
Direct Loans

Although guaranteed loans enable borrowers to obtain credit at interest
rates lower than what they would normally have to pay because of their
being high-risk borrowers, the interest rates on guaranteed loans can
range from about 3 to 7 percent higher than FmHA direct loan interest
rates. To illustrate, the median interest rate private lenders charged on
the guaranteed operating loans to the 67 borrowers in our sample was
11.9 percent. In contrast, during fiscal year 1987 the FmHA regular direct
loan interest rates ranged from 7.5 to 9.25 percent; and the limited
resource interest rate. which is a government subsidized rate, ranged
from 4.5 to 5.75 percent. FmHA provides the limited resource rate to
those borrowers who cannot make loan payments at its regular interest
rates. According to FmHA's September 30. 1987 and 1988, Status of Loan
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and Grant Obligations Allotments or Distributions reports, FmHA made
about 64 percent of its direct farm operating and ownership loans at its
limited resource interest rates.

Additional Charges
Assessed on Guaranteed
Loans

Borrowers obtaining guaranteed loans may incur additional loan fees
from private lenders. FmHA charges private lenders a guaranteed loan
origination fee, which is 1 percent of the loan amount guaranteed. Lend-
ers generally pass this fee on to the borrowers as part of the loan
amount. FmHA does not charge a loan origination fee for its direct loans.
In addition, borrowers obtaining a loan from a Federal Land Bank or
Production Credit Association with an FmHA guarantee were typically
required to buy stock in the organization equal to 5 to 10 percent of the
amount borrowed. Further, four of the lenders we interviewed in one
state were charging an additional 1 percent of the loan amount only to
borrowers receiving credit with an FmHA guarantee. These additional
costs represent disincentives for FmHA direct loan borrowers to obtain
guaranteed loans.

Private Lenders More
Likely to Liquidate
Borrowers’ Loans Than
FmHA

At the time of our review, guaranteed loan borrowers faced a greater
chance of loan liquidation if they defaulted on a guaranteed private
lender loan than borrowers who received FmHA direct loans. One of the
reasons for this is that FmHA was under a court-ordered moratorium on
foreclosures for about 3 years until November 1985 and was under
another moratorium on foreclosures from June 1987 to December 1988.
Private lenders do not have such restrictions and generally follow poli-
cies that call for liquidation if a loan is in serious default. Comparison of
a 1986 American Bankers Association survey of commercial banks and
FmHA foreclosure data illustrates the increased risk of liquidation for
borrowers receiving credit from private lenders. According to the sur-
vey, which included responses from 939 commercial banks, an average
of 6.2 percent of the farmers in the banks’ lending areas went out of
business in the year ending June 1986—26.3 percent of these through
foreclosures. Whereas, during fiscal year 1986, 5,317 (2 percent) of the
274,145 FmHA direct loan borrowers went out of business. Of the 5,317
total. 111 borrowers (2 percent) went out of business through FmHA
foreclosure.
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: Over the past several years, FmHA direct operating loan credit has gener-
Further Shift to . ally been made available to direct loan borrowers, and large numbers of
Guaranteed Lending these borrowers were not denied operating credit because of FmHA's lack
Could Affect Credit of funds. When operating loan funding availability became a problem,

Available to Direct
Loan Borrowers

the Secretary of Agriculture made additional funds available through
his authority to transfer funds between loan programs. (See table 2.2.)
In addition, because of limited available funding, FmHA helped some

direct loan borrowers obtain private operating credit by subordinating
its security or lien position to that of private lenders on collateral back-
ing direct loans to these borrowers. For example, in fiscal year 1988
FmHA helped about 23,400 borrowers obtain $769 million operating
credit from private lenders through subordinations. However, since cur-
rent direct loan borrowers are not shifting to guaranteed loans and the
request for loans may not decline as anticipated because of 1987 and
1988 congressional actions making more borrowers eligible for direct
loans, further shifts from direct to guaranteed authorized operating
lending may restrict credit availability for direct loan borrowers in fiscal
year 1989 and future years.

]
Table 2.2: FmHA Budget History for Direct and Guaranteed Operating Loan Programs, Fiscal Years 1983-88

Dollars in Thousands

congressl?ol:::: Supplemental Sequestration Program authorizNeec:

Fiscal year authorization appropriations reductions transfers available Obligations
Direct operating ioans

1983 $1.460.000 $0 $0 $225,000 $1,685.000 $1.685.000
1984 1.810,000 0 0 150,000 1,960,000 1,959,710
1985 1,920,000 0 0 1,680.000 3,600,000 3,599,968
1986 1.740,000 0 (74,820) 538.000 2,203,180 2,203,165
1987 1,425,000 0 0 0 1,425,000 1,298,281
1988 900,000 0 0 0 900.000 899.501
(E@Lanteed operating loans

1983 50,000 50.000 0 0 100.000 50.547
984 100,000 0 0 100.000 200.000 111.444
1983 500,000 150.000 0 522,000 1.172.000 1.106.850
1986 1,740,000 0 (73.100) (6.000) 1,.660.900 1.367.287
987 2170000 0 0 0 2170000 1240738
1988 2.400.000 0 0 {250.000) 2.150.000 892578

Source FmHA pudget histories

FmHA direct farm ownership loan funding has not been adequate in some
years to meet loan requests. As was the case with operating loans, the
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Secretary of Agriculture transferred additional funds to the farm own-
ership loan program in some years, and the Congress also provided sup-
plemental appropriations for farm ownership loans in fiscal years 1983
and 1984. rmHA has also assisted some direct loan borrowers to obtain
private farm ownership credit through subordinations. For example, in
fiscal year 1988 rmHA helped about 3,400 borrowers obtain about $90
million in private farm ownership credit through subordinations.

In recent years, however, FmHA has attempted to curtail its direct farm
ownership lending to make more direct loan funds available for what it
considered to be higher priority operating loans and to emphasize guar-
anteed ownership loans. For example, the President’s budget submis-
sions for fiscal years 1986-89 proposed no funding for direct farm
ownership loans. The Congress authorized funding for these loans in
those years but at levels considerably less than in previous fiscal years.
(See table 2.3.) With direct farm ownership loan funding inadequate to
fulfill loan requests in previous years, further shifts from direct to guar-
anteed authorized farm ownership lending may further restrict credit
availability for borrowers requesting direct farm ownership loans in fis-
cal year 1989 and future years.

L. |
Table 2.3: FmHA Budget History for Direct and Guaranteed Farm Ownership Loan Programs, Fiscal Years 1983-88

Dollars In Thousands

congressl?c;:::: Suppiemental Sequestration Program authori:‘:;

Fiscal year authorization appropriations reductions transfers available Obligations
Direct farm ownership loans

1983 $700.000 $25000 $0 $4550  $729550  $729.547
1984 625.000 25.000 0 9.230 659.230 659 192
198 650.000 0 0 2.594 652,594 652.592
1986 . 260,000 ’ 0 (11.180) 140.000 388.820 371.389
L98f 75,000 0 0 0 75.000 74 999
1988 115.000 0 0 0 115.000 114 979
Guaranteed farm ownership loans o B
1983 75.000 0 0 0 75.000 20.032
1984 50,000 0 0 0 50000 41,504
tegs 50000 0 0 18.000 68.000 67 927
1986 - 260000 0 (10.750) 0 249.250 192,018
1987 325.000 0 0 0 325.000 324418
1988 390.000 0 0 250.000 £40.000 362 087

Source FmHA budget histories
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Two congressional initiatives to help keep FmHA borrowers in business
will affect future credit availability for direct loan borrowers. Both
these initiatives will make direct loan credit available from declining
direct loan funds to borrowers who, without these initiatives, would not
be eligible for direct loans. Further, these actions force direct loan bor-
rowers who are current on existing loans to compete for funding with
delinquent borrowers who were previously ineligible for continued
financing.

In passing fiscal year 1987 supplemental appropriations (P.L. 100-71,
July 11, 1987), the Congress reinstituted the “‘continuation policy" that
FmHA had in place from February 1982 to November 1985. This policy
allows delinquent borrowers to reschedule or defer outstanding indebt-
edness to FmHA and to obtain additional operating loans without proving
their ability to repay prior loans. Although it is still too early to estimate
the overall impact of this action, FmHA estimated the reinstitution of the
continuation policy would require $540 million in fiscal year 1988 to
provide operating credit to 12,000 borrowers. Because of the delay in
issuing regulations, FmHA actually obligated only $11.7 million in fiscal
year 1988 for these type loans.

The Agricultural Credit Act of 1987 (P.L. 100-233, Jan. 6, 1988), under
its debt restructuring provisions, provides for substantial revisions in
FmHA's loan-servicing policies including debt write-down. FmHA will be
required to write down debt if it is less costly to the government than
foreclosure for those borrowers who cannot make scheduled loan pay-
ments. FmHA borrowers may be eligible for such loan restructuring
including write-down of debt and possible additional financing. In
November 1988 FmHA sent notices to over 66,000 delinquent borrowers
to notify them of the debt-restructuring options available under the act.

Guaranteed Loans
Benefit Lenders

FmHA's guaranteed farm loan program benefits lenders in several ways.
Loan guarantees enable lenders to continue financing borrowers who are
poor credit risks because the guarantees protect lenders against poten-
tial loan losses. Further, the guaranteed portion of loans can be sold in
the secondary market thereby improving a lender’s liquidity, enabling a
lender to make long-term loans, and increasing a lender’s profitability by
charging the holder loan-servicing fees on the sold portion of the loan.
Variable interest rates may be charged on guaranteed loans. thus shift-
ing the risk of sharp changes in the lender’s cost of funds. Also. for
banking institutions, the guaranteed portion of the loan does not count
against the lender’s legal lending limit. which enables the lender to make
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Shift to Guaranteed

>

Lcuuulg Has Mixed
Impact on the
Government

more loans. In addition, bank regulators generally will not classify an
FmHA-guaranteed loan as a weak loan if the banks properiy service the
loans.

To obtain loan guarantees and the benefits of those guarantees, lenders
have to spend additional time and effort and agree to meet certain
responsibilities. Additional paperwork and loan-processing time are
required. FmHA's regulations have to be followed from the initial applica-
tion to final approval of the guarantee to servicing the loan after the
guaranteed loan is made. FmHA must approve any changes in the terms
of the original loan—such as rescheduling or changing interest rates—
and the loan must be serviced properly. Negligence or failure to meet
these responsibilities can result in a reduction of the amount guaranteed

by FmHA in the event of a loss. Although the private lending officials we

interviewed were concerned about confusing program radn]nhnnq and
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the amount of time and paperwork necessary to obtain an FmHA farm
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lems had little or no effect on their willingness to request guarantees.

The shift to guaranteed lending has advantages and disadvantages for
the government. The increase in guaranteed lending has helped keep
some farm lending in the private sector and, assuming a number of guar-
anteed loan borrowers would have qualified for direct loans. has helped
reduce budgetary outlays needed to make new direct loans. However.
because current direct loan borrowers have not shifted to guaranteed
loans and most likely will not because of their poor financial conditions,
substantial budgetary outlays will probably be needed to finance these
borrowers for the foreseeable future—if the government continues to
help them stay in business as intended by 1987 and 1988 congressional
actions. In addition, because few direct loan borrowers have shifted to
gn:ar.qntppd loans, the increase in m]rqmndmg principal on glmranfppd

f arm ownership and operating loans has outpaced a corresponding

doecreaaco in giich r'hv-or-f loans hv )hnnf ¢;7ﬂ million between fiscal
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1986 and 1988. (See table 2.4. ) Consequentlv despite the progres s in

Dhll uug, 1LOI Ull CLL LU guat culLt'CU lCllUllls Ll e EU\ CIIUIICHL 3 overa
financial exposure has increased.
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Table 2.4: Outstanding Principal for
Direct and Guaranteed Farm Ownership
and Operating Loans, Fiscal Years 1986-
88

Dollars in Milhons

Outstanding principal

Direct Guaranteed

Fiscal year loans loans Total
1986

Ownership $7.697 $195 $7,892

Operating 6,340 1.242 7,582
Total 14,037 1,437 15,474
1987

Ownership 7.451 325 7,776

Operating 5.879 1,880 7,759
Total 13,330 2,205 15,535
1988

Ownership 7.302 611 7,913

Operating 5,698 2.433 8,131
Total 13,000 3,044 16,044
1986-88 Increase (Decrease)

Ownership (395) 416 21

Operating (642) 1,191 549
Total (1,037) 1,607 570

Source FmHA budget explanatory notes and FmHA report code 4067

Conclusions

The administration and the Congress began placing increased emphasis
on guaranteed farm loans in 1984 and 1985 for various reasons——a prin-
cipal one being to reduce budgetary outlays for direct farm loans. To
drastically reduce outlays for direct loans, two conditions would have to
exist. First, private lenders would have to provide financing, if neces-
sary with FmHA loan guarantees, to those customers who in the past
would have been denied private financing and thus become eligible for
FmHA direct loans. Second, FmHA direct loan borrowers would have to
shift to private financing, with or without loan guarantees. The results
of our work, as well as that of the Usba 0IG, show that the first condition
is occurring, but the second is not. Private lenders have increased the
use of loan guarantees for their existing customers; however, few direct
loan borrowers have shifted to guaranteed loans. In addition, the
increase in guaranteed lending has outpaced the decrease in direct lend-
ing. Consequently, the government’s overall financial exposure has
increased. and continued substantial budgetary outlays will probably be
needed for direct loans for the foreseeable future, if the government
intends to continue helping these borrowers stay in business.
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The administration and the Congress should recognize that with the
increased credit costs and the greater risk of liquidation associated with
guaranteed loans, coupled with direct loan borrowers’ poor financial
conditions, it 1s unlikely that significant numbers of these borrowers will
shift to guaranteed loans in the future. The administration and the Con-
gress should also recognize that if direct loan funding continues to
decline and delinquent direct loan borrowers continue to request direct
loan financing under recent congressional initiatives, funding may not
be sufficient to meet future credit needs of all direct loan borrowers.
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While FmHA's guaranteed farm operating and ownership loan activity
has significantly increased since 1984, losses on these loans have grown
at a faster rate. Loan delinquencies are also growing, and FmHA projects
that losses on guaranteed loans will increase in the future. Because lend-
ers generally obtain guaranteed loans for financially stressed farmers,
losses on such loans can be expected. Although some loan losses may be
attributable to uncontrollable factors such as adverse weather condi-
tions and a poor farm economy, problems in FmHA’s assessment of bor-
rowers’ financial conditions prior to loan guarantee approval and in
FmHA's oversight of lenders’ servicing of loan guarantees after approval
have also contributed to guaranteed loan losses. These problems are sim-
ilar to those FmHA has with its direct farm loans, on which FmHA expects
to eventually lose about 44 percent of its $27.5 billion portfolio. As the
shift continues from direct to guaranteed farm loans, correcting the
problems with the guaranteed loan program grows in importance to con-
trol the mounting losses, prevent the loss of the shift’s budgetary advan-
tage, and avoid the experience with the direct loan program.

Guaranteed Farm From fiscal years 1984 through 1988, total annual losses on guaranteed
farm operating and ownership loans increased from $3.4 million to

Loan LOSSQS $66.2 million. (See fig. 3.1.) As shown in table 3.1, those loan losses

Incre asing increased at a greater rate than did obligations and outstanding princi-

pal over this same period, with the ratio of losses to obligations increas-
ing from 2.2 to 5.3 percent and the ratio of losses to outstanding
principal growing from 2.0 to 2.2 percent. Appendix IV contains infor-
mation on guaranteed loan losses in individual states and territories.
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Figure 3.1: Losses on Guaranteed Farm ]

Operating and Ownership Loans, Fiscal 70  Dollars in Millions
Years 1984-88

60
50

40

10

1984 1985 1986 1987 1988
Fiscal Year

=memese  Total operating and ownership loan losses
mme= (Operaling loan losses
memmm Ownership loan losses

Note: Losses do not include General Ledger Account 4412 Guaranteed Loss Recoveries. FmHA

does not record recoveries by loan type. However, the total amount recovered for all farm loan
programs during the 1984-88 period was $829,021.

Source FmHA Finance Otfice's Generai Ledger Accounts 5323. 5324, 5325 and 5326

Table 3.1: Comparison of Loan Losses to | S

Obligations and Outstanding Principal for  Dgjlars in Millions

Total Guaranteed Farm Operating and Ratio of losses
Ownership Loans for Fiscal Years 1984 Ratio of losses to outstanding
and 1988 Fiscal Loan QOutstanding to obligations, principal,
year losses Obligations principal in percent in percent
1984 $34 $153 $166 22 20
1088 66.2 1.255 3044 53 ~2e
Percent
increase 1.847 720 1.734 1409 100

Source GAO analysis of FmHA Finance Office s General Ledger Accounts 5323-5326 (losses) FmirA
report code 205 (obhgations) and FmHA report code 4067 (outstanding principall

Guaranteed loan losses are likely to increase even more in the future. On
the basis of previous loan loss experience in both guaranteed and com-
parable direct loan programs and current market conditions, FmHA esti-
mates that guaranteed farm loan losses could exceed $115 million in
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fiscal year 1989—a 75-percent increase over fiscal year 1988. Addition-
ally, in its fiscal year 1987 financial statement, FmHA anticipated that
guaranteed loan losses could ultimately amount to $644 million, or about
31 percent of the $2.1 billion in guaranteed farm loan principal out-
standing at that time. Guaranteed farm loan delinquencies further indi-
cate that losses may increase. For example, at the end of fiscal yvear
1988, borrowers were delinquent on guaranteed farm operating and
ownership loans of about $134 million, a 46-percent increase over the
$92 million in delinquent loan principal at the end of fiscal year 1987.
These delinquencies could result in loan losses when lenders foreclose on
delinquent borrowers. Appendix III contains delinquency information on
FmHA’s guaranteed farm loans in individual states and territories.

Problems in Assessing
Borrowers’ Financial
Conditions Prior to
Loan Guarantee
Approval

Our review, as well as the September 1988 Uspa 0IG report, disclosed
three basic problems that FmHA has in assessing borrowers’ financial
conditions prior to loan guarantee approval. These problems are (1)
poor assessment of borrowers’ repayment ability, (2) insufficient deter-
mination of collateral securing guaranteed loans, and (3) unclear guid-
ance on determining the percentage of guarantee.

Prior to approving a lender’s request for a loan guarantee, FmHA county
supervisors are required to perform a credit analysis of the loan applica-
tion to determine whether the borrower has the financial ability to
repay the loan and sufficient collateral backing the loan to enable the
lender to recover the loan amount in the event of nonpayment. When
borrowers’ repayment ability and/or loan security are insufficient, FmHa
faces increased risk of paying loss claims to lenders who liquidate
defaulted borrowers’ loan accounts.

Poor Assessment of
Borrowers’ Repayment
Ability

FmHA regulations require that county supervisors review guaranteed
loan applications to determine whether there is reasonable assurance of
repayment. At the time of our review, FmHA’s regulations required that a
borrower’s projected income must equal or exceed projected expenses,
including payment on the guaranteed loan as well as other debts (a
break-even or positive cash flow). Qur work, the 0IG’s report, and FmHA'S
own internal reviews disclosed problems with FmHA's assessment of
lenders’ evaluation of borrowers’ repayment ability. The primary prob-
lems identified were understatements and/or overstatements of expense
and income amounts on the borrowers’ applications and insufficient
lender verification of applicants’ nonfarm income and debts. In January
1989, FmHA revised its regulations to require that a borrower must have
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Insufficient Assessment of
Borrowers’ Expenses and Income

at least a 10-percent reserve beyond a break-even cash flow (110-per-
cent positive cash flow) to allow for new investments and uncertainties
associated with the farming operations. According to the Assistant
Administrator for Farmer Programs, the 10-percent reserve requirement
should strengthen the quality of future guaranteed loans.

Realistic and accurate projections of an applicant’s expenses and income
are necessary for an adequate assessment of repayment ability. When
income and/or expense amounts are understated and/or overstated and
unrealistically projected beyond what has been the farmer’s past per-
formance, a poor loan approval decision can result. At the time of our

review, FmHA regulations required any readily obtainable financial infor-
mation for the past 3 years The regulations also reguired production
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history (up to 5 ye ars) and forecasts that included projected production,
income and expenses, and a credit repayment plan.
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sample borrowers contained inaccurate expenses and/or income
amounts on the financial statements. These inaccuracies, which ranged
from a low of $475 to a high of $11,593, included an understatement of
the expected interest to be paid on the guaranteed loan and other
nonguaranteed loans. If the correct expense and/or income amounts that
were available in the loan files had been included on the financial state-
ments, 5 of these 13 loans would not have shown a positive cash flow
and should not have been approved.

In addition, of the 13 loans we reviewed on which FmHA had paid loss
claims, 10 loans to 9 borrowers contained inaccurate expenses and/or
income in the application package. These inaccuracies, which ranged
from $1,865 to $46,132. included an understatement of interest to be

paid on the guaranteed loans and an overestimate of expected ascs defi-
ciency payments, If correct expenses and/or income amounts that were
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available in the loan files had been used, 4 of these 9 borrowers would
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been approved. These 4 loans resulted in FmHA's approving payments of

In its September 1588 report on FmHA's guaranteed farm loan program.
the UsDA 0IG found similar problems concerning income and expense pro-
jections. The 01IG projected that of the 15,585 loans in its sample uni-
verse, 9,448 loans had been approved when projected income was based
on lenders’ estimates of prices and yields rather than on forecasts that
considered several sources of price and yield information. Since the
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Insufficient Verification of
Nonfarm Income and Debt

sources of price and yield information were not standardized, the 0IG
reported that projected incomes could be overstated to the extent that it
could adv ersely affect repayment ability. In addition, the oiG found that
lenders did not always use prior year or historical data to project bor-
rowers’ operating expenses; consequently, the 0IG projected that 2,152
loans, or 14 percent of the 15,585 guaranteed loans in its sample uni-
verse, had been approved in which projected operating expenses couild
be significantly understated or overstated. Of the 69 guaranteed operat-
ing loan files we reviewed, 57 did not contain 5-year production yield

information and 8 did not have documented income or price data.

In coordinated assessment reviews conducted in fiscal years 1986 and
1987, FmHA national and state officials reported several deficiencies
regarding the use of unrealistic production, income, and expense projec-
tions. For example, our review of FmHA assessments of guaranteed loan
files in 13 states revealed that in 8 states some lenders had not docu-
mented production yield and income and expense histories. Addition-
ally, in four of the eight states, over 5Q percent of the loan files did not
contain 5-year yield and expense documentation, a general FraHA
requirement.

FmHA regulations require lenders to verify an applicant’s nonfarm
income and debts and, in reviewing guaranteed loan applications, FmHA
county supervisors are responsible for ensuring that this is done. With-
out such verification, FmHA has no reasonable assurance that the cash
flow analysis is sufficient to determine repayment ability. The 0I1G pro-
jected that of the 15,585 guaranteed loans in the sample universe, lend-
ers did not make background credit checks on 12,137 loans. In addition,
the 0IG projected that 1,972 loans were approved in which unverified
nonfarm income had been used to estimate total income of the appli-
cants and that 1,725 loans were approved without verifying applicants’
existing debts. FmHA's own internal assessments disclosed similar prob-
lems. For example, FmHaA reported that in 1 state review of 242 borrow-
ers, lenders had not verified borrowers’ debts in 62 cases. This review
also disclosed that the borrowers’ farm budgets did not consider all debt
payments and/or show a positive cash flow in seven cases.

The Deputy Assistant Administrator for Farmer Programs confirmed
that FmHA county supervisors are doing very little verification or moni-
toring of information in financial statements and loan applications. The
Director of the Farmer Programs Loan Making Division said that the
majority of FmHA county supervisors, while knowledgeable about farm-
ing, are poorly trained in financial credit analysis. These FmHA officials
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said that county supervisors need more training in assessing borrowers’
loan applications. Further, these officials believe staffing levels in the
county offices are not sufficient to manage both direct and guaranteed
loan activity, and county supervisors tend to devote more time to man-
aging the direct loan program.

Insufficient Determination

fq nmrn|mn —
ana pocumenta

Collateral

Adequacy of Collateral Not
Always Determined

FmHA regulations on loan security basically require that the equity value
of collateral be sufficient to recover the loan amount and that the collat-
eral be adequately documented. However, the regulations are unclear as
to what constitutes proper and adequate security for a guaranteed loan.

FmHA regulations state that the lender must believe the security is ade-
quate to ensure repayment of the loan, that the security be maintained.

and that the county supervisor is respon51b1e for determining whether

collateral and eguitv are sufficient for the loan. Thus. the determination
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of the adequacy of security is generally subjective, allowing for inconsis-
tencies among county offices. Qurr
lems in FmHA’s determination of collateral securmg guaranteed loans.
The basic pTOUlemS were (1) uetermimng the auequacy of collateral and
(2) ensuring that the specific security backing the guaranteed loan was

documented.
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review as well as the 0IG's found yxuu

One means of determining whether a borrower has sufficient assets to
use as collateral for a guaranteed loan is to measure the borrower’s
debt-to-asset ratio. The debt-to-asset ratio compares the value of assets
to the amount of debt and is one indicator of financial soundness.
According to USDA's Economic Research Service, farmers with ratios of
40 percent or less are in the best position to withstand financial adver-
sity. They can likely offset negative cash flows from farming operations
by borrowing against or selling assets. Farmers in the 41- to 70-percent
category may be able to offset negative cash flows and meet all
expenses. Farmers in the 71- to 100-percent category are less likely to be

able to offset negative cash flows through borrowi mg Farmers with a

R e L e o Y ]

catadgnry aro tachnirally inealvant and thoe cala of farm acge
CawCrUly al'C (CUNNICdnY HISGIVEIL alll i 54.¢ O 14t as5¢

insufficient to retire their debts.

We and the 01G found that FmHA had approved loan guarantees for many
borrowers whose debt-to-asset ratios indicated that they would have
difficulty offsetting negative cash flows through borrowing or were
technically insolvent. With debt-to-asset ratios in this range, borrowers
have little likelihood of having sufficient collateral to back guaranteed
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loans, and the risk is increased for FmHA to pay loss claims on defaulted
guaranteed loans. Of the 67 borrowers in our sample, 26 had debt-to-
asset ratios between 70 and 99 percent and 8 were technically insolvent.
The average debt-to-asset ratio for our sample was 76 percent. (See app.
V for additional information on our sample borrowers.) The 01G pro-
jected that of the 15.585 guaranteed loans in its sample universe, 916
loans totaling $132.7 million had been made to borrowers who were
technically insolvent.

One of the major problem areas regarding adequacy of collateral is
whether crops are sufficient as the only security to back a guaranteed
loan. Crops are questionable as adequate security because of the unpre-
dictability of yields, prices, weather, and other factors. FmHA guidance is
unclear on accepting crops as the only security backing a guaranteed
loan. The reguiations do not prohibit taking crops as the only security
nor do they require crop insurance on unharvested crops when used as
loan collateral. However, FmHA’s revised regulations published in Janu-
ary 1989 do permit, but not require, an FmHA loan approval official to
require crop insurance, in individual cases, when crops serve as security
for a loan. According to the Director, Farmer Programs Loan Making
Division, since FmHA takes crops as the only security on direct loans for
which the government bears 100 percent of the risk, it is reasonable to
accept crops as the only security on guaranteed loans on which the gov-
ernment is not bearing all the risk. The Director also stated that crop
insurance should be obtained if feasible when crops are the only secur-
ity for the loan.

Although 16 of the 69 guaranteed operating loans we reviewed were
secured with only crops and/or deficiency payments tied to crops, pri-
vate lenders generally appear reluctant to make loans on which crops
are the only security. According to officials from the American Bankers
Association and the Independent Bankers Association of America. crops
alone should not be considered as adequate security for a farm operat-
ing loan; and if crops were the only available collateral, they should be
covered by crop insurance. In addition, 16 of the 31 lenders, who
responded to our question about crops being adequate security for a
loan, said that they would not generally make a loan with crops as the
only security. Two lenders said that they would not accept unharvested
crops as loan collateral.

In our review. we did not specifically analyze loan files for documenta-

tion of security; however, the 01G reported that documentation of the
specific loan security for guaranteed loans is a problem. The 01G report

Page 45 GAO.RCED-89-86 FmHA's Farm Loan Guarantee Program



Chapter 3
Program Problems Contribute to Guaranteed
Loan Losses

indicated that lenders did not always document loan collateral; conse-
quently, the guaranteed loans did not always have a stated lien position
(first, second, or third lien) for the loan security. Lenders therefore were
able to apply borrowers’ payments to different loans at their discretion.
In addition, without adequate documentation of the security, accounting
for security upon loan liquidation would be difficult and could result in
FmHA's paying higher loss claims than necessary. The 0IG projected that
of the 15,585 guaranteed loans in its sample universe, 6,367 loans had
been approved without documenting the specific loan security. For
example, the 01G found that loan files did not always contain

documentation that the lender perfected (properly recorded) the liens
against the security,

evidence that other liens had not been filed against the security between
the loan approval and loan obligation dates,

assurance that the borrower had marketable title to the security,
documentation that the lender remained secured party of record, and/or
an indication that taxes on the security had been paid.

Unclear Guidance on
Determining the
Percentage of Guarantee

FmHA Guidance and General
Practice

FmHA regulations allow for guaranteeing a maximum of 90 percent of the
loan principal and interest. At the time of our review, the regulations
also described various credit factors to consider in determining the per-
centage. However, the regulations did not address and FmHA's National
Office had not provided guidance on whether the guarantee percentage
should be increased or decreased on the basis of the status of the credit
factors.

To determine the percentage of guarantee, the county supervisor should
review each individual application and consider the following credit fac-
tors identified in FmHA's regulations. FmHA will determine the percentage
of guarantee after considering all credit factors involved, including but
not limited to (1) applicant’s management, (2) collateral, (3) financial
condition, (4) lender’s exposure, and (5) trends and conditions.

At the time of our review, over 70 percent of the FmHA farm operating
loans guaranteed during fiscal years 1984 through 1988 were at the 90-
percent rate, with about 80 percent of the 1987 loans and 86 percent of
the 1988 loans being guaranteed at the maximum rate. Also, in our
review of 67 borrowers who had received 74 guaranteed loans (69 oper-
ating and 5 ownership). 64, or 86 percent, of the loans had been guaran-
teed at 90 percent.

Page 46 GAO 'RCED-89-86 FmHA'’s Farm Loan Guarantee Program



Vo) PGPS |
Chapier 3

Program Problems Contribute to Guaranteed
Loan Losses

Unclear Guidance Led to
Inconsistencies

FmHA's Proposal to Guarantee
All Loans at 90 Percent

The higher the percentage of guarantee, the greater the risk exposure is
for FmHA. In an internal FmHA study based on fiscal year 1986 obliga-
tions, FmHA estimated that each percentage point reduction in the guar-
antee resulted in FmHA's risk exposure being reduced by $13.7 million.
Consequently, relating risk to the percentage of guarantee can have a
major effect on the amount of potential losses that FmHA could incur on

guaranteed loans.

Unclear FmHA guidance on how to determine the percentage of guarantee
has led to inconsistencies among the states. In five of the eight states we
visited, county supervisors and/or state office personnel were generally
guaranteeing the least risky farm loans at 90 percent and offering lower
guarantee percentages on the more risky loans. Two states were guaran-
teeing all loans at 90 percent because, according to the state directors,
lenders would not accept a lower guarantee. The other state was offer-
ing 90-percent guarantees as an incentive for lender participation. In
this state, the most risky loans were generally guaranteed at 90 percent,
and lower guarantee percentages were offered when loan risk
decreased.

FmHA has recognized that the unclear guidance has led to inconsistencies
in determining the percentage of guarantee. In reviews of state opera-
tions, the National Office staff have maintained that the percentage of
guarantee should generally increase as the government’s risk is
decreased—the stronger the loan, the greater the guarantee percentage.
According to the Deputy Assistant Administrator for Farmer Programs,
however, because of the lack of clarity in the regulations, FmHA had not
been totally successful in persuading some states to lower the percent-
age of guarantee to compensate for increased risk exposure.

In an attempt to clarify its regulations, FmHA proposed in June 1988 to
amend its regulations to guarantee all farm loans at the maximum of 90
percent. However, in its final regulations published in January 1989,
FmHA withdrew the proposal because of OMB, 01G, and our concerns that,
if all loans were guaranteed at 90 percent, lenders’ varying risks would
not be adequately considered, and lenders may have reduced incentive
to properly process and service guaranteed loans. As a result of the pro-
vision’s withdrawal, FmHA’s policy on establishing the percentage of
guarantee remains unclear.

One of the reasons cited for FmHA’s proposed change was that most guar-

antees were issued at 90 percent anyway. Another reason was that
lender participation should increase if all guarantees were issued at the

Page 47 GAO/RCED-89-86 FmHA's Farm Loan Guarantee Program



Chapter 3
Program Problems Contribute to Guaranteed
Loan Losses

maximum percentage. The attempt to increase lender participation was
one means of following the emphasis placed on loan guarantees in the
Agricultural Credit Act of 1987. The act states that the Secretary of
Agriculture should issue guarantees to the maximum extent practicable
to assist eligible borrowers whose loans are being restructured by lend-
ers. To compensate for the increased risk associated with guaranteeing
all loans at 90 percent, FmHA proposed to raise the cash flow require-
ment to 110 percent (projected income must exceed estimated expenses
by 10 percent) except in cases where FmHA's interest rate reduction pro-
gram' would be applicable. The credit factors previously mentioned
would no longer be considered in determining the guarantee percentage.

In its review of FmHA's farm loan guarantee program, the OiG considered
the unclear policy guidelines on negotiating guarantee percentages to be
a problem. The 01G stated in its September 1988 report that this lack of
specificity would likely continue to result in the maximum guarantee
percentage for guaranteed loans. The 01G further stated that lower guar-
antee percentages would reduce FmHA’s loss risk and provide lenders
additional incentive to better process and service guaranteed loans. The
0IG recommended that FmHA should (1) issue specific policies and proce-
dures for consistency in negotiating guaranteed loan percentages with
lenders, giving primary consideration to the lenders’ risk exposure for
the loans and (2) establish controls, such as district director review of
county office guaranteed loan approvals, to help ensure that guaranteed
loan percentages are proper.

In responding to the 0IG’s recommendation, FmHA cited the emphasis in
the Agricultural Credit Act of 1987 on increasing the use of loan guaran-
tees. FmHA stated that it was not only the sense of the Congress but also
the spirit of the law that the Secretary should issue farm loan guaran-
tees to the maximum extent practicable; accordingly, it appeared to
FmHA that the Congress intended for FmHA to issue 90-percent guarantees
on its guaranteed farm loans, as it proposed in June 1988. The 0iG
agreed that FmHA should issue guarantees to the maximum extent practi-
cable but did not believe that it was the intent of the Congress to estab-
lish the government’s financial responsibility at 90 percent for all
guaranteed loans since the legislation uses the terminology “"a maximum

'FmHA's interest rate reduction program was authorized by the Food Security Act of 1983 and helps
lenders to provide credit to family farmers who are temporarily unable to project a positive cash flow
on all income and expenses without a reduced interest rate. When lenders reduce interest rates up to
4 maximum of 4 percentage points. they receive payments from FmHA in amounts equal to not more
than 50 percent of the reduction. In addition, these payments cannot be provided past the outstand-
ing term of the loan. or 3 vears, whichever 1s less.
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Problems in
Overseeing Loan
Guarantees After
Approval

of 90 percent.” Consequently, the 0IG requested that FmHA reconsider its
position regarding recommendations for establishing guarantee
percentages.

In discussions with the Assistant Administrator for Farmer Programs,
he agreed that guaranteeing all loans at 90 percent would not ade-
quately consider lenders’ varying risks and may reduce lenders’ incen-
tive to properly process and service guaranteed loans. He said that
because of OMB, 0IG, and our concerns, FmHA reconsidered its position on
this point and withdrew the provision in its final regulations published
in January 1989. As a result of the provision’s withdrawal, FmHA’s pol-
icy on establishing the percentage of guarantee remains as previously
stated in its regulations and, as previously discussed, is still unclear.

Lenders are responsible for servicing guaranteed loans and protecting
loan collateral, and FmHA is responsible for overseeing lenders’ servicing
activities. We and the 01G found problems with FmHA’s oversight of loan
guarantees after approval. The oversight problems involved lender and/
or FmHA (1) not always obtaining periodic financial statements from bor-
rowers nor always performing the required collateral inspections during
the life of the loan, (2) making unauthorized loan advances to borrowers
and including them under the guarantee, (3) not submitting timely
default notices and/or liquidation plans, and (4) not pursuing recovery
of losses after liquidation and FmHA’s guaranteed loan loss payment to
the lender. These problems have hindered FmHA's ability to identify
problem loans early and to efficiently manage the liquidation process to
minimize guaranteed loan losses.

Under FmHA's regulations and the lender’s agreement, lenders are
responsible for servicing guaranteed loans and protecting loan collat-
eral. Servicing includes, among other things, (1) obtaining borrower
compliance with loan agreements and security instruments, (2) collect-
ing loan payments as they fall due, (3) inspecting and protecting collat-
eral, (4) obtaining periodic financial statements from the borrower, (5)
reporting to FmHA when a borrower is in default, (6) working with FmHa
and the borrower to cure the default, (7) obtaining FmHA's concurrence
on a decision to liquidate a loan account if the default cannot be cured,
(8) obtaining FmHA’s concurrence in a liquidation plan, (9) conducting
the liquidation, (10) submitting a loss claim, where applicable. to FmHa if
the proceeds from collateral disposition do not cover the loan amount,
and (11) prorating any funds that may be recovered after liquidation
between FmHA and the lender in proportion to the guarantee percentage.
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Under FmHA's regulations, FmHa is responsible for monitoring the
lender’s servicing activities primarily through (1) periodic review of the
lender’s guaranteed loan files and (2) FmHA and lender contacts with the
borrower to observe the farming operation and inspect collateral. FmHa
is also responsible for working with the lender to resolve a borrower’s
default and to monitor and concur in the liquidation process. Under the
lender’s agreement executed by FmHA and the lender, if FmHA determines
that a loss occurred because of a lender’s negligent servicing, FmHA can
refuse to honor the guarantee. The lender’s agreement executed by FmHA
and the lender defines negligent servicing as the failure to perform those
services that a reasonably prudent lender would perform in servicing its
own portfolio of loans that are not guaranteed. The term includes not
only the concept of a failure to act but also not acting in a timely manner
or acting in a manner contrary to how a reasonably prudent lender
would act up to the time of loan maturity or until a final loss is paid.
The Assistant Administrator, Farmer Programs, informed us that dis-
trict directors are to review, as a part of FmHA's servicing goals, 15 per-
cent of each county office’s guaranteed loans and report on problems
identified. He said that in fiscal year 1988, only three states were able to
meet these servicing goals.

Lenders Not Obtaining
Financial Statements Nor
Inspecting Loan Collateral

FmHA's regulations require the lender to obtain from the borrower peri-
odic financial statements, analyze the financial statements, take any ser-
vicing actions needed, and provide copies of the statements and record
of actions to the FmHA county supervisor. The lender is also required to
inspect the loan collateral as often as necessary to service the loan prop-
erly. The periodic financial statements and collateral inspections enable
both the lender and FmHA to monitor the financial condition of the bor-
rower and ensure that the loan remains adequately secured.

Although our review did not concentrate on determining whether lend-
ers were obtaining financial statements or inspecting loan collateral, the
FmHA Assistant Administrator, Farmer Programs, acknowledged that
FmHA should monitor these aspects more closely. In its review, the 0IG
projected that of the 15.585 loans in the sample universe, 3,513 loans
had been serviced without annual financial statements from the borrow-
ers, 7.416 chattel-secured loans had been serviced without required sem-
1annual financial statements from borrowers, and 1.511 loans had not
received collateral inspections by lenders. The 016 recommended that
FmHA should instruct state and county offices to closely monitor lender
servicing actions to ensure that lenders meet FmHa servicing require-
ments. FmHA responded that its regulations require this monitoring and
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that a proposed regulation revision will require county supervisors to
review at least 20 percent of the loan guarantees each year and report
problems to the appropriate district director.

Lenders Are Making
Unauthorized and
[mproper Loan Advances

FmHA regulations authorize lenders to advance additional funds not
included in the original guaranteed amounts, providing FmHA approves
the advances. These advances, which constitute an indebtedness of the
borrower to the lender, may be made for property taxes, ground rent,
annual assessments, and other expenses necessary to preserve or pro-
tect the guaranteed loan security. However, in our review of borrowers’
loan files, we found that lenders were advancing funds without FmHA
approval and sometimes including such funds under the original guaran-
tee. We also determined that some county supervisors were allowing
lenders to collect the additional advances prior to paying off the guaran-
tees, thus increasing the possible loan loss for FmHA.

FmHA regulations state,

“The Lender will not make additional expenditures or new lines of credit or loans to
any borrower which has financial assistance guaranteed by FmHA without first
obtaining the written approval of FmHA even though such expenditures or lines of
credit or loans will not be guaranteed.”

In one state, our review of loan files disclosed that a lender had made
unapproved advances and had included such advances in the loss claims
submitted to FmHA. These unapproved advances were not deducted from
the loss claims because the FmHA county supervisor and state farmer
program chief considered this advance as a normal practice that they
approved with the direct loan borrowers. FmHA reviews also indicated
that lenders sometimes advance additional funds or make additional
loans to borrowers without FmHA approval and include these advances
under the guarantee. FmHA national farmer program officials acknowl-
edged that lenders are making advances without FmHA approval; how-
ever, they said that FmHA would likely reimburse the lenders for such
advances included in a loss claim if they were for purposes that FmHA
would have previously approved.

Our review of loan files for 67 borrowers also disclosed that in two
instances a county supervisor approved additional advances of funds
and advised the lender to have the borrower repay the advance before
repaying the guaranteed loan. In addition, 1 of the 12 loan loss files we
reviewed showed that the county supervisor had approved a $70,000
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advance of funds and advised the lender to have the borrower repay the
advance before any payment on the guaranteed loan. The repayment of
the advance was to come from crop proceeds, which were also used to
secure the guarantee. As a result of this action, when the borrower
defaulted on the guaranteed loan, the lender submitted a loss claim that
was about $50,000 greater than it would have been had the guaranteed
loan amount been paid first. In yet another case, a county supervisor
authorized an additional advance and advised the lender that the
advance would be included under the guarantee; however, the supervi-
sor did not collect any additional fee or have the lender submit addi-
tional documents as regulations require.

Lenders Not Submitting
Timely Default Notices
and,or Liquidation Plans

FmHA regulations require a lender to notify FmHA in a timely manner
when a borrower is in default and to work with FmHA and the borrower
to attempt to cure the default. The regulations also require (1) timely
notification if a lender decides liquidation of a loan account is necessary
and (2) FmHA's concurrence in the liquidation decision. In addition,
timely submission of a liquidation plan to FmHA is required as is FmHA's
concurrence in such a plan. Timely submission of default notices, liqui-
dation intentions, and liquidation plans is necessary to resolve problems
early to help borrowers stay in business if possible or, if not, to minimize
loan losses. Increased loan losses can result from unnecessary interest
accrual if a liquidation decision is delayed and from inadequate account-
ing for collateral disposition if a faulty—or no—Iliquidation plan is
submitted.

Contrary to regulations, FmHA county and state offices we reviewed were
generally not requiring private lenders to submit proper default notices
and liquidation plans, or to make a full accounting of all security upon
liquidation of guaranteed loans. Consequently, lenders are not (1) sub-
mitting default notices and,/or liquidation plans in a timely manner or at
all in some cases and (2) adequately documenting disposition of loan
security.

FmHA regulations require a lender to notify FmHA when a borrower is 30
days past due on a payment and is unlikely to bring the account current
within 60 days or if the borrower has not met the responsibilities of
providing the required financial statements to the lender or is otherwise
in default. The lender is required to arrange with the FmHA county
supervisor to meet with the borrower to resolve the problem and to
negotiate in good faith to attempt, where reasonable, to permit the bor-
rower to cure the default. Also as required by the Agricultural Credit
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Act of 1987, the lender is to consider interest rate reduction as an alter-
native to foreclosure action and must wait at least 60 days before fore-
closing. If the lender concludes that liquidation of the loan account is
necessary, the lender is required to notify the FmHA county office in
writing within 10 days after the decision to liquidate. The lender and
FmHA then meet and reach agreement that liquidation is necessary.

Within 30 days after the lender’s decision to liquidate, the lender is
required to provide FmHA a written proposal detailing the method of lig-
uidation—a liquidation plan. The plan will include proof of the lender’s
ownership of the loan guarantee and related security instruments, list of
the borrower’s assets identifying those assets serving as collateral for
the guaranteed loan, and a proposed method of making the maximum
collection possible on the indebtedness. Within 30 days after receipt of
the liquidation plan, FmHA is required to inform the lender in writing
whether it concurs with the plan or to advise the lender that additional
time is needed to respond. After agreement is reached on the liquidation
plan, the lender will ordinarily conduct the liquidation, although under
certain circumstance FmHA may conduct the liquidation.

The default/liquidation process as set forth in the regulations seems to
be a reasonable approach to resolving problem loan accounts. However,
our review as well as FmHA's own internal assessments found several
instances in which the process was not foliowed and increased loan
losses resulted.

We reviewed loan files of 12 borrowers who had defaulted on 13 guaran-
teed loans and found that only 6 of the loan files contained evidence
that a default notice had been submitted. Also, four of the six default
notices submitted were not submitted within the required time period.
These four default notices were received from 13 to 52 days after the
required time period. Further, 9 of the 13 loans contained no liquidation
plans; and in 1 of these cases, we believe the lender did not make the
maximum effort possible to reduce the loss claim amount. In this case,
the borrower had about $215,000 in unencumbered assets that could
have been used to pay off the loan. However, there was no information
in the loan file showing that the lender tried to collect the unpaid loan
balance from these assets. The lender filed a loss claim on the loan, and
FmHA paid the lender over $38,000 to honor the guarantee.
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The Deputy Assistant Administrator, Farmer Programs, other national
farmer program officials, and two state farmer program chiefs acknowl-
edged that lenders are not notifying FmHA on a timely basis when a bor-
rower’s loan is in default. According to the Deputy Assistant
Administrator, although FmHA was unable to provide the exact number
of occurrences, the problem is likely widespread. These officials also
said that FmHA is not doing a good job of requiring and obtaining liquida-
tion plans from lenders. The Deputy Assistant Administrator further
stated that county supervisors are not adequately trained to review and
approve liquidation plans. In addition, a report on a review of lenders’
files conducted by one FmHA state office showed that for 41 of 242 (17

percent) liquidation records reviewed, the lenders had not documented
the disposition of security. Further, FmHaA National Office officials
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reported in their reviews that in many liquidations lenders were not
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release of proceeds from sales of such property.

Limited Pursuit of
Recovery of Loss Claims
Paid by FmHA

FmHA’S current regulations do not require either lenders or FmHA to pur-
sue recovery from borrowers of loss claims paid by FmHA to lenders. An
FmHA regulation requires, however, that once liquidation has occurred
and FmHA has paid a final loss payment, any funds recovered in the
future by the lender must be prorated between FmHA and the lender on
the basis of the percentage of guarantee. FmHA does not consider guaran-
teed loan loss claims paid to a lender to be an indebtedness owed FmHA
by the borrower. FmHA considers the guarantee satisfied when it settles
with the lender. Because lenders only liquidate security property and
are paid a percentage of any loss by FmHA in accordance with the guar-

antee, lenders have no real incentive—and FmHA does not require
them—to pursue future recovery of loan losses from borrowers that

would be shared on a prorated basis with FmHA. In addition, because
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govemment by the borrower, losses that might possibly be recovered to
S0me uc51 et are not, and borrowers could continue to operate usin ig
assets not liguidated under the guaranteed loan without repaying the
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In its September 1988 report on FmHA's guaranteed farm loan program,
the 01G pointed out that because FmHA did not consider losses paid to
lenders to be a debt owed the government by the borrowers, no attempt
had been made to collect about $140 million in losses paid to lenders in
fiscal years 1986 and 1987. The 01G took the position that this lack of a
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collection effort was contrary to the May 1985 omB Circular A-129, Man-
aging Federal Credit Programs, which sets standards for, among other
things, collecting loans and other receivables under both direct and
guaranteed loan programs. The 01G recommended that FmHA establish
and implement policies and procedures in accordance with oMB Circular
A-129 to initiate collection action against borrowers immediately after
final settlement of loan guarantees with lenders.

In its response to the 0IG's recommendation, FmHA stated that it contin-
ues to look to the lender to collect guaranteed loans after the lender
receives a loss payment from FmHA. FmHA stated that (1) only when FmHA
repurchases a guaranteed loan from the lender does the loan become a
debt owed to FmHA, (2) FmHA’s contract is with the lender and the bor-
rower'’s obligations are owed to the lender, not FmHA, and (3) the lender
has the responsibility of servicing the loan and making post-liquidation
recovery on the loan. FmHA also stated that it planned to develop regula-
tions that will require county office staffs to monitor collection efforts
on defaulted loans for 5 years after the loss payment is made.

In analyzing FmHA's response, the 0IG commented that lender agreements
with FmHA do not require lenders to attempt collection from borrowers
after receiving the final loss claim payment from FmHA, and lenders have
little incentive to pursue such recovery. The 016 pointed out that when
FmHA reimburses a lender to the extent of the guarantee, a gain in the
form of forgiveness accrues to the borrower and FmHa incurs a loss. The
0IG maintained that borrowers may have current or future assets in
addition to the collateral for the specific loan that went bad, and FmHA
has ample leeway to seek and obtain recovery of its losses. Conse-
quently, the 0IG's recommendation remained unchanged in the report.
On March 23, 1989, FmHA informed the OIG that, as a result of an agree-
ment with oMB, FmHA would further study this area. On March 27, 1989,
the 01G informed FmHA that this recommendation had been resolved and
could be closed upon completion of the study, analysis of the issue, and
subsequent modification of the rules.

Our review of guaranteed loans to 12 borrowers on which FmHA paid loss
claims disclosed that at least 1 borrower, and possibly others, had assets
that could have been used to repay the losses that FmHA paid. After our
discussion with FmHA officials about one particular case, FmHA state
farmer program officials and the county supervisor requested the lender
to try to collect the loan loss amount from the borrower. We also found
that farmers who received guaranteed loans with crops as the only
security could have defaulted on their loans and still be farming. Such

Page 35 GAO/RCED-89-86 FmHA's Farm Loan Guarantee Program



Chapter 3
Program Problems Contribute to Guaranteed
Loan Losses

farmers may have assets that could be used to repay losses suffered by
lenders and FmHA.

Case Studies
Ilustrating
Guaranteed Loan
Program Problems

During our visits to the 16 county offices, we developed case studies on
borrowers who had defaulted on FmHA-guaranteed loans. Although these
case studies may not be typical, they illustrate many of the problems we
identified.

Case Study A

A borrower received an operating loan in April 1986 for about $118,000,
which FmHA guaranteed at 90 percent. This loan was for production pur-
poses and to make payments to other creditors for the borrower’s son.
The borrower listed no debts and total assets of $215,000. The assets
consisted of $10,000 in cash, $145,000 in savings, and $60,000 in real
estate. It appeared that the borrower had sufficient collateral to obtain a
loan without the FmHA guarantee. However, the guaranteed loan was
secured only by a crop lien and assignment of Ascs payments on 600
acres of cotton and soybeans. The borrower had no crop insurance and
leased land from his son for farming purposes.

The county supervisor indicated on the guaranteed loan evaluation form
that the security offered (crops) appeared adequate and that the bor-
rower had been unable to obtain necessary credit without a guarantee.
The county supervisor’s evaluation of the borrower’s inability to obtain
credit without a loan guarantee appeared questionable because (1) a let-
ter from the private lender accompanying the loan application did not
state that credit would be denied without the guarantee and (2) the bor-
rower had not signed the Conditional Commitment for Guarantee certi-
fying that credit was not available at reasonable rates and terms.

The borrower’s repayment estimate showed projected income from crop
production of $112,750, government payments of $19.000. and other
income of 85,900 for a total projected income of $137,650. Loan records
showed the borrower was actually loaned $106.200 of the $118,000
approved and repaid only $72,781. Of this amount, $64.600 was applied
to loan principal and $8,181 was for interest on the loan. In March 1987
the lender filed a loss claim with FmHA for $42.286, and in May 1987
FmHA paid the lender $38.409, including accrued interest until date of
payment, to honor its 90-percent guarantee.
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We identified several problems with this guaranteed loan. First. the loan
guarantee request probably should not have been approved because suf-
ficient assets, including cash and savings, were available to finance the
farming operation without a loan guarantee. Second, one of the loan’s
purposes—payment of the borrower’s son's debts—is not a permissible
loan purpose under FmHA's regulations. Third, accepting crops as the
only collateral without crop insurance and when over $200,000 in unen-
cumbered security was available proved to be a costly mistake because
FmHA paid the lender a loss claim of over $38,000. Finally, until our
inquiry there was no evidence that either FmHA or the lender pursued
recovery of this $38,000 from the borrower despite the apparent exis-
tence of ample assets on which to base a recovery.

Case Study B

In April and May 1985 a lender obtained two guaranteed loans for an
existing borrower, a 1-year operating loan for $95,000 and a farm own-
ership loan for $275,000. The operating loan, secured by 1985 crops and
guaranteed at 50 percent, was to be used for rent, crop production
expenses, and the purchase of feeder pigs. The farm ownership loan.
guaranteed at 90 percent, was to cover refinancing of past operating
losses and capital expenditures. The farm ownership loan was secured
by a third lien position on 400 acres of land and machinery. The lender
agreed to write off $30,000 of the borrower’s debt to help ensure sur-
vival and obtain the farm ownership loan guarantee. The farm owner-
ship loan guarantee was approved by the FmHA state office because the
loan amount exceeded the county supervisor’s approval authority.

In September 1985 the lender sold the farm ownership loan on the sec-
ondary market. By January 1986 the borrower was in default on both
loans, and the lender gave FmHA notice of default and proposed liquida-
tion action. FmHA approved the liquidation of the loan accounts in April
1986. In June 1986 the lender advised FmHA that other lenders had
claims of $778,000 against the 400 acres of land and that it was unlikely
there would be any equity to protect on their lien. The lender obtained
sufficient funds from the borrower to pay the balance due on the operat-
ing loan but filed a loss claim for the outstanding balance of $234.290 on

the guaranteed farm ownership loan. The guaranteed loss amount was
$210.861.

In reviewing the case file, the county supervisor found several problems
that resulted in a recommendation against loss payment because of
lender misrepresentation. Among these problems were the following:
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The borrower made a major change in his farming operation between
the time of loan application and loan closing that was not reported to
FmHA, nor was revised financial data submitted to reflect the new
operation,

An after-the-fact June 1986 lender submission of financial information
on the revised farm operation, according to the county supervisor, over-
stated the projected income and the farmer’s capacity to operate at the
level indicated.

The lender omitted from the loan application a Federal Land Bank debt
of $51,000 against the land, resulting in significantly overstating the col-
lateral available to secure the third lien position on the farm ownership
loan guarantee.

The land value shown in the borrower’s January 1985 financial state-
ment was significantly higher than that shown just prior to the liquida-
tion decision in December 1985 ($936,600 versus $550,000), causing the
county supervisor to question the reliability of the lender’s appraisal
submitted with the loan guarantee request.

In countering the county supervisor’'s recommendation, the lender main-
tained that the change in operation had been discussed with an FmHA
state official, and this state official said that no new cash flow projec-
tion or amendment to the application was needed. The state official,
however, could not recall such a conversation. The county supervisor
maintained that, had he been informed of the change in operation and
aware of the additional $51,000 lien against the farm, the loan guaran-
tee request may have been denied.

The dispute over the loss claim continued for about 2 years during
which time interest continued to accrue on the outstanding balance of
the farm ownership loan. Another complicating factor was that the farm
ownership loan note had been sold in the secondary market, and the
holder was demanding the payments that the lender was supposed to
collect and forward under the servicing agreement. On June 23, 1987,
the lender acting on behalf of FmHA notified the holder to surrender to
FmHA the guaranteed part of the loan and advised the holder to contact
the FmHA county office to arrange for loss payment. On June 25, 1987,
the holder demanded that the lender repurchase the unpaid guaranteed
portion of the loan. The lender refused this request and again advised
the holder to demand payment of the guarantee from Fmia.

According to a state official, FmHA submitted the required paperwork for

payment of a loss claim of about $245,200 on May 13. 1988. However,
FmHA apparently still has a dispute with the lender over $6.000 that it
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believes the lender should pay FmHA. On June 2, 1988, FmHa finally paid
the holder $247,735 to settle the loss claim.

This case study illustrates several program problems, including ques-
tionable loan approval, possible misrepresentation, questionable collec-
tion efforts, and an untimely loan loss payment. The questionable loan
approval and other subsequent events resulted in a loss to FmHA of over
$200.000, and, in not settling this loss claim promptly, FmHA incurred
additional losses of about $40,000 because of interest accrual.

Case Study C

This borrower received two operating loans that FmHA guaranteed at 90
percent in May and June 1986—a $267,580 line of credit for production
expenses and a $78,900 loan note guarantee to refinance three pieces of
equipment. The line of credit was secured by a crop lien on soybeans,
milo, and cotton to be planted on 2,756 acres. The loan note was secured
by five pieces of equipment, which had an estimated value of $63,600
according to the borrower’s financial statement. The maturity date on
the line of credit was December 1, 1986.

The borrower’s financial statement showed total assets of $335,200 and
total liabilities of $754,667, for a negative net worth of $419,467. At the
time of loan application, the borrower had nine outstanding direct loans
from FmHA with a total loan amount of about $345,000. Four of the loans
were delinquent but were rescheduled and brought current in order to
approve the loan guarantees.

In August 1987 the lender requested in a letter to the county supervisor
that FmHA pay its 90-percent guarantee on the line-of-credit production
loan. The lender advised FmHA that the borrower had paid a total of
$208,423 of the $267,272 advanced under the line of credit, but the
lender had advanced the borrower an additional $12,674 to cover cer-
tain harvesting expenses, resulting in a principal balance shown by FmHA
of $71,431 (although the net amount would appear to be $71,523). With
accrued interest on the outstanding principal remaining, the amount of
loss claim on the line of credit was $74,090, and FmHA paid the lender
$66,681 to honor the guarantee.

From the borrower’s loan file, the lender’s letters to FmHA. and discus-

sions with the loan officer and FmHA officials, we identified the following
problems with this case.
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The loan file contained no county committee certification of loan eligibil-
ity and no loan evaluation form.

The borrower was technically insolvent with a negative net worth of
over $400,000 and had a series of FmHA direct loans, some of which
required rescheduling prior to approval of the loan guarantees, indicat-
ing that approving an operating loan guarantee with crops as the only
security at 90 percent was highly risky.

The lender released $12,674 of crop proceeds to the borrower to cover
certain harvesting expenses without obtaining the required FmHaA
approval for making the advance and, contrary to FmHA regulations.
included this advance in the loss claim. FmHA included the advance in
settlement of the loss claim, which resulted in FmHA’s paying a loss that
exceeded 90 percent of the unpaid balance of the loan.

The lender did not provide FmHA a notice of default or a liquidation plan
prior to submitting a loss claim about 8 months after the maturity date
of the line-of-credit guarantee.

According to the lender and FmHA officials, the borrower continued to
farm in 1987 despite the liquidation of the line-of-credit guarantee and
FmHA's payment of a loss claim to the lender. The borrower still expe-
rienced financial problems, however, as demonstrated by the fact the he
made no payments on his FmHA direct loans or on the guaranteed portion
of the line-of-credit loan. In view of the borrower’s past and continuing
financial problems, we asked FmHA state officials of their rationale for
guaranteeing loans at 90 percent to this borrower. Their response
follows.

“QOur policy is to allow the maximum guarantee in cases involving financial state-
ments such as that produced by the borrower provided the security value and
repayment ability are realistically projected as adequate. Cases in this category are
often salvable and lenders would not make loans to this type client without a guar-
antee as additional security. However, in cases projecting more than adequate secur-
ity and other unencumbered assets with very marginal repayment ability. our policy
is to grant less than a maximum guarantee because the lender’'s exposure is less and
the government's protection from losses are needed to a much lesser degree.”

This case study illustrates how loan losses can result from inadequate
(1) evaluation of a borrower’s financial condition prior to approving a
loan guarantee request, particularly the assessment of collateral backing
the loan and the determination of the percentage of guarantee and (2)
monitoring of a lender’s servicing activities, particularly approving
lender advances to borrowers and requiring proper and timely submis-
sion of default notices and liquidation plans.
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similar Problems Exist
n Both Guaranteed
and Direct Loan
’rograms

The problems identified with FmHA’s guaranteed farm loan program are
similar to those that exist with its direct loan program. In a February
1989 report addressing the loan-making criteria for FmHA's direct farm
loan program, we stated that FmHA’s cash flow analysis overstates
repayment ability, which results in frequent loan servicing, and that
declining net worth and asset values jeopardize loan security.- These
problems are similar to those identified in this report regarding FmHA's
assessment of borrowers’ financial conditions prior to loan guarantee
approval and in FmHA's oversight of loan guarantees after approval.

The problems that exist in both the direct and guaranteed loan programs
have contributed to increasing loan losses. FmHA’s recorded direct farm
ownership and operating loan losses increased from $57.5 million in fis-
cal year 1984 to $384.8 million in fiscal year 1987." Further, we reported
that, in its financial statements for the period ended September 30,

1987, FmHA recognized that losses on both direct and guaranteed loans
had not been fully recognized until fiscal year 1987.* FmHA established
allowances for future losses of $12.2 billion, or about 44 percent of the
$27.5 billion outstanding principal on direct loans, and $644 million. or
about 31 percent of the $2.1 billion outstanding principal on guaranteed
loans.

To stem the increasing direct loan losses and to provide direct loan bor-
rowers with a more realistic assessment of their ability to recover finan-
cially, we recommended in our February 1989 report that the FmHA
Administrator develop, in consultation with the Congress, more compre-
hensive loan-making criteria that assess an applicant's financial sol-
vency, profitability, liquidity, and repayment ability prior to making
new loans. On the basis of our guaranteed loan work, the 01G’s work, and
FmHA's own internal assessments, we believe that such a comprehensive
approach is also needed for guaranteed loans.

_onclusions

As guaranteed loan activity has increased so have guaranteed loan
losses, and FmHA expects such losses to increase in the future. Contribut-
ing factors to the increasing losses on guaranteed loans are problems in

-Farmers Home Administration: Sounder Loans Would Require Revised Loan-Making Criteria
(GAO. RCED-89-9. Feb. 14. 1989)

'Farmers Home Administration: Farm Program Debt. Delinquencies. and Loan Losses as of June 50
1987 (GAO ‘RCED-88-134BR. May 20. 1988).

‘Financial Audit: Farmers Home Administration Losses Have Increased Significantly
{GAO AFMD-83-20" Dec. 20, 1988,

Page 61 GAO RCED-89-86 FmHA's Farm Loan Guarantee Program



Chapter 3
Program Problems Contribute to Guaranteed
Loan Losses

FmHA's assessment of a borrower’s financial condition prior to approving
the guarantee and in FmHA’s oversight of the loan guarantee after
approval. Problems such as poor assessment of a borrower's repayment
ability, insufficient determination of collateral securing a guaranteed
loan, inadequate credit analysis training for FmHA county supervisors.
and unclear guidance for determining the percentage of guarantee
demonstrate that FmHA needs to take a more comprehensive approach to
reviewing and approving lenders’ loan guarantee requests. In addition,
problems such as lenders’ not obtaining financial statements, not
inspecting loan collateral during the life of the loan, making unautho-
rized and improper loan advances, not submitting timely default notices
and/or liquidation plans, and rarely pursuing recovery of loss claims
paid by FmHA illustrate that FmHA needs to exercise greater oversight of
lenders’ servicing of loan guarantees after approval.

One of the problem areas deserving particular attention is whether
crops are sufficient as the only security to back a guaranteed loan.
When FmHA guarantees a loan with crops as the only collateral, the
lender essentially converts the collateral from “weak’ to *‘firm" because
the lender is protected from loss not by the adequacy of collateral but by
the government’s guarantee. The absence of crop insurance for such a
loan further increases the government’s exposure. The private lenders
we contacted generally do not consider crops alone as adequate collat-
eral for a loan, especially without crop insurance and/or a loan
guarantee.

Another problem area deserving attention is FmHA's guidance on deter-
mining the percentage of guarantee. The higher the percentage of guar-
antee, the greater the risk exposure is for FmHa. Conversely, the higher
the guarantee loan percentage, the lesser the risk is for the lender.
FmHA's current regulations are unclear on how the percentage of guaran-
tee should be determined in relation to risk exposure, and this has led to
inconsistencies. As FmHA proposed in June 1988, one solution to this
problem is to guarantee all farm loans at 90 percent and. to compensate
for this increased risk, to raise the cash flow requirement from 100 to
110 percent. In its January 1989 regulations, FmHA withdrew the 90-per-
cent proposal based on 0MB, 01G, and our concerns that FmHA would bear
too much of the risk of the guaranteed loan program and lenders would
have reduced incentive to properly process and service their guaranteed
loans. Consequently. the unclear guidance on establishing the percent-
age of guarantee remains in effect.
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Recommendations to
che Secretary of
Agriculture

Regarding the recovery of losses. we agree with the 0IG’s September
1988 report that under the current postrecovery process, lenders have
little or no incentive to initiate collection action on borrowers whose
guaranteed loan accounts have been liquidated. The government’s finan-
cial interest is not well served when neither lenders nor FmHa are
required under existing regulations to take action to recover amounts
the government paid to lenders for guaranteed loan losses from borrow-
ers who may have assets currently or in the future that could offset
these losses.

FmHA's increasing losses and financial risk from a growing guaranteed
farm loan portfolio require good management of its guaranteed farm
loan program from the initial application stage through the recovery of
losses from borrowers. However, because many of the problems contrib-
uting to loan losses can be traced back to lenders not meeting their ser-
vicing responsibilities, FmHA can and should refuse to fully honor its
guarantee in those instances where lenders’ negligent servicing caused
the losses. Although guaranteed loans are essentially private lender
loans, the problems with the guarunteed loan program demonstrate that
FmHA cannot assume that private lenders will manage the program for
FmHA. Lenders and borrowers have ample incentive to hedge on meeting
FmHA's requirements for making and servicing guaranteed loans because
up to 90 percent of the risk is transferred to the government. Insuffi-
cient attention to guaranteed loan applications and inadequate oversight
of the guaranteed loans after they are made have contributed to guaran-
teed loan losses and will continue to do so unless changes are made.

The guaranteed loan program offers an opportunity to avoid problems
experienced in the direct loan program. However, if problems with the
guaranteed loan program continue, losses will increase, thus overcoming
the budgetary advantage of shifting to guaranteed loans. As the shift
continues from direct to guaranteed loans, correcting these problems
grows in importance to control the mounting losses and to avoid the
experience with the direct loan program.

To help control losses and improve management of the guaranteed farm
loan program. we recommend that the Secretary of Agriculture direct
the Administrator. FmHa, to

develop. in consultation with the Congress, and implement more compre-
hensive guaranteed loan-approval criteria that assess an applicant’s
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financial solvency, profitability, liquidity, and repayment ability prior
to approving loan guarantees;

establish in regulations the type and amount of security required for a
guarantee and, if crops are accepted as the only security, require that
crop insurance be obtained;

establish a range of loan guarantee percentages based on loan risk. with
the higher guarantee percentages going to lower risk loans;

enforce FmHA requirements for lender servicing of guaranteed loans and
place greater emphasis on establishing the extent to which lenders’ neg-
ligent servicing caused loan losses before determining the amounts to be
paid as loss claims; and

establish in regulations procedures for recovering from defaulted bor-
rowers amounts the government paid to lenders for guaranteed loan
losses.

We also recommend that the Secretary of Agriculture direct the Admin-
istrator, FmHa, to provide (1) county supervisors with training in credit
analysis to better acquaint them with what constitutes adequate finan-
cial data on which to base a guaranteed loan-approval decision and (2)

guidance and training to state, district, and county officiails that would

enhance the monitoring of lenders’ guaranteed loan-servicing activities.
especially guaranteed loan liquidations.

USDa generally agreed with most of our findings and recommendations.
However, some of its actions planned or underway may not fully resolve
the problems that led to our recommendations. USDA stated that it is con-
tracting for a study of loan approval and borrower selection criteria and
that most of our recommendations will be considered in the study.
UsDA’s comments and our evaluation are discussed below.

Regarding our first recommendation to develop and implement more
comprehensive loan approval criteria, USDA stated that the 01G’s Septem-
ber 1988 report was also critical of this area. In response to concerns
that we raised and the 0IG’s report, FmHA met with officials from oMB
and agreed to contract for a study of loan approval and borrower selec-
tion criteria. USDA stated that once this study is completed, FmHA will (1)
have an outside opinion of documented, reliable financial criteria neces-
sary to make loan approval decisions and (2) evaluate the results and
revise its regulations as appropriate. The projected contract award date
is September 30, 1989. UsDA also stated that increasing the cash flow
requirement in its January 1989 revised regulations to allow for a 10-
percent cash reserve will help borrowers better cope with unforeseen
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events and reduce the likelihood of failure. In addition. U'SDA commented
that changing the requirements for borrowers’ financial history from 3
to 5 years and production history from *‘up to 5 years’ to 5 years will
result in more accurate financial projections and improved loan quality.
usba further stated that the recent and continuing monitoring efforts of
FmHA National Office program managers should strengthen loan quality.

A study of loan approval and borrower selection criteria is an essential
first step in meeting the intent of our first recommendation. The state-
ment of work for the study contract also specifies that this aspect of the
direct loan program will be studied as well, which meets the intent of a
similar recommendation contained in our February 1989 report on
FmHA’s direct loan program.” We encourage FmHA to consult with the
Congress early and often on this study to obtain congressional support
for the necessary changes in loan approval criteria. As for USDA’s com-
ments on improved loan quality resulting from revised regulations and
FmHA's National Office monitoring efforts, we also believe that these are
steps in the right direction. Our report points out, however, that many
of the loan-quality problems resulted from FmHA's county supervisors’
not complying with previous FmHA regulations on assessing borrowers’
repayment ability and collateral securing guaranteed loans. Closer
supervision of county office loan-approval activities by district, state,
and national offices will likely be needed to ensure that the strength-
ened regulations will actually result in improved guaranteed loan
quality.

In commenting on our second recommendation to establish in regulations
the type and amount of security required for a guarantee and, if crops
are accepted as the only security, require that crop insurance be
obtained, USDA responded that security requirements had been strength-
ened by the January 1989 revised regulations, which clearly state FmHA
security requirements for loan guarantees. In addition, 1'SbA commented
that the revised regulations permit the loan approval official to require
crop insurance, in individual cases, when crops are the only security for
a loan. USDA also indicated that the revised regulations and an April
1989 administrative notice providing loan-processing check lists would
improve the documentation of loan collateral. Uspa further stated that
FmHA will evaluate the results of the study on loan approval and bor-
rower selection criteria to determine if additional security requirements
are warranted.

"GAO RCED-89-9. Feb. 14. 1989,
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While the revised regulations and the loan-processing check lists provide
more specificity in loan collateral requirements, particularly in the types
of security (such as real estate, chattel, and lien position). the amount of
collateral required for a guaranteed loan remains generally subjective
and will likely continue to cause inconsistencies among county offices.
Terminology such as “'the security must be adequate in the opinion of
the lender and FmHA to assure repayment’ and “if security alone is inad-
equate, then the applicant’s repayment ability will also be considered by
the lender and FmHA" falls short of meeting the intent of our recommen-
dation. We believe that collateral requirements would be strengthened,
better loan quality would result, and the intent of our recommendation
would be better met if FmHA more clearly specified that security value
must be equal to or greater than loan value and that, if security value
does not meet this test, a higher percentage of borrower positive cash
flow would be required to compensate for the increased risk associated
with inadequate loan security.

Similarly, USDA’s comments on crop insurance go part way in meeting the
intent of our recommendation. We believe, however, that our report
demonstrates the need for requiring crop insurance when crops are the
only security for a loan rather than, as specified in the January 1989
revised regulations, permitting a loan approval official to require crop
insurance, in individual cases, when crops serve as security for a guar-
anteed loan. We encourage FmHA to consider this recommendation fur-
ther and provide more specific instructions to county offices on this
issue,

Regarding our third recommendation to establish a range of loan guar-
antee percentages based on loan risk, USDA agreed with our findings that
the current regulations do not give clear guidance to field personnel on
establishing the loan guarantee percentage and stated that, implicitly.
the guarantee percentage should decrease with the increased risk of fail-
ure. USDA stated that this issue will also be addressed under the contract
to study loan approval and borrower selection criteria. and FmHA will
establish defined criteria for determining the guarantee percentage on
the basis of the study results. This planned action is an essential first
step in meeting the intent of our recommendation. Again, we encourage
FmHA to consult with the Congress on this issue.

In its written comments, USDA did not fully respond to our draft report’s
fourth proposal to enforce FmHA requirements for lender servicing of
guaranteed loans, particularly when default reports and liquidation
plans are not submitted in a timely manner, and refuse to pay loss
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claims when lenders do not fulfill their obligations. USDA’s response gen-
erally described FmHA's servicing procedures and some of the actions
being taken to make FmHA county supervisors and lenders more aware of
their servicing responsibilities. These actions are commendable and
could lead to better lender servicing; however, the USDA response did not
address the enforcement point of our proposal. Qur report demonstrates
that many of the problems contributing to guaranteed loan losses can be
traced back to lenders not meeting their responsibilities and that lenders
have ample incentive to hedge on meeting FmHA requirements because
up to 90 percent of the risk is transferred to the government.

After discussions with usba Office of General Counsel and FmHA officials
subsequent to receipt of the written USDA comments, we modified our
proposal and direct our recommendation more toward lenders’ negligent
loan servicing as opposed to the broader language contained in the draft
submitted to USDA for comment.

While lenders’ better understanding of their servicing responsibilities
and FmHA's increased oversight could improve lender servicing, we con-
tinue to believe that FmHA can and should refuse to fully honor its guar-
antee in those instances where lenders’ negligent servicing caused
guaranteed loan losses. Although some lenders may use FmHA's refusal
to fully honor the guarantee in settling a loss claim as a reason to not
participate in the program, we believe that lenders receive substantial
benefits from the program (transfer of risk, increased liquidity and
profitability from participating in the secondary market, and improving
the quality of their total loan portfolios in the eyes of regulators) that
provide a sound business basis to participate within the existing regula-
tions. With guaranteed loan losses increasing, we believe that FmHA
needs to take additional steps to control these losses. If lenders knew
that FmHA would place a greater emphasis on establishing the extent to
which lenders’ negligent servicing caused losses before determining the
amounts to be paid as loss claims, lenders would have greater incentive
to meet their servicing responsibilities, which should in turn help control
future guaranteed loan losses.

In its written comments, USDA did not agree with our draft report’s fifth
proposal to implement policies and procedures to establish loss claims
paid to lenders as debts owed the government by the borrowers and to
initiate collection action in coordination with lenders immediately after
final settlement of loan guarantees with lenders. U'sbAa commented that
establishing loss claims as government debts would create many prob-
lems. such as reducing or eliminating the lender’s incentive to pursue
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collection after liquidation and causing a significant increase in adminis-
trative costs of the program. Uspa also stated that such a policy could
possibly trigger FmHA “‘borrower rights’ as established by the Agricul-
tural Credit Act of 1987, which would further increase program costs.

USDA stated that FmHA believes that the January 1989 revised regula-
tions allow for both proper collection of debt after a final loss claim is
paid and adequate monitoring of lender collection efforts by (1) requir-
ing a lender to submit a liquidation plan within 30 days after the deci-
sion to liquidate, (2) specifying that the lender’s liquidation plan provide
for maximum collection of the debt and identify other borrower
resources or income for potential future collection, (3) reaching agree-
ment with FmHA on the liquidation plan, and (4) FmHA exercising its
option to liquidate the account if agreement cannot be reached with the
lender on the liquidation plan. UsDa further stated that the regulations
now require FmHA county supervisors to contact lenders in writing for 5
vears after the final loss claim is paid to monitor collection of debt on
which FmHA has paid a loss. In addition, Uspa commented that Fmiia has
agreed to include this issue in the previously mentioned study on loan
approval and borrower selection criteria.

We agree that establishing losses paid to lenders as debts owed the gov-
ernment by the borrowers will likely create additional administrative
burden and cost. With FmHA estimating that guaranteed loan losses could
exceed $115 million in fiscal year 1989, however, we believe some addi-
tional burden is justified. Collections on these losses could help offset
administrative costs associated with the collection effort.

As for UsDa’s comment on reducing or eliminating the lender's incentive
to pursue collection after liquidation, both our report and the 01G's
report point out that lenders already have little or no incentive to initi-
ate collection action on borrowers whose guaranteed loan accounts have
been liquidated. First, lenders would have to remit to FmHA the pro rata
share of the collection (90 percent if the loan were guaranteed at 90
percent). Thus, the portion of the collection that the lender could legiti-
mately retain may not offset the lender’s time and administrative costs
to pursue the collection. In addition, since many of these borrowers are
existing clients of the lenders and may have other loan accounts with
the lenders that remain active after the guaranteed loan liquidation. col-
lection of debt from the borrower after the loss claim is paid may affect
the borrower's ability to meet payment obligations on the other debt
held by the lender. Consequently. we believe that. under such condi-
tions. lenders may have more incentive to not pursue collection ot debt
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from borrowers after the loss claims are paid, and FmHA's policy of look-
ing to the lender to pursue collection may not result in recovery from
borrowers who may have assets that could offset the losses.

While the revised regulations may improve lender compliance with the
requirement to submit better and more timely liquidation plans prior to
liquidation of the loan account, the regulations do not require lenders to
pursue collection action after liquidation. Consequently, requiring FmHa
county supervisors to contact lenders in writing for 5 years after the
loss claim is paid to monitor collection of debt on which FmHA has paid a
loss will likely yield little results because, as discussed previously, lend-
ers are not required and have little or no incentive to pursue collection.
Furthermore. if lenders knew FmHA might pursue collection from bor-
rowers of loss claims paid to lenders, which could jeopardize other loan
accounts lenders may have with the borrowers, lenders may (1) better
service guaranteed loans to help prevent them from going into default or
liquidation and (2) submit better liquidation plans if liquidation is the
only alternative.

USDA’s comments on the possibility of triggering FmHA ‘‘borrower rights™
suggest that by FmHA's establishing losses paid to lenders as debts owed
the government by the borrowers, FmHA would essentially convert a
guaranteed loan into a direct loan. If this is the case, the conversion may
afford the guaranteed loan borrower the full range of servicing options
available to direct loan borrowers under the Food Security Act of 1985
and the Agricultural Credit Act of 1987, which would create additional
administrative burden and program costs. Among these servicing
options are (1) homestead protection, which allows borrowers who have
lost or are losing their farms to FmHA through foreclosure or voluntary
conveyance to retain possession and occupancy of their principal resi-
dence, and a reasonable amount of land, through a lease with an option
to purchase; (2) lease/buy-back, which allows borrowers to lease with
an option to purchase the farmland they had already lost or are losing to
FmHA through foreclosure or voluntary conveyance; (3) debt restructur-
ing, which requires FmHA to write down debt if it is less costly to the
government than foreclosure for those borrowers who cannot make
scheduled loan payments: (4) net recovery buyout, which allows bor-
rowers to purchase the collateral securing the FmHa debt at an amount
computed as the current appraised value of the loan collateral minus the
estimated administrative, legal, and other expenses associated with lig-
uidating the loan and disposing of the collateral; (5) the “'continuation
policy.” which allows delinquent borrowers to reschedule or defer out-
standing indebtedness to Fmila and to obtain additional operating loans
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without proving their ability to repay prior loans; and (6) appeal rights
against adverse FmHA loan decisions.

We believe that another, perhaps more appropriate, comparison would
be with that of a direct loan borrower who has a balance remaining on
the debt after the loan account has been liquidated. In this case. FmHA
would establish a collection-only account on the borrower and perhaps
obtain a deficiency judgment against the borrower. FmHA would continue
to hold the borrower liable for the debt and could pursue collection
action against other assets held by or which may come into possession
of the borrower until the entire debt is settled.

After discussions with uspa Office of General Counsel and FmHA officials
subsequent to receipt of the written USDA comments. we modified our
proposal and direct our recommendation more toward establishing pro-
cedures to require that recovery action be taken as opposed to FmHaA
establishing the loss claim paid to lenders as debts owed the government
by the borrowers and to initiate collection action itself. We believe that,
in view of the lack of incentive for lenders to pursue collection after
loan liquidation and FmHA's payment of a loss claim, FmHA should revise
its regulations, lenders’ agreements, and other pertinent documents to
(1) require lenders to determine within a specified period of time
whether to take action to recover losses from borrowers and (2) reserve
the right to pursue recovery itself when it may be in the government’s
interest to do so. In determining whether to exercise this right to pursue
recovery action itself, FmHA would have to consider the extent to which
“borrower rights” issues are involved.

Although vsSpa disagreed with our proposal, it said it will include this
issue in the contract to study loan approval and borrower selection crite-
ria. A decision to revise its regulations in line with our recommendation
could be made without a study, but we agree that further study could
determine how best to revise the regulations. We continue to believe that
FmHA should establish procedures to require lenders and or Fmtia to
determine whether to take action to pursue recovery from defaulted
borrowers amounts the government paid to lenders for guaranteed loan
losses.

UsDA responded to our sixth recommendation to provide guidance and
training to field staff in its comments on our other recommendations.
UsbA commented that FmHA conducted a training program for all Farmer
Program chiefs and one Farmer Program specialist from each state in
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June 1989. Uspa stated that the focus of this training was on credit qual-
ity and loan servicing and that the trainees would in turn provide simi-
lar training to field staff in their states. In addition, USba commented
that FmHA National Office personnel also periodically visit states to mon-
itor program implementation and provide guidance and assistance in
loan making and servicing. USpa further stated that FmHa holds informa-
tional and training meetings with the American Bankers Association. the
Independent Bankers Association of America, and Farm Credit System
members; and FmHA state offices provide training to lenders on state.
district, and in some cases at county levels.

USDA's response meets the intent of our recommendation on training.
However, in view of the many changes in legislation, regulations, and
policy that have taken place recently and are continuing, we encourage
FmHA to continue the emphasis on providing guidance and training to
help its field staff better fulfill their guaranteed loan responsibilities.
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Request Letter From the Chairman of the
Senate Committee on Agriculture, Nutrition,
and Forestry

PATRICK J LEAMY, YERMONT. CHAIRMAN

EDWARD ZORINSKY NESRASKA MCHARD G LUGAR. INDIANA
JOMN MELCHER. MONTANA ROSERT DOLE. KANSAS

DAVID #. PRYOR, ARKANSAS JESSE HELMS. NOATH CAROLINA
DAVID L. BOREN. ONLANOMA THAD COCHRANM, MISSISS PP
HOWELL HEFLIN. ALABAMA RUDY BOSCHWITZ, MINNESOTA

TOM HARKIN. IOWA

MITCH MCCONNELL. KENTUCKY -
KENT CONRAD MONTH DAKOTA CHAISTOPMEA S “KiT~ BOND, %n‘t tatz s matz
WYCHE FOWLER JR. GEOAGIA MISSOUm

PETE WILS

THOMAS A DASCHLE,

SOUTH DAKOTA

ON. CALIFORNIA
COMMITTEE ON
AGRICULTURE, NUTRITION, AND FORESTRY

WASHINGTON, DC 205 10-6000

March 30, 1987

T e FIUIIUIdU.LE uilar LC A, DUWDHC[
Comptroller General of the United States
United States General Accounting Office
Washington, DC 20548

Dear Mr. Bowsher:

The Farmers Home Admiristration (FmHA)} provides direct
loans (government funded) and guarantees some loans made by
private lenders to family farmers who are unable to obtain
credit elsewhere at reasonable rates and terms.

Historically, FmHA's farm credit assistance has been
primarily through direct lcans, but the past few years have
seen a dramatic increase in loan activity. Guaranteed loans
not only help private lenders stay with borrowers longer, but
also reduce the need for direct gocvernment assistance.

Through the Food Security Act of 1985, the Congress
supported a shift in emphasis from direct to guaranteed
loans. Between fiscal years 1986 and 1988, the Food Security
Act authorized $4 billion annually for FmHA farm loans.
However, the percentage allocated to guaranteed versus direct
loans changes from an even split in fiscal year 1986 to 25
percent direct/75 percent guaranteed loan mix by fiscal year
1988. FmHA has suggested a quicker movement to guaranteed
loans than mandated in the Act and termination of ownership
loans in all forms.

This Committee has an interest in determining how well
FmHA is implementing its Congressionally mandated shift in
lending and the overall impact of this shift on farm credit
availability. We are concerned whether FmHA can fulfill its
mandate of being a lender of last resort if it becomes
primarily a guarantor rather than a provider of farm credit.
Toward this end, I would like to request that the General
Accounting Office review FmHA's farm loan guarantee program.
I believe this Committee and the Congress could benefit from
such a GAO assessment irn its future deliberations on the role
of FmHA as a lender of last resort to the nation's farmers.

Page 72 GAO/RCED-89-86 FinHA's Farm Loan Guarantee Program



Appendix I

Request Letter From the Chairman of the
Senate Committee on Agriculture, Nutrition,
and Forestry

--2-- *1

We look forward to discussing this issue with your staff
in the near future.

With kindest regards,
Sincerely,
/Wj“éy

Patrick J. Leahy
Chairman
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Obligations for FmHA Guaranteed Farm
Operating and Ownership Loans, Fiscal
Years 1987-88

Table 11.1: Obligations for FmHA Guaranteed Farm Operating and Ownership Loans, Fiscal Year 1987

Percent of

Percent of Farm national farm

Operating Operating loan national operating ownership  Farm ownership ownership loan

State/territory loans obligations  loan obligations loans  loan obligations obligations
Alabama 89 $11.992.900 097 25 $3.961.050 122
Alaska ' 0 0 0 0 0 0
Arizona ) 2 186.000 0.01 0 0 0
Arkansas 328 34.339.150 277 59 9.824.510 303
Caifornia 166 25.806.140 208 25 4,250,230 131
Colorads 9% 13.108.420 106 22 4,729.910 146
Connecticu: 12 686.050 006 6 515,000 016
Delaware 9 755500 0.06 26 4.436.840 137
Flonda 45 5.583.090 0.45 7 599.360 018
Georga 340 34.531.160 278 17 2.416,400 074
Hawai 0 0 0 0 0 0
ldaho 151 22,088.710 178 20 3.680.680 113
hnos 821 56.878.890 458 126 18.076.320 557
naiana 188 14,296 030 115 41 7,197,780 222
lowa 1,468 99,484,390 802 266 35,970,520 11.09
Kansas 788 60.230.250 485 125 15.775.860 486
Kentucky 165 12.152.650 098 78 9,806.860 302
Loulsana 1113 98,548,610 7 94 50 8.460.820 261
Maine 14 1658120 0.13 4 667,010 021
\arylanc 25 1.809.300 0.15 12 2,158,000 067
Massachusetls 7 447550 0.04 1 300.000 009
Michigan 442 43.771.310 353 75 13.671.670 421
».,A.Fne_so_xa* o 917 63.254,960 5.10 157 19,029.690 587
Mississppl 180 31192840 251 38 7.595.510 234
Missour 491 35.796.590 289 80 11,743370 362
Montana 272 33.730970 272 29 6.593.560 203
Nebraska 896 79.903.830 6 44 72 10.206.380 315
Nevada 1 150,540 0.01 0 0 0
New Hampshire 0 0 0 0 0 0
New Jersey 15 1585870 013 2 425,000 013
New Mexico 47 9.341.970 075 6 1,169,200 036
New York 131 9286160 075 23 2.758 280 085
\orin Carolina 218 13180780 106 43 6.644.790 205
Nortn Dakota 628 51312860 414 132 17.598.360 ) 542
Ooro0 209 19820040 160 34 6.611.580 204
Oklancma 566 73.405.140 592 86 13.482.620 418
Oregon 65 9749750 079 9 1.750.990 054
- (commued)
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Obligations for FmHA Guaranteed Farm
Operating and Ownership Loans. Fiscal

Years 1987-88

Percent of

Percent of Farm national farm

Operating Operating loan national operating  ownership Farm ownership ownership loan

State/territory loans obligations loan obligations loans loan obligations obligations
Pennsyiar a 63 4,258,640 0.34 40 6.064.340 187
Rhoge ‘siana 3 394.000 0.03 0 0 0
Soutn Carcina 53 5,127.260 0.41 6 715.230 022
South Caxola 313 25,692,580 207 11 1.273.500 039
Tennessee o 98 8.029.960 065 20 2.915.150 090
Texas o 779 88.920.930 717 36 5.568.270 172
Utah 16 2.088.820 0.17 5 863.000 027
Vermort 28 1,829 800 015 19 2,911,000 090
virgina 52 5,181,960 042 12 1.992.710 061
Wasnhington 170 20,955,160 169 31 6.161.020 190
West Virgimia 29 1.306.390 011 14 1757.000 054
Wsconsn 946 86,535.170 6.97 224 38.810.580 11.96
Wyoming 151 19,227,750 155 18 2,693,500 0.83
Puerto Rice 8 1.123.500 0.09 5 586.000 018
Virgin islands 0 0 0 0 0 0
West Pacific T'érrr&o‘r; 0 0 0 0 0 ) 0
U.S.total 13,614  $1,240,738,440 1002 2,137 $324,419,450 100°

“Percentages do not add to 100 because of rounding
Source FmHA Report Code 205

Page 75

GAO/RCED-89-86 FmHA's Farm Loan Guarantee Program



Appendix II

Obligations for FmHA Guaranteed Farm
Operating and Ownership Loans, Fiscal
Years 1987-88

Table 11.2: Obligations for FMHA Guaranteed Farm Operating and Ownership Loans, Fiscal Year 1988

Percent of

Percent of Farm national farm

Operating Operating loan national operating ownership  Farm ownership ownership loan

State/territory loans obligations loan obligations loans loan obligations obligations
Alabamaz 87 $11418.160 1.28 31 $4.334.830 1.20
Alaska 0 0 0 0 0 0
Arzona 10 1.856.210 0.21 3 675.000 0.19
Arkansas 360 37.567.010 421 79 13.385.440 3.70
California 186 31.770.220 356 25 5,104,990 141
Colorado 84 10,409,490 117 28 5,195,940 143
Connecricut 258.400 003 1 286.000 0.08
Delaware 7 855,370 010 11 2.059.600 057
Flornda 42 3.860.730 0.43 13 1,194,530 033
Georga 358 35575510 399 22 3.239.780 0.89
Hawar 0 0 0 0 0 0
Idaho 169 24,323,740 273 24 3,820.660 106
hnoss 578 39.928,380 4.47 158 24,626,300 6.80
indiara 94 6.171.120 0.69 41 6,442,510 178
owa 590 36.688.910 411 246 32,038,040 8.85
Kansas 457 33.909.580 3.80 140 19,172,180 5.29
Kentucky 260 13.699.580 153 90 11,348,150 313
Louisiana 1172 107.175.160 1201 58 8,089,040 223
‘Aaine , 16 1.634.000 0.18 6 869.800 0.24
“farylard 51 4396 330 0.49 12 2.387,700 066
\‘assachusetts 7 390.000 0.04 2 360,000 0.10
Micrigan 394 36324630 407 84 14,519,550 401
Minnesota 484 30.743.980 344 153 17.374.880 480
‘AssISSippl 194 31.201.440 350 42 7.653.080 211
Missoun 227 16.812 950 1.88 54 7.359.440 203
Vomara 124 16.275.790 182 28 4562110 126
Nepraska 461 36.793.220 42 125 17,934,200 495
\evaoa 2 66.000 001 3 358.000 010
New Hampshre 1 114000 001 3 316,700 009
New Jersey 9 530000 C 06 2 320.000 0.09
New Mexce 34 5076420 - 057 9 1,562.100 043
New York 78 530477C 058 32 3.986.240 110
North Carohna 297 19191130 215 71 8.820.360 244
North Dakota 400 33216020 372 122 17419430 48
Onio 185 15290620 R 47 8.055 920 222
Cwanoma 321 43044430 482 116 19.934 130 551
- o (contmueg)
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Obligations for FmHA Guaranteed Farm
Operating and Ownership Loans, Fiscal

Years 1987-88

Percent of
Percent of Farm national farm
Operating Operating loan national operating ownership  Farm ownership ownership loan
State/territory loans obligations loan obligations loans loan obligations obligations
Tregor 57 8,572,430 096 17 2820120 078
Fennsyl.ania i 66 4,136,290 0.46 47 6915570 191
Snode Isang 0 0 0 1 158000 004
South Carolina 172 16.040.940 1.80 18 2,493.800 069
Seutn Darota 171 10.031.020 112 35 3.410,370 0.94
“ennesses 125 9682410 108 27 3.680.490 1.02
Texas 463 53.342.240 598 25 3.813.280 105
Jtan n 14 2.900.050 032 18 3.065.040 085
ermon! o 44 3.630.680 041 20 2611700 072
iramia 49 3766.340 042 22 3.160.060 087
'.N'arsmi;tom’;:; 136 17.209.060 193 35 6.841 840 189
Nest Virginia 45 1,380,180 015 25 3.731.500 103
Aisconsin 672 60.085.790 673 250 42 355,190 11.70
Wyomirg 71 7,242,010 081 11 1.255,000 035
Sueric Rice 23 2.685.500 030 7 1.326.000 0.37
Jronisiands 0 0 0 0 0 0
ves' Pac ‘ic Terntory 0 0 0 0 0 0
U.S. total 9,853 $892,578,330 100° 2,436 $362,086,590 1002

*Percentages do not add to 100 because of rounding
Source FmHA Report Code 205
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Delinquent FmHA Guaranteed Farm Operating

and Ownership Loans, Fiscal Years 1987-88

Table I11.1: Delinquent FmHA Guaranteed Farm Operating and Ownership Loans, Fiscal Year 1987

Percent of

Outstanding outstanding
Outstanding principal owed by principal owed by
Active Delinquent principal owed by delinquent delinquent Delinquent
State/territory borrowers borrowers active borrowers® borrowers® borrowers payments?®
Alabama
~ Operating 51 4 $5.265.498 $370,692 704 $82.977
“Ownership 33 1 3,384,917 259,767 767 19.620
Total 84 5 8,650,415 630,459 7.29 102,597
Alaska
7 aibie/ratmg 0 0 0 0 0 0
“Ownership 1 0 290,714 0 0 0
Total 1 0 290,714 0 0 0
Arizona
" Operating 2 0 527.630 0 0 0
)Ow;e;rsmp 0 0 0 0 0 0
Total 2 0 527,630 [} 0 0
Arkansas
Cperating 140 15 16,379,150 2022116 12.35 603,859
~ Cwnersnip 57 3 7834516 258 666 330 47 415
Total 197 18 24,213,666 2,280,782 9.42 651,274
Calitorria
‘Operating 84 1 15,361,803 95,054 0 1130
Owneﬁrshavpﬁ 12 0 1.934 988 0 0.62 0
Total 96 1 17,296,791 95,054 0.55 1,130
Coigracc
Operatng 63 8 8.449.788 681.478 8.06 185.322
~ Cwnership 25 1 4,054.490 244 425 6.03 59,050
Total 88 9 12,504,278 925,903 7.40 244,372
Connecticut
Operatng 10 1 1.089,583 198,149 18.19 803
Oarership 8 1 1.361.093 288 424 2119 11.141
Total 18 2 2,450,676 486,573 19.85 11,944
Celaware
Operatng 3 0 157.500 0 0 0
Ownership o 4 0 627.300 0 o 0
Total 7 0 784,800 0 0 0
(continued)
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Delinquent FmHA Guaranteed Farm

Operating and Ownership Loans, Fiscal

Years 1987-88

Outstanding

Outstanding

principal owed by

Percent of
outstanding

principal owed by

Active Delinquent principal owed by delinquent delinquent Delinquent
State/territory borrowers borrowers active borrowers? borrowers* borrowers payments?®
=londa
Operating 18 2 2.454 070 354,366 14.44 18,929
Ownership 8 1 1.106.699 100,000 904 94 439
Total 26 3 3,560,769 454,366 12.76 113,368
Georgia
 Operating 124 4 14.476,963 446,098 3.08 40.116
Ownership 12 0 1,662,200 0 0 0
Total 136 4 16,139,163 446,008 2.76 40,116
Hawaii
Operating 0 0 0 0 0 0
~ Ownerstip 0 0 0 0 0 0
Total 0 0 0 0 0 0
idaho
Operating 91 2 12.023.504 135,759 113 117,210
Ownership 24 1 3.474.240 145,000 417 177,234
Total 115 3 15,497,744 280,759 1.81 294,444
Hhnois
~ Operating 452 11 38,924,403 699,502 1.80 260.805
Ownership 89 9 11,988,953 1585412 13.22 265,971
Total 541 20 50,913,356 2,284,914 4.49 526,776
Indiana
Operating 189 3 22,675 591 184572 081 2825
Ownership 48 0 7,158,567 0 0 0
Total 237 3 29,834,158 184,572 0.62 2,825
lowa
Operating 3197 90 336.451.727 11,480,962 3.41 1,727,833
Ownership 217 13 31,828,281 2,263,897 7.11 400,284
Total 3,414 103 368,280,008 13,744,859 373 2,128,117
Kansas
- Operating 673 15 81712813 1,176,488 1.44 379,490
Ownership 80 3 10.379.928 714 411 6.88 94,692
Total 753 18 92,092,741 1,890,899 2.05 474,182
Kentucky
Operating 117 4 10.585.361 391,219 3.70 29.213
Ownership 73 3 9,795,436 368,153 3.76 39.438
Total 190 7 20,380,787 759,372 3.73 68,651
(continued;
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Operating and Ownership Loans, Fiscal

Years 1987-88

Outstanding

Outstanding

principal owed by

Percent of
outstanding

principal owed by

Active Delinquent principal owed by delinquent delinquent Delinquent
State/territory borrowers borrowers active borrowers? borrowers® borrowers payments?
Loutsiana
 Operating 618 18 69.909.136 1,618.560 232 192.848
" Ownership 79 14 12,997,233 2,344,489 18.04 931.461
Total 697 32 82,906,369 3,963,049 4.78 1,124,309
Mame
" Operating 14 0 2508423 0 0 0
Ownership 1 0 49.617 0 0 0
Total 15 0 2,558,040 0 0 0
Maryland
~ Operating 5 0 203,367 0 0 0
~ Ownership 5 0 725,848 0 0 0
Total 10 0 929,215 0 0 0
Massachusetts
Operating 4 0 396,370 0 0 0
Ownersh., 5 0 916.461 0 0 0
Total 9 0 1,312,831 0 0 0
Michigan
~ Operating 395 13 59.201.071 1643326 2.78 289,875
Ownership 68 2 10,572,503 345 447 327 54 525
Total 463 15 69,773,574 1,988,773 2.85 344,400
Minnesota
Operating 1753 67 188,123,823 6,068,439 323 2,769.699
Ownership 144 11 17.504,830 1,305,552 7.46 557.123
Total 1,897 78 205,629,653 7,373,991 3.59 3,326,822
Mississipp!
~ Operating 129 6 24.076.029 334,360 1.39 157,080
~ Ownership 40 2 7447215 235,252 3.16 33.018
Total 169 8 31,523,244 569,612 1.81 190,098
Missouri
" Operating 280 1 26.726.617 125,000 047 17693
~Ownership 131 11 16.060.636 1245317 7.75 235474
Total 411 12 42,787,253 1,370,317 3.20 253,167
Montana
~ Operating 241 5 41.760,159 340,368 08 64 406
~ Ownership 45 0 8.648.811 0 0 0
Total 286 5 50,408,970 340,368 0.68 64,406
(continued)
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Delinquent FmHA Guaranteed Farm

Operating and Ownership Loans, Fiscal

Years 1987-88

Outstanding

Outstanding

principal owed by

Percent of
outstanding

principal owed by

Active Delinquent principal owed by delinquent delinquent Delinquent
tate/territory borrowers borrowers active borrowers?® borrowers? borrowers payments?®
ebraska

Operating 2.055 106 266,449,903 12,104,045 454 4.066.904
Ownership 185 15 28.094 368 2,627 461 9.35 578,985
otal 2,240 121 294,544,271 14,731,506 5.00 4,645,889
vevada
‘Operating 2 0 476,599 0 0 0
Ownership 0 0 0 0 0 0
lotal 2 0 476,599 0 0 0
New Hampshire
Operating 1 0 116,270 0 0 0
Ownership 1 0 117.045 0 0 0
Total 2 0 233,315 0 0 0
New Jersey
Operating 4 0 402,000 0 0 0
Ownership 2 0 167,500 0 0 0
Total 6 0 569,500 0 0 0
vew Mexico
Operating 39 2 7,159,757 535,405 748 326,448
Ownership 12 0 2,526,439 0 0 Q
Total 51 2 9,686,196 535,405 5.53 326,448
New York
Operating 135 2 13,146,691 53,833 0.41 69.413
Ownersh\p 40 3 4273674 346,565 8.11 200.331
Total 175 5 17,420,365 400,398 2.30 269,744
North Carolina
Operating 163 3 11,841,862 166.651 1.41 60 487
Ownership 47 0 7.054 476 0 0 0
Total 210 3 18,896,338 166,651 0.88 60,487
North Dakota
Operating 308 7 38.031.590 625,516 1.64 67.921
Ownership 76 7 9328811 1.149.400 1232 507.854
Total 384 14 47,360,401 1,774,916 3.75 575,775
Ohio
Operating 174 9 22.869.648 1.317.677 576 376.431
Ownership 45 5 7.005.888 9,111,390 13.01 83282
Total 219 14 29,875,536 2,229,067 7.46 459,?3
(continued)
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Delinquent FmHA Guaranteed Farm
Operating and Ownership Loans, Fiscal

Years 1987-88

Outstanding

Percent of

Outstanding outstanding

principal owed by principal owed by

Active Delinquent principal owed by delinquent delinquent Delinquent
State/territory borrowers borrowers active borrowers?® borrowers? borrowers payments?®
5k‘1ahoma
Overating 666 24 130.030.720 3.161.280 2.43 722.058
 Ownership 177 13 27.342.582 1802.412 6.59 331596
Total 843 37 157,373,302 4,963,692 3.15 1,053,654
Oregon
~ Operating 61 4 10.699 154 755506 7.06 129.841
" Ownership 18 1 2.678 447 114.934 429 12.084
Total 79 5 13,377,601 870,440 6.51 141,925
Pennsylvania
~ Operating 32 1 2783246 36814 1.32 26.332
" Ownership 27 1 3849635 224,008 5.82 3.954
Total 59 2 6,632,881 260,822 3.93 30,286
Rhode Island
Operating 0 5589 0 0 0
Ownership 0 0 0 0 0 0
Total 1 0 5,589 0 0 0
South Carolina
* Operating 64 2 5 664 852 204.290 361 107,450
_ Ownership 5 1 272 410 31.000 1138 2872
Total 69 3 5,937,262 235,290 3.96 110,322
South Dakota
" Operating 980 78 116.312.109 9404105 812 1.940.164
_ Ownership 75 19 9969254 3022304 3032 821,157
Total 1,055 97 126,281,363 12,462,409 9.87 2,761,321
Tennessee
" Operating a4 8 9,359 245 713492 762 225 365
~ Ownersnip L 1 4029840 47464 118 21.609
Total 124 9 13,389,085 760,956 5.68 246,974
Texas
~Operating | 690 14 113462440 1798883 159 511082
~ Ownership 50 1 7736597 85.500 111 14911
Total 740 15 121,199,037 1,884,383 1.55 525,993
Utah
Operating 20 0 - 3476.822 o 0 o 0 0
Ownership 7 1 1.158.690 120535 1040 8.387
Total 27 1 4635512 120,535 2.60 8,387
(continued)
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Delinquent FmHA Guaranteed Farm

Operating and Ownership Loans, Fiscal
Years 1987-88

Percent of

Outstanding outstanding
Outstanding principal owed by principal owed by
Active Delinquent principal owed by delinquent delinquent Delinquent
State/territory borrowers borrowers active borrowers? borrowers? borrowers paymants®
Vermont
Operating 29 0 1,998.305 0 0 0
Ownership 25 0 3,803,166 0 0 0
Total 54 Y] 5,801,471 0 0 0
virginia
Operating 58 2 7174774 275.639 384 87.519
Ownership 24 0 3.360.102 0 0 0
Total 82 2 10,534,876 275,639 2.62 87,519
Washington
Operating 88 3 14,353,280 335,436 2.34 144,244
Ownership 21 1 3.521.177 40,000 1.14 42,150
Total 109 4 17,874,457 375,436 2.10 186,394
West Virginia
Operating 10 0 455,781 0 0 0
Ownership 8 0 1,004,183 0 0 0
Total 18 0 1,459,964 0 0 0
Nisconsin
Operating 748 42 91,783,800 4880,115 532 898,637
Ownership 180 32 23,997,012 4124878 17.19 1,141,193
Total 928 74 115,780,812 9,004,993 7.78 2,039,830
Nyoming
Operating 170 10 29,670,644 908,722 306 230,692
Ownership 10 0 1,554,278 0 0 0
Total 180 10 31,214,922 908,722 2.91 230,692
Puerto Rico
Operating 25 0 3,160.043 0 0 0
Ownership 3 0 149,500 0 0 0
Total 28 0 3,309,543 0 0 0
virgin Islands
Operating 0 0 0 0 0 0
Ownership 0 0 0 0 0 0
Total 0 0 0 0 0 0
(continued)
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Appendix I
Delinquent FmHA Guaranteed Farm

Operating and Ownership Loans. Fiscal
Years 1987-88

Percent of
Outstanding outstanding
Outstanding principal owed by principal owed by i
Active Delinquent principal owed by delinquent delinquent Delinquent
State/terri;ory borrowers borrowers active borrowers?® borrowers? borrowers _payments?
Wes” %cx[;jerrﬂory -
Creranng 0 0 4] 0 0 0
Crmership 0 0 0 0 0 o
Total 0 0 0 0 0 0
US zia
operating 15,270 587 1.880,326,489 65.679,920 349 16.933.100
Cwrersnip 2277 177 324.800,547 26,352,062 811 6.791.253
Total 17,547 764 $2,205,127,036 $92,031,982 4.17 $23,724,353

2The totals for outstanding principal owed by both active and delinquent borrowers and for delinquent
payments may be shghtly different from the sums of the individual state/terntory amounts because of

rounding

Source: FmHA Report Code 4067

|
Table 111.2: Delinquent FmHA Guaranteed Farm Operating and Ownership Loans, Fiscal Year 1988

Percent of
Outstanding outstanding
Outstanding principal owed by principal owed by
Active Delinquent principal owed by delinquent delinquent Delinquent
State/territory borrowers borrowers active borrowers? borrowers® borrowers payments?
Alabama
____Operafmg 138 3 $20.674,899 $228,420 1.10 $72 598
Ownership 66 0 8.703.324 0 0 0
Total 204 3 29,378,223 228,420 0.78 72,598
Aaska
Operating 0 0 0 0 0 0
Ownership 1 0 281815 0 0 0
Total 1 0 281,815 0 0 0
Anzona
Operating 9 0 1.831,009 0 0 0
Ownership 2 0 375.000 0 0 0
Total 1 0 2,206,099 0 0 0
Arkansas
Ocewatng 381 12 50.085,380 1.165.480 233 398593
Ownership 146 4 22.379,285 505.943 2.26 258024
Total 527 16 72,464,665 1,671,423 231 657.617
Cantorrea
Cperatng 200 0 40116561 0 o c
Ovrersho 31 1 4.986.305 300,000 6.02 IREYCE
Total 231 1 45,102,866 300,000 0.67 7 19,283
(continuel
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Appendix I

Delinquent FmHA Guaranteed Farm

Operating and Ownership Loans, Fiscal

Years 1987-88

Percent of

Outstanding outstanding
Outstanding principal owed by principal owed by
Active Delinquent principal owed by delinquent delinquent Delinquent
State/territory borrowers borrowers active borrowers? borrowers? borrowers payments?
! th- Carohna
 Operating 313 2 23,267,688 32,051 014 56.014
Ownership 106 0 15.137.827 0 0 0
Total 419 2 38,405,515 32,051 0.08 56,014
Necrih Dakota
Operating 411 7 42,637,054 653,643 153 189.386
Ownership 101 8 11,910,687 1.162.727 976 301.265
Total 512 15 54,547,741 1,816,370 3.33 490,651
Cnio
Operating 286 9 32.893.474 1.211.660 368 713.601
Ownership 84 5 13,833,357 785,810 568 124,484
Total 370 14 46,726,831 1,997,470 4.27 838,085
Okiahoma
Operating 830 44 149,226,608 6.834,019 458 2335923
 Ownership 235 24 36.236.090 3,296,264 910 754.189
Total 1,065 68 185,462,698 10,130,283 5.46 3,090,112
Oregon
Operating a7 8 16.209.575 1220410 753 611.882
Ownership 30 1 4.217.770 250,000 593 48,822
Total 127 9 20,427,345 1,470,410 7.20 660,704
Pennsylvania
‘Operating 75 1 5.855 393 8,000 014 3.500
Ownership 71 1 10,215.616 214,901 2.10 4012
Total 146 2 16,071,009 222,901 1.39 7,512
Rrode island
Operating 2 0 344 867 0 0 0
“Cwnership 1 0 158,000 0 0 0
Total 3 0 502,867 0 0 0
South Carciina
Operating 205 2 20.068.283 171084 085 107.273
Owners»hm 19 1 1.959.208 30485 156 164
Total 224 3 22,027,491 201,569 0.92 107,437
South Dakota
Operating 1.120 131 120,078,582 16.339.705 1361 3.655 203
Ownership 92 18 11.382.016 2919928 2565 935034
Total 1,212 149 131,460,598 19,259,633 14.65 4,590,237
(continued)
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Appendix III

Delinquent FmHA Guaranteed Farm

Operating and Ownership Loans, Fiscal

Years 1987-88

Outstanding

Outstanding

principal owed by

Percent of
outstanding

principal owed by

Page 89

Active Delinquent principal owed by delinquent delinquent Delinquent
‘tate/territory borrowers borrowers active borrowers? borrowers® borrowers payments?
ennessee
Operating 177 7 15.762.793 786,553 499 172517
Ownership 55 2 7.790.412 144 418 185 13.276
otal 232 9 23,553,205 930,971 3.95 185,793
exas
Operating 1.062 21 155,925.622 2.268.704 145 527 446
Ownership 85 3 13.225 804 497.196 3.76 76.583
otal 1,147 24 169,151,426 2,765,900 1.64 604,029
itan
Operating 36 1 5.358,559 44,000 0.82 9,104
Ownership 20 2 3.294 242 222.000 6.74 15.922
otal 56 3 8,652,801 266,000 3.07 25,026
ermont
‘Operating 64 0 4777723 0 0 0
WVQ»wnersm;:) 43 0 6.158.632 0 0 0
otal 107 0 10,936,355 0 0 0
rgmsa
Cperating 88 1 10.144 850 340.000 3.35 2.964
Ownership 43 1 6.188.345 172114 2.78 0
otal o 131 2 16,333,195 512,114 3.14 2,964
ashington
Operating 194 6 32.474 032 616.013 190 307 824
Ownersnip 63 0 12,047 441 0 0 0
otal 257 6 44,521,473 616,013 1.38 307,824
vest Virgimia
Operating 52 0 2.360,786 0 0 0
Ownershp 31 0 4381345 0 0 0
otal . 83 0 6,742,131 0 0 0
Lisconsin
Cperating 1.101 48 120.933.312 6.479.034 536 1022213
Ownershp 244 34 34.412.456 4.642.346 13 49 1.408.338
otal 1,345 82 155,345,768 11,121,380 7.16 2,430,551
VL OMING
Operating. 229 16 35.048,213 2.293.281 654 1.370.650
Cwnership ) 27 1 3.461.607 50,000 144 8 480
otal i 256 17 38,509,820 2,343,281 6.08 1,379,130
{continued)
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Appendix [
Delinquent FmHA Guaranteed Farm
Operating and Ownership Loans, Fiscal

Years 1987-88
Percent of
Outstanding outstanding
Outstanding principal owed by principal owed by
Active Delinquent principal owed by delinquent delinquent Delinquent
State/territory borrowers borrowers active borrowers? borrowers?® borrowers payments?
Puerto Rico
Operating 29 0 4,078,915 0 0 0
Cwnership 8 0 1,032,000 0 0 0
Total 37 0 5,110,915 0 0 0
Virgin Islands
Operating 0 0 0 0 0 0
Ownership 0 0 0 0 0 o;
Total 0 0 0 0 0 0
West Pacific Territory
Operating 0 0 0 0 0 0
Ownership 0 0 0 0 0 0
Total 0 0 0 0 0 0
U.S total
operating 22,191 811 2432712524 97 314617 400 26,602,841
Ownership 4,296 235 610,823,016 37,016,283 6.06 10,861,328
Total 26,487 1,046 $3,043,535,540 $134,330,900 4.41 $37,464,169

3The totals for outstanding principal owed by both active and delinquent borrowers and for delinquent
payments may be slightly different from the sums of the individual state/territory amounts because of
rounding

Source: FmHA Report Code 4067
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sppendix IV

Losses for FmHA Guaranteed Farm Operating
and Ownership Loans, Fiscal Years 1987-88

able IV.1: Losses for FmHA Guaranteed Farm Operating and Ownership Loans, Fiscal Year 1987

Total operating and

Operating loan losses Ownership loan losses ownership loan losses

Loss Loss Loss Loss Loss Loss
itate/territory claims amounts? claims amounts® claims amounts®
sabama 1 $(22.435) 0 $0 1 $(22.435)
aska 0 0 0 0 0 0
rizona 0 0 0 0 0 0
rkansas 11 709.423 1 120,185 12 829 608
alifornia 2 249.836 0 0 2 249,836
~olorado 6 658 693 3 256.844 9 915,537
“onnecticut 1 32 000 0 0 1 32.000
Jelaware 0 0 0 0 0 0
crida 2 252,642 0 0 2 252,642
seorgia 4 93675 1 78,949 5 172.624
awal 0 0 0 0 0 0
jaho 2 64 393 0 0 2 64393
nos 14 961.936 2 196,720 16 1,158,656
‘diana 5 360.063 0 0 5 360.063
na 105 6.064 555 19 3,603,382 124 9,667,937
amsas 18 677 331 4 459,489 22 1,136.820
eatucky 7 206.498 1 53652 8 260.150
susiana 28 1527.072 1 98.355 29 1625427
‘ame 0 0 0 0 0 0
‘ar;landw o 0 0 0 0 O 0
‘assachusetts 0 0 0 0 0 0
‘znigan 30 2513110 4 480,259 34 2.993.369
‘mpescta 148 7.228.668 12 1344 671 160 8573.339
‘ssissippl 10 642330 3 501,454 13 1.143.784
"ssour 7 495 627 9 446.131 16 941758
‘ontana 7 681.331 0 0 7 681.331
=0raska - 25 1231565 6 648 166 31 1879.731
z.a02 0 0 0 ) 0 0
2w Hampshire - 0 0 0 0 0 0
en Jersey 0 0 0 0 0 0
e Mexico . 2 - 201.881 0 0 2 201.881
2 York 2 40564 1 73,861 3 114,425
2nn Carolina 3 165.888 1 96,801 4 1262.689
2n Daxota o 12 560.288 8 554 436 20 1114724

10 692619 - 5 637,091 15 1.329.710
«1anoma S 12 1.208.530 0 0 12 1.208.530
o - (continued)
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Appendix IV

Losses for FmHA Guaranteed Farm

Operating and Ownership Loans, Fiscal

Years 1987-88

Operating loan losses

Ownership loan losses

Total operating and
ownership loan losses

Loss Loss Loss Loss Loss Loss
State/territory claims amounts? claims amounts® claims amounts?
Oregon 1 265,545 1 32,949 2 298.494
Pennsylvania 1 23,734 0 0 1 23.734
Rhode Island 0 0 0 0 0 0
South Carolina 2 10,889 1 30,485 3 41374
South Dakota 33 2.207.658 12 1,354,112 45 3.561770
Tennessee 4 302,435 0 0 4 302435
Texas 21 1,685.660 0 0 21 1.685.660
Utan 0 0 0 0 0 0
Vermont 0 0 0 0 0 0
Virginia 2 266,380 1 128,611 3 394,991
Washington 2 55.120 0 0 2 55120
West Virginia 0 0 0 0 0 0
Wisconsin 32 1,877.097 14 1,123.274 46 3.000.371
Wyoming 6 356.646 0 0 6 356.646
Puerto Rico 0 0 0 0 0 0
Virgin Islands 0 0 0 0 0 0
West Pacific Territory 0 0 0 0 0 0
U.S. total 578 $34,549,250° 110 $12,319,875° 688 $46,869,125¢

aAmounts shown in parentheses represent recoveries through settiement with lenders of loss craims

paid In previous years

The totals for ioss amounts may be slightly different from the sums of the individual state/terrtory
amounts because of rounding

Source. FmHA Report Code 4131
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Appendix IV

Losses for FmHA Guaranteed Farm
Operating and Ownership Loans, Fiscal

Years 1987-88

Table 1V.2: Losses for FmHA Guaranteed Farm Operating and Ownership Loans, Fiscal Year 1988

Operating loan iosses

Ownership loan losses

Total operating and

ownership loan losses

Loss Loss Loss Loss Loss Loss

State/territory claims amounts? claims amounts? claims amounts?
Alabama 4 $248.287 2 $293.909 6 $542.196
Liaska 0 0 0 0 0 0
4rizona 1 125914 0 0 1 125914
“rkansas 11 690.131 0 0 11 690,131
Calfornia 0 {4.375) 0 0 0 (4.375)
oloracc 7 468 405 2 239,577 9 707.982
Zonnecticut 1 179.318 0 0 1 179.318
Delaware 0 0 0 0 0 0
~orda 3 476.451 1 24,040 4 500,491
Seorgia 4 186.501 0 0 4 186.501
~awau 0 0 0 0 0 0
gaho 3 310.955 0 0 3 310.955
inos 17 424 414 8 728.856 25 1.153.270
ndiana 17 834.138 2 101,406 19 935,544
Swa 135 10,381.627 16 2,307,605 151 12,689.232
- ansas 42 2580.142 0 38,572 42 2618714
~ entucky 1 462.317 2 89,587 13 551.904
_ouisiana 74 3411319 8 1213,755 82 4.625.074
Vane 1 16.249 0 0 1 16.249
Caryand 0 0 0 0 0 0
‘‘assachusetts 0 0 0 0 0 0
ficnigan 26 2.013.349 3 219.535 29 2.232.884
“rnesota 97 6.097.009 12 1.226.695 109 7.323.704
-.“s;{;s;oo‘ 17 1,172,559 2 231,019 19 1.403.578
" ssour 12 391,324 6 762.734 18 1,154.058
Sortana 10 762,713 3 485,894 13 1.248.607
ebraska 76 4776060 7 575322 83 5.351.382
£.aca 1 14.089 0 0 1 14.089
\ew -ampshire 0 0 0 0 0 0
ea Jersey 0 0] 0 0 0 0
e Mexice 2 454 926 1 128.377 3 583.303
ea York 2 113.652 1 81.196 3 194,848
~.ortr Carolina 4 94 692 0 0 a 94 692
\.ortn Dakota 12 909.340 7 620.795 19 1530135
T 11 669.642 2 250.564 13 920.206
Seahoma 53 5133918 15 1712.999 68 6.846.917
(contmae'd\
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Appendix IV

Losses for FmHA Guaranteed Farm

Operating and Ownership Loans, Fiscal

Years 1987-88

Operating loan losses

Ownership loan losses

Total operating and
ownership loan losses

Loss Loss Loss Loss Loss Loss
State/territory claims amounts? claims amounts? claims amounts?®
Oregon 2 281,901 3 401.321 5 683.222
Pennsylvania 0 (274) 0 0 0 (274)
Rhode Island 0 0 0 0 0 0
Soutn Carohina 2 87.699 0 0 2 87 699
South Dakota 71 4799 414 17 1,294,135 88 6,093 549
Tennessee 10 267 806 2 118.321 12 386.127
Texas 48 2,998 453 0 0 48 2.998.453
Utan 0 0 1 117,390 1 117.390
Vermont 0 0 0 0 0 0
Virginia 2 65.079 1 172,115 3 237.194
Washington 4 246.766 2 77,915 6 324681
West Virginia 1 11,091 0 0 1 11,091
Wisconsin 43 2877972 21 2111834 64 4.989.806
Wyoming 8 449,497 0 0 8 449 497
Puerto Rico 0 0 0 0 0 0
Virgin islands 0 0 0 0 0 0
West Pacific Territory 0 0 0 0 0 0
U.S. total 845 $55,480,470° 147 $15,625,468° 992 $71,105,938°

2Amounts shown n parentheses represent recoveries through settlement with lenders of loss claims in

previous years

EThe totals for loss amounts may be slightly different from the sums of the individual state/territory
amounts because of rounding

Source: FmHA Report Code 4131
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Appendix I'V

Losses for FmHA Guaranteed Farm

Operating and Ownership Loans, Fiscal

Years 1987-88

Table IV.3: Cumuiative Losses for FmHA Guaranteed Farm Operating and Ownership Loans Through Fiscal Year 1988

Operating loan losses

Ownership loan losses

Total operating and

ownership loan losses

Loss Loss Loss Loss Loss Loss

State/territory claims amounts claims amounts claims amounts
Alabama 10 $388.697 3 $303,532 13 $692.229
Alaska 0 0 0 0 0 0
Arizona ) 1 125914 0 0 1 125914
Arkansas 27 1609.178 1 120.185 28 1.729.363
California 3 294 581 0 0 3 294 581
Colorado 28 1635.408 7 588.328 35 2.223.736
Connecticut 3 326273 0 0 3 326.273
Delaware 1 106.951 0 0 1 106.951
Flonda 7 993.058 1 24,040 8 1.017.098
Georgia 13 350.843 1 78.949 14 429.792
Hawatl 0 0 0 0 0 0
\0aho 10 724511 0 0 10 724511
inors 39 1.654 554 12 1.233.628 51 2.888.182
ndiana 26 1.407.190 4 274.471 30 1.681.661
lowa 301 20.036.991 54 8842526 355 28.879.517
Kansas 81 3.786.912 6 613.161 87 4.400073
Kentucky 20 735577 6 332044 26 1.067 621
_ouisiana 133 6 950 652 9 1312110 142 8.262.762
Maine 4 107.970 0 0 4 107.970
\Maryland 1 92 403 0 0 1 92 403
Massachusetts 2 87 664 0 0 2 87.664
\iichigan 79 5886908 11 1367158 90 7.254 066
‘Ainnesota 346 17.402.977 31 3.733.098 377 21.136.075
Mississipp 52 3391297 11 1377.633 63 4.768,930
Missoun 27 1.086.919 28 1985411 55 3.072.330
‘lontana 21 1807203 3 485894 24 2.293.097
\ebraska 127 7 180725 16 1440557 143 8.621.282
\evada 1 14.089 0 0 1 14089
New Hampshire 0 0 0 0 0 0
New Jersey 1 206.696 0 0 1 206.696
New Mexico 6 688.831 1 128377 7 817 208
\ew York 12 451 612 3 254,252 15 705864
North Carolina 11 405 561 3 206,528 14 612 089
North Dakota 55 2542208 17 1540538 72 4.082.746
Omio 37 1.990 928 10 1537055 47 3527 983
Okanoma 81 7.207.772 17 $1.830.853 98 9.038.625
(continued;
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Appendix I'V

Losses for FmHA Guaranteed Farm

Operating and Ownership Loans, Fiscal

Years 1987-88

Operating loan losses

Ownership loan losses

Total operating and

ownership loan losses

Loss Loss Loss Loss Loss Loss
State/territory claims amounts claims amounts claims amounts
Oregon 12 944 550 6 573754 18 1518.304
Pennsylvania 4 87 847 0 0 4 87 847
Rhode Island 0 0 0 0 0 0
< 'hCarolina 6 232,966 1 30,485 7 263 451
Scuth Dakota 134 8.178,015 40 3,699,747 174 11.877 762
Tennessee 16 624,757 3 285535 19 910.292
Texas 107 6,464,490 0 0 107 6.464 490
Utar 0 0 1 117.390 1 117.390
Vermont 1 64,328 0 0 1 64,328
Virginia 4 331,459 2 300.726 6 632.185
Washington 8 463,046 2 77.915 10 540,961
West Virginia 2 171.361 0 0 2 171.361
Wisconsin 122 6.702.879 44 3.779.939 166 10.482.818
Wyoming 18 931,198 0 0 18 931,198
Puerto Rico 1 177,486 0 0 1 177.486
Virgin Islanas 0 0 0 0 0 0
West Pacific Ternitory 0 0 0 0 0 0
U.S. total 2,001  $117,053,435° 354  $38,475,819 > 2,355  $155,529,254°

aThe totals for loss amounts may be slightly different from the sums of the iIndividual state/terntory
amounts because of rounaing.

Source. FmHA Report Code 4131
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Appendix V

[Information on GAO’s Sample of Borrowers
With Guaranteed Loans

This appendix contains financial condition and other data on the 67
guaranteed loan borrowers randomly selected from the 16 county
offices visited during our review. The information presented in this
appendix relates only to the borrowers randomly selected for review
and is not projectable.

lable V.1: Borrowers and Guaranteed
“arm Loans in Sample

_ _ Total number Total number
Operating ioans Ownership ioans of ioans of borrowers

69 5 74 67

fable V.2: Types of Guaranteed Loans in
Sample

Loan note Line of credit Total number of loans
58 16 74

fabie V.3: Terms of Guaranteed Loans in
Sample

Loan term in years Number of loans Percent of total loans

1 21 28
3 16 22
4 3 4
5 1 1
7 28 38
10 1 1
20 2 3
30 2 3
Total 74 100

Table V.4: Percentage of Guarantee for
Sample Loans

Number of loans Percent of total ioans

90 64 86
85 1 1
80 5 7
70 3 4
50 1 1
Total 74 100°

Total does not add to 100 percent because of rounding

_Table V.5: Interest Rates by Guaranteed
Loan Type in Sample

Loan type Lowest rate Highestrate  Average rate Median rate
Operating 89 14.5 11.79 19
Ownership 70 15 9.85 100
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Appendix V
Information on GAO's Sample of Borrowers
With Guaranteed Loans

Table V.6: Range of Interest Rates for
Sample Guaranteed Loans

Interest rates on loans, in Number Percent Cumulative
percent of loans of total loans  percent of loans
Less than 10 5 7 7
10 to 10.99 12 16 23
1110 11.99 26 35 58
1210 12.99 20 27 85
1310 1399 9 12 97
14 to 14.99 2 3 100
Total 74 100

Table V.7: Range of Sample Guaranteed
Loan Amounts

Smallest loan Largest loan Average loan
$14,570 $400,000 $125.122

Table V.8: Farming Experience of
Sampie Guaranteed Loan Borrowers

Percent of borrowers  Cumulative percent

Years of tarming Number with known of borrowers with
experience of borrowers experience known experigrlgg
Less than 10 7 13 13
10 to 20 24 43 56
20 to 30 14 25 )
30 to 40 8 14 %5
More than 40 ) 3 5 100
Total 56 100
Amount of experience

unknown 1" -
Total number of

borrowers 67

Table V.9: Current Assets and Liabilities
of Sample Guaranteed Loan Borrowers

Smallest amount Largest amount Average amount

Current assets?® $500 $678,500 $63.854
Current liabilities? 800 683,500 79,246
Current ratio® 0.01 596 127

2Current assets are the most iquid assets, such as cash and marketable secunties Current liabiities
are those debts payabie within 1 year

PCurrent assets divided by current liabilities
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Appendix V
Information on GAO's Sample of Borrowers
With Guaranteed Loans

fable V.10: Total Assets and Liabilities of
sample Guaranteed Loan Borrowers

Smallest amount Largest amount Average amount

Total assets $22.500 $1.567.935 $404.594
Total liabilities 15.689 1,850,000 308.215}
Debt-to-asset ratio,? as

percent 21 342 76

aThe debt-to-asset ratio compares the value of assets to the amount of debt and 1s one indicator of
financial soundness

fabie V.11: Range of Debt-to-Asset
Ratios for Sample Guaranteed Loan
3orrowers

Cumulative
Debt-to-asset ratios,* as Number of Percent of total percent of
percent borrowers borrowers borrowers
Less than 40 7 10 10
40 to 69 26 39 49
70t0 99 26 39 88
More than 100 8 12 100
Total 67 100

4According to USDA's Economic Research Service. farmers with ratios of 40 percent or less are in the
best position to withstand financial adversity. They can likely offset negative cash flows from farming
operations by borrowing against or selling assets. Farmers in the 41- to 70- percent category may be
able to borrow to offset negative cash flows and meet all expenses. Farmers in the 71- to 100-percent
category are less likely to be able to offset negative cash flows through borrowing. Farmers with a ratio
over 100 percent have severe problems meeting principal and interest commitments and have a nega-
tive net worth Farmers in this category are technically insolvent. and the saie of farm assets would be
insufficient to retire their debts

Table V.12: Net Worth of Sample
Guaranteed Loan Borrowers

Smallest net worth?
$(1.379.000)"

Largest net worth?
$583,000

Average net worth?
$96,379

°Borrowers’ total debts subtracted trom their total assets yield their net worth

PFigure shown in parenthesis indicates negative net worth (debts exceed assets)

Table V.13: Number of Sample
Guaranteed Loan Borrowers With
Positive and Negative Net Worth

Number of borrowers with Number of borrowers
positive net worth® with negative net worth® Total number of borrowers

58 8 67

‘Positive net worth occurs when assets exceed debts

"Negative net worth occurs when debts exceed assets
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\ppendix VI

Comments From the Under Secretary for Small
Community and Rural Development, USDA

United States
BJ):) Department of
e/ Agriculture

SUBJECT:

TO:

THROUGH:

If we can

Director

[Frmi=lA

Attached 1s a copy of the response from the Deputy Administrator for
Program Operations referencing the subject draft report.

at FIS 475-5318.

Plamning and Analysis Staff

Attachment

Farmers Washington
Home 0.C
Adminstration 20250

JUN 15 1089

GAO Draft Report (RCED-89-86) - FmHA: Implications of the Shift
From Direct to Guaranteed Farm Loans

John W. Harman

Director

Food and Agriculture Issues
General Accounting Office

Roland R. Vautour )ﬁ
Under Secretary L/\ﬁ
Small Community and Rural Development

0

e 1-87 i

Neal Sox Johnson
Acting Administrator

be of further assistance, please contact [oris Morgan of my staff

Farmaers Home Agmemisiration 18 an €qual Opportundy Lender
Compiants of drscnmination shoukd be sent 1o
Secretary of Agnculture. Washington D C 20250
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Appendix V1
Comments From the Under Secretary for

Small Community and Rural
Development, USDA
United States Farmers Washington
vy Department of Home D.C. .
;::, Agriculture Administration 20250 Jiv - 1989

FimllA

SUBJECT: GAO Report - FmHA: Implications of the Shift From
Direct to Guaranteed Farm Loans (RCED-85-86)

TC: Leonard Hardy, Jr.
Director
Planning and Analysis Staff

The following will provide Farmers Home Administration's (FmHA)
response to recommendations made in the subject General Accounting
Office's (GAO) audit dated May 17, 1989.

Recommendation 1):

Develop, 1in consultation with the Congress, and implement more
comprehensive guaranteed loan approval criteria that assesses an
applicant’'s financial solvency, profitability, liquidity, and
repayment ability prior to approving loan guarantees,

Response: The Office of Inspector General's (OIG) audit report of
September 1988 was also critical of this area. FmHA officials have
met with the Office of Management and Budget (OMB) and OIG on this
1ssue. FmHA has agreed to conduct a study of loan approval and
borrower selection criteria. The study will be performed by
contract. The projected award date of this contract is

September 30, 1989. When this study is completed, FmHA will
evaluate its results and revise 1its regulations as appropriate.

FmHA published revisions to its Guaranteed loan regulations on
January 13, 1989, In addition to many changes rzquired by the
Agricultural Credit Act of 1987, FmHA increassed the cash flow
requirements necessary to receive a loan guarantee. Positive cash
flow was redefined to require at least a 10 percent cash reserve
after payment of all loan installments due. This reserve will
allow for new investments, risk, and uncertainties. FmHA's risk
will be reduced, since borrowers will better be able to cope with
unforeseen events and thus, less likely to fail. The agency is
continuing to review the issue of cash flow margin and its impact
on the guaranteed loan program. The new regulations also
strengthen FnHA's requirements for the financial and production
history of the borrower. Projected cash flows must now be
supported by the 5-year financial and production history of the
borrower. Previously, regulations required only a 3-year financial
history and up to a 5-year production history. This change will
result in more accurate financial projections, improving loan
quality.

Fummm-mEuWLm
Compimnts of dacrwrunaton should be sent 1©
Secretary of Agncumure Wastengion. D.C 20250
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Appendix VI

Comments From the Under Secretary for
Small Community and Rural
Development, USDA

FmHA conducted a training program for all Farmer Program Chiefs and
one FP Specialist from each state on June 13 - 15, 1983, The focus
of this training was credit quality. The trainees will in turn
provide similar training for field staff.

The FmHA Farmer Programs Loan Making Division has completed and
released a Guaranteed Loan Processing Checxlist to all field
staff in Administrative Notice (AN) No. 1896, This provides a
step-by-step processing guide for both FmHA and the lender. A
copy of this AN is enclosed for your review.

FnHA National Office Program Managers are closely monitoring loan
quality. FmHA's recent and continuing efforts in this area should
strengthen loan quality. The study required by OMB, once
completed, will provide FmHA with an outsid2 opinion of
documented, reliabl2 financial criteria necessary to make loan
approval decisions.

Recommendation 2):

Establish, in regulations, the type and amount of security reguirzd
for a guarantee and, if crops are accepted as the only security,
requir2 that crop insurance be obtainead.

Response: FmHA Instruction 1980.114 requires the County Supervisor
to complete Form FmHA 449-23, "Guaranteed Loan Evaluation". This
form, in part, requires the County Supervisor toc examine the net
worth of the applicant and evaluate the security offered as
collateral. The appraised value of the collateral and value of
existing liens are considered.

Security requir2ments were also strengthened by the January 13,
1989, regulation change., Revised FoHA Instruction 1980-3B,
Paragraphs 1980,175(g), 1980.175(h), 1980.175(41); 1980.180(f),

and 1980.185.(f) clearly state FaHA security requirements for loan
guarantees.

FoHA Insc.wibiua 1385-B, Faragrapn 1980.175(1) was ravisad to
outline the agency's position on insurance. This instruction, in
part, permits the loan approval official to require crop insurance,
in individual cases, when crops are the only security for a loan.

FmHA Instruction 1980-B, Paragraph 1980.115, Administrative (B)(2)
requires the County Supervisor to include all security requirements
on the Conditional Commitment for guarantee. FmHA AN 1896,
"Guaranteed Loan Processing Checklist" (enclosed), states that the
Conditional Commitment must cover the requirad security and lien
position. With the revised FmdA Instructions and FmHA AN 1856,
FmHA believes security requirements for guaranteed loans have been
significantly strengthened and are now adequate. FmHA will
evaluate the results of the study referred to in the response to
recommendation 1 to determine if additional security requirements
are warranted.
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Comments From the Under Secretary for
Small Community and Rural
Development, USDA

Recommendation 5):

Implement policies and procedures to establish loss claims paid to
lenders as debts owed the government by the borrowers and to
initiate collection action in coordination with lenders immediately
after final settlement of loan guarantees with lenders.

Response: FmHA disagrees with this recommendation. Establishing
the loss claims as a government debt would create many problems.
This policy would reduce or eliminate the lender's incentive to
pursue collection after liquidation, and cause a significant
increase in administrative costs of the program. Such a policy
could possibly trigger FmHA "borrower rights" as established by the
Agricultural Credit Act of 1987, which would further increase
program costs.

FmHA believes that current regulations (revised January 13, 1989)
allow for proper collection of debt after a final loss claim is
paid and adequate monitoring of lender collection efforts. Lenders
are required to submit -a liquidation plan to FmHA within 30 days
after their decision to liquidate. This plan should provide for
maximum collection of the debt. If the borrower has other
resources or income for potential future collection, this should be
addressed Iin the plan. If FmHA and the lender disagree with the
liquidation plan, FmHA has the option to liquidate the account.
FonHA Instruction 1980-B, Paragraph 1980.146, Administrative (F),
has been added to the regulations to require County Supervisors to
contact lenders in writing for five years after the final loss
claim is paid to monitor collection of debt on which FmHA has paid
a loss. .FmHA has also agreed to include alternatives for improving
loss recoveries in the study previously mentioned.

We hope that the above information will allow the subject audit to
close. If you need additional information, please contact Randy
Tingler at FTS 475-4022.

/ioﬁﬁ‘&t/( .
MICHAEL C. WILKINS

Deputy Administra
Program Operations

A 6%
b-r9.7)
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Appendix VII
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John P. Hunt, Jr., Assistant Director

RQSOUI'CG'S, Larry D. Hamner, Assignment Manager
Community, and Brian T. McLaughlin, Evaluator
Economic Patrick B. Doerning, Advisor

. e . M. Jane Hunt, Reports Analyst
Development Division,

Washington, D.C.

; : Harold G. Dighton, Evaluator-in-Charge
Dallas Regional Office  ° o Clary, Site Senior

Cody J. Goebel, Evaluator
Barbara A. Johnson, Computer Analyst
Dianna L. Taylor, Reports Analyst

Nancy G. Toolan, Regional Assignment Manager

Atl?‘nta Reglonal Harold D. Perkins, Evaluator
Office

. . Mark J. Huber, Evaluator
Chl_cago Reglonal Nina M. Manzi, Evaluator
Office

Robert C. Sommer, Computer Analyst

Kansas City Regional
Office
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Requests for copies of GAO reports should be sent to:
U.S. General Accounting Office

Post Office Box 6015

Gaithersburg, Maryland 20877

Telephone 202-275-6241

The first five copies of each report are free. Additional copies are
$2.00 each.

There is a 25% discount on orders for 100 or more copies mailed to a
single address. ’

Orders must be prepaid by cash or by check or money order made
out to the Superintendent of Documents.
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