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TO REVIEW UNITED STATES DEPARTMENT OF
AGRICULTURE FARM LOAN PROGRAMS

TUESDAY, JUNE 13, 2006

U.S. SENATE,
COMMITTEE ON AGRICULTURE, NUTRITION, AND FORESTRY,
Washington, DC.

The committee met at 10:05 a.m., in room SR-328A of the Rus-
sell Senate Office Building, the Honorable Saxby Chambliss, Chair-
man of the committee, presiding.

Senators present: Senators Chambliss, Coleman, Thomas, Talent,
Crapo, Harkin, Nelson, Salazar, Baucus.

STATEMENT OF HON. SAXBY CHAMBLISS, A U.S. SENATOR
FROM GEORGIA, CHAIRMAN, COMMITTEE ON AGRICULTURE,
NUTRITION, AND FORESTRY

The CHAIRMAN. This hearing will now come to order. Good morn-
ing.

Our hearing is going to examine the Farm Service Agency’s Farm
Loan Programs. The Federal Farm Loan Programs are an impor-
tant source of temporary credit to help farmers get into the busi-
ness or recover from a natural disaster or other setback.

The purpose of this hearing is to ensure that programs are oper-
ating in a safe and sound manner and that FSA is providing strong
financial management, all the while meeting the needs of pro-
ducers. There have been $3.8 billion in lending authority each year.
It’s also imperative that this Committee conduct the necessary
oversight to ensure the program is well managed and protects
farmers.

Since 1996 Congress and the Administration have worked to im-
prove farm loan programs. Just 5 years ago they were taken off the
Government Accountability Office’s high risk list.

Years of well-intentioned but financially unsound policies and
practices—some directed by Congress, I admit—landed them on
that list. A serious effort that began with the 1996 farm bill has
been successful. I sincerely hope we never again see a time when
farm loan programs are considered high risk.

I would also like to express my appreciation to the Farm Credit
Council and the Independent Community Bankers of America for
being willing to submit testimony for this hearing. Due to time con-
straints we're not able to accommodate everyone who wished to tes-
tify. Please be assured that all submitted testimony will be given
the same consideration as that offered orally today.

We'’re going to have two panels this morning. Our first panel con-
sists of Mr. Glen Keppy, Associate Administrator for Programs for
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the Farm Service Agency here in Washington. He is accompanied
by ms. Carolyn Cooksie, Deputy Administrator for Farm Loan Pro-
grams.

Mr. Keppy, Ms. Cooksie, welcome to you this morning. We appre-
ciate you coming and taking the time to shed some light on what’s
been happening at USDA relative to these very valuable programs.
We look forward to your testimony. And I will turn the floor over
to you at this time.

STATEMENT OF GLEN KEPPY, ASSOCIATE ADMINISTRATOR
FOR PROGRAMS FOR THE FARM SERVICE AGENCY, ACCOM-
PANIED BY CAROLYN COOKSIE, DEPUTY ADMINISTRATOR
FOR FARM LOAN PROGRAMS

Mr. KeppY. Thank you, Mr. Chairman.

Members of the Committee and Staff, thank you for the oppor-
tunity to review the current state of the Farm Service Agency’s
Farm Loan Programs at the Department of Agriculture. This is my
rookie hearing on the Hill as Associate Administrator for Programs
at FSA. And unlike my playing days on the field with the Pitts-
burgh Steelers and Green Bay Packers, I'm pleased that we’re not
opponents and hope there won’t be any hard hits.

The CHAIRMAN. You didn’t ride a motorcycle here, did you, Mr.
Keppy?

[Laughter.]

Mr. KEPPY. No, I didn’t. I did learn something.

FSA’s Farm Loan Program is a success story. We make direct
and guaranteed farm ownership and operating loans to family size
farmers and ranchers who cannot otherwise obtain commercial
credit from a bank, Farm Credit System, or other lenders. Our cur-
rent portfolio includes $5.4 billion in direct loans and $8.7 billion
in guaranteed loans.

The quality of our portfolio has improved significantly. Here are
just a few of our highlights.

Losses in our direct loan program have dropped down to 3.6 per-
cent. That’s the lowest level in 20 years. Losses in our guaranteed
loan program are less than one-half of one percent. That’s the low-
est in 10 years. The delinquency rate for direct loans is 9.3 percent,
and 1.67 percent for guaranteed loans—again the lowest in 10
years.

Last year we graduated 3,611 borrowers out of FSA loans and
into commercial credit. The direct loan case load to beginning and
SDA farmers has more than quadrupled from 1995 to 2005. The
guaranteed loan caseload has more than doubled from 1997 to
2005.

FSA continues to help minority farmers in proportions greater
than the demographic percentages of the total farming population.
And we remain committed to small farmers in America.

Research at the University of Arkansas studying FSA direct loan
originations during fiscal year 2000 and 2003 found that 92 percent
of direct loan originations went to small farmers who had less than
$250,000 in gross sales. They also determined that 78 percent of
FSA’s direct loans originated between 1994 and 1996 have already
been paid off.

Our rear-view mirror is filled with success stories.
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But our attention is clearly focused on the challenging curves up
ahead.

Term limits in the present statute place quantity restrictions for
direct operating loan borrowers. That means 7000 borrowers have
1 year of eligibility and 11,000 borrowers have 2 years left.

Direct farm ownership and operating loan limits were capped at
$200,000 more than 20 years ago. No adjustment in two decades.
Considering the rising cost of farmland, energy, and other oper-
ating expenses, can farmers fully finance their credit needs today?

The Federal work force is getting older. As many as 25 percent
of the current FSA loan officers will be eligible to retire within 3
years.

Through modernization, the focus on farmers and meeting farm
loan program objectives, each enhanced by the hard work and dedi-
cation of FSA employees, we have made great strides in perform-
ance improvement. Using our new farm business plan FSA bor-
rowers are now processed through a real time web based system.
We have reduced direct and guaranteed loan application processing
time by almost 22 percent. And we have developed the Farm Loan
Program risk assessment program, which provides risk-based over-
sight to the areas of potential concern within our portfolios and can
now easily be identified.

Thanks to having the rural delivery system coupled with the
dedication and hard work of an existing team of experienced loan
officers, FSA is well positioned to continue the high quality delivery
of loan program initiatives to qualified American farmers.

We look forward to working with this committee so that together
we might strengthen the livelihood of family farmers while ever im-
proving reliability of rural America.

Thank you for your attention. Because I'm a rookie and I have
a veteran sitting next to me here, Carolyn, we will answer ques-
tions back and forth. Thank you.

[The prepared statement of Mr. Keppy can be found on page 38
in the appendix.]

The CHAIRMAN. We recognize the expertise in Ms. Cooksie. We're
pleased to have you here.

I know you’ve only been on the job for a few short weeks. I'll
have to say that what you just reported to us and what’s in your
testimony is good news, particularly for folks like me who, frankly,
have been very skeptical about the ability of the Federal Govern-
ment to make direct loans. We've always had a default rate that
far exceeds the default rate in the private sector. And there are
some valid reasons why there should be a higher rate on direct
loans in the private sector.

But this is the tax-payers’ money. And you tell us now that the
default rate is down to 9.3 percent. That’s about 3 percent better
than what we saw 5 years ago. And when the loss ratio is down
to 3.6 percent, that’s pretty significant and it does mean that we'’re
doing a much better job both in making the loans plus collecting
the loans.

So I'm pleased to see that kind of progress.

This also says that the current farm bill is working because
farmers are able to generate income from the market that allows
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them to pay the loans back, which obviously we’re always glad to
see.

First of all, in Section 5301 of the 2002 Farm Bill there was a
provision that I included in that Farm Bill that requires two stud-
ies of the direct and guaranteed loan programs. Both of these stud-
ies should have been delivered to us by now. One of them was due
only last month. But we haven’t received either one of them. When
can we expect these studies?

Ms. COOKSIE. Mr. Chairman, good morning.

We have draft copies of the studies and we can hopefully give
them to you shortly. One of the problems that we had with the
study, the first one covered a period of May 13, 2003 to May 13,
2004. When we started the study we realized that having only 1
year to do a study, you’re not going to get any meaningful informa-
tion out of 1 year because most of the loans are due on an annual
basis and they would be coming due during that period of time.

And then the second study is over another year period, a couple
of years, 3—year period. What was decided to do was to go out with
two studies again and do a study over a 5-year period into 2005.
So we started 2000 to 2004. This resulted in a longer time for com-
pletion.

The other problem we had, of course, is due to budget con-
straints. We’ve had to do that particular study in- house. So it just
took longer than it should have.

But we have a draft of the two reports, the combined reports.
We've seen the draft and passed the draft back and forth. We've
had to go through the department clearance. Hopefully, within the
next 45 days or so you should be getting a copy of the report.

The CHAIRMAN. Thank you.

Mr. Keppy, in your testimony you discussed how NSA is using
or transitioning to electronic and web-based systems for loan proc-
essing and financial analysis. Would you please describe the types
of internal and external controls in place to fix sensitive borrower
and agency information? I don’t ever want to see or hear that this
agency has a problem like the Department of Veterans’ Affairs.
That’s the reason for my question.

Mr. KEPPY. I couldn’t agree more with you.

The first thing that the new technology does is does away with
paper copies. And I think the safeguards are in place to make sure
that the electronic transactions are safeguarded against, as much
as humanly possible, against the kind of thing that we’ve seen hap-
pen. The loan officer will have a much better understanding of the
situation that the borrower has gone through, his strengths and his
weaknesses.

This will be available 24/7. So it’s something that desperately is
needed to make sure that we’re operating in the kind of situation
that we need to be today.

The CHAIRMAN. I note that you have a lot of experience in FSA
today relative to the making of loans under our different programs.
But I know also that there will be a drain on that experience over
the next several years.

Do you have a human capital management plan in place to en-
sure that FSA employees receive the necessary training and the
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agengy has a pool of talent to call upon for its management posi-
tions?

Ms. CooksiE. We do have a human capital management plan in
place. We work it every day. No. 1, we have a two- year training
program for any trainee who comes into the agency as a loan offi-
cer. They have to go through the training through this training
program. It takes 2 year as a matter of fact, I think many associa-
tions will tell you.

Human capital is one of our biggest issues right now. And you
saw between 25 and 28 percent of our loan officers over the next
few years are eligible for retirement. Our stats show they’re not
working much past retirement.

With the human resource budget that we’ve had, which has gone
down, it’s really a problem for us that we are able to keep our em-
ployees because it takes years to train a loan officer. We don’t have
the resources to put them in the pipeline as early as we need to
to take care of retirement and attrition.

But under the new capital plan one of the things we’re doing now
under the leadership of Bill Glasser, who is the Administrator, we
have 30 FTEs which we got in the appropriation bill last year. And
we’re going to use those as FTEs until the person gets trained,
then they’ll be absorbed into their ceiling, and then we will roll
that back out to other states to use. That’s not a lot of FTEs given
the human capital needs that we have and for attrition. But it’s
certainly a step in the right direction.

We've got a recruiting plan for when we do have positions. We've
got diversity plans for when we do have positions. We do have di-
versity in our hiring so we do have a pretty extensive human cap-
ital plan. The CHAIRMAN. That’s the average time to complete a set-
tled loan that goes into foreclosure? How does that compare to the
private sector?

Ms. CoOKSIE. I doubt that it does compare to the private sector.
The 1961 statute gives the farmers tremendous appeal right. They
can appeal anywhere from three to 5 years. I don’t think we prob-
ably do compare to the private sector on servicing because we just
have a lot of statutory requirements and rights that the farmer
has, and that as far as I'm aware, nobody else in that lending mar-
ket offers.

So I'd say we're a lot lengthier than the average lender out there.

The CHAIRMAN. How long has that process been in place?

Ms. CooOksIE. 1950? Before I took the job in 1996. It’s been at
least 20 years.

The CHAIRMAN. It’s something maybe we ought to look at next
year as we move into the farm bill.

Ms. CoOKSIE. I think there are places where we need to look at
to see if it makes sense in today’s world to keep it in there.

The CHAIRMAN. While we're talking about that, I know we have
a $200,000 cap. Is that something that in the opinion of USDA
we're going to need to take a look at?

Ms. CoOOKSIE. Absolutely. That has not changed in over two dec-
ades.

Farming has changed tremendously; prices have changed tre-
mendously. 200,000 in some of the production out there will not
give very much. So there’s no doubt that we need to look at that.
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The CHAIRMAN. What analysis has FSA done on the proposed fee
increase for the guaranteed loan program and how much more will
borrowers pay on the average?

Ms. CooOKksIE. We did a pretty extensive analysis on what it
would mean to the farmer and how much the percentage—the half-
percentage rate increase would mean. And we did it based on an
average loan size, 8 percent interest.

We did a 5-year term on an operating loan and a 20—year term
on a real estate loan. And for an operating loan the increased pay-
ment will be $464,000, averaged about $185 pre farmer. For real
estate, based on an average loan amount of 297,000 it’s going to
be about $136. The line of credit which they will pay every year
is slightly different. The first year it will be about $738 for 1 year,
and from two to 5 years it will be a little over a thousand dollars.

So we did a pretty sensitive analysis of what that would mean
as an end-result to the farmer.

The CHAIRMAN. Is it your intention that these programs be fund-
ed exclusively through fees in the future?

Ms. CoOKSIE. We've been told that that is what the department
thinks the result will be at some point.

The CHAIRMAN. According to media reports a recent lawsuit and
settlement in Oklahoma of the interest rate charged to a farmer in
violation of FSA’s average agricultural loan customer rules could
force commercial banks to leave the guaranteed loan program. Do
you think this is a real concern?

Ms. COOKSIE. I am concerned. Any time one of our lenders has
this kind of a problem we are concerned.

We think that the overwhelming majority of the more than 2400
lenders that we deal with through the guarantee program are
charging the correct interest rate and are not going to have a prob-
lem. But we are concerned about what’s going on in Oklahoma. I
hope that the end result is that if we see that bankers are not will-
ing to use the program I think that could be an interim result of
it.

The CHAIRMAN. The University of Arkansas study that’s been
mentioned on the effectiveness of the direct loan program indicates
that FSA is reaching beginning and socially disadvantaged farm-
ers. Please describe the Agency’s outreach effort to capture these
farmers.

Ms. CoOKSIE. We've really gone through a tremendous effort en-
rolling socially disadvantaged applicants, which is by definition
viflomen and minorities all over the country. We’ve done a couple of
things.

One of the things we've done is we've given the states goals for
SDAs. They have to reach certain goals every year, and that’s part
of their performance plan. Each state has a number based on na-
tional averages that they’re supposed to reach. And we tie that
really closely with their annual performance plan. We monitor the
treatment of SDA applicants more than we do most anybody else.

The states capture at least, or report to us on 50 percent of the
withdrawn and rejected applications that they get in the SDA cat-
egory. We initiate responses that provide all applicants with writ-
ten confirmation of all applications. We really have done an all-out
effort to do outreach, and the numbers are up tremendously.



The CHAIRMAN. Very good.

Senator HARKIN.

Senator HARKIN. Mr. Chairman, thank you very much. I apolo-
gize for being a little late.

I want to welcome Mr. Keppy here, a long time friend and a
great family farmer in Iowa, and one of our leaders in pork produc-
tion. Of course, Iowa leads in pork production. And he’s been a
long-time leader in that area and I'm just delighted to see you and
welcome you here to your first appearance before this Committee.

I'll just ask that my statement be made of the record.

[The prepared statement of Hon. Tom Harkin can be found on
page 26 in the appendix.]

The CHAIRMAN. Without objection.

Senator HARKIN. I just want—One thing I want to bring up here
with you, Glen and Ms. Cooksie, is the idea of what happened
when we move more and more money—Maybe we've already asked
this question—but when we move more and more into the guaran-
teed loans for operating lines of credit. What’s going to happen?
How many farmers will be unable to cash-flow these higher loan
rates?

We're talking about more fees, higher fees. Has FSA estimated
the number of producers who will be unable to cash-flow at these
higher loan fees? And, on the other hand, in the course of that will
the FSA be able to assist these borrowers through either subsidized
guarantees or direct loans? In other words, how many—Do you
have any estimate of how many, because of these higher fees, will
not cash-flow?

Ms. COOKSIE. I don’t think that we can estimate how many are
not going to be able to cash-flow. As you know, the farmers come
in and every year their plan changes. So it’s hard to figure out
until they get in and they give us a business plan for us to figure
out what their cash-flow is.

But having said that, I think the first year, especially on the line
of credit, it’s not going to be that tremendous.

What I have a concern about is the out years on the line of credit
and the fact that on the line of credit they have to pay that guaran-
teed fee every year, which is going to be a tremendous burden on
farmers. So I think the first year they’ll probably be able to make
it and they’ll be able—I just gave some figures before you came in
on lines of credit on the average loan. The first year it will be about
$738, and in the out years it will be over $1100 a year.

But in dealing with the farmers and their cash-flow and margins
that we deal with, that does make a huge difference to some farm-
ers, that amount of money. So some of them, I think this first year
they’ll be OK. In the out years I think some of them may have a
problem. And we will have to see if the guarantee does not cash-
flow if we can absorb them into the direct loan program.

The CHAIRMAN. If I can interrupt just a minute. Tell us what you
mean by that. You talked earlier about the two to 5 year operating
loan. How does the normal operating loan work for a farmer that
comes in. Is it a 1-year loan? Does he get a loan every year? Two
to five years? Explain how that works.
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Ms. COOKSIE. Some of them only have to get operating loans
every year. Some of them are one, five, and seven years, depending
on the operation and their production cycles.

The CHAIRMAN. What you’re saying to Senator Harkin is that if
somebody has a 5—year operating loan, let’s say, and it’s $200,000
a year, even though they come in and they present basically the
same plan every year or maybe some small variation of the same
plan every year, they’re going to pay that fee all of those years, not
just the first year.

Ms. CoOksIE. If they have a continuing line of credit with us,
yes.

Senator HARKIN. It wouldn’t have to be a new loan; it’s the same
number every year.

[Pause.]

I'll have to think about that.

The other thing is I read your testimony, Glen, about the per-
formance of the guaranteed and the direct loans. It was good. It
looks very nice, very good. It raises a question.

Is FSA turning away some marginal farmers, smaller farmers, to
keep losses so minimal? In other words, are we playing it too safe?

Mr. KEPPY. I'm going to turn that over to Carolyn. But my an-
swer would be yes, we use prudent information in the discussion.
But we are doing what we can to make sure that the people that
need these loans are getting them.

Carolyn, you’ve got some facts and figures.

Ms. CoOKSIE. I think the answer to that is that I'm not sure. It
is a struggle because it is a balancing act between which farmers
you can help and which ones you can’t.

Before credit reform when we had tremendous loss rates and the
interest rates were higher, there wasn’t that much impact on the
program itself. After credit reform our delinquency rate and our
loss rate started to reflect that. So if we have high delinquency
rates and high interest rates it hurts every farmer in the country
who wants access to this program because we don’t have the money
for their loans.

On the other hand, in this program low interest rates and loan
loss rates aren’t the only things you have to worry about. So it’s
a balancing act.

I think we aren’t turning away farmers who clearly need the pro-
gram in connection with cash-flow. Because of the statute we can’t
turn them away. But it is a balancing act that we go through all
the time.

Now if you think about that, quite frankly, on the one hand we
see the lower number and we work toward that. On the other hand
we worry that sometimes we don’t reach all the farmers that we
need to reach. But on the other hand, there’s a margin there that
you have to say no.

Senator HARKIN. What kind of data do you have to show over the
last several years the percentage who have applied and are turned
down?

Ms. CoOKsIE. We have that data.

Senator HARKIN. Could you supply me that data? I'd certainly
like to look what it’s like over the last ten years or so.
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Ms. COOKSIE. We have data on how many applied and how many
were rejected and how many were withdrawn.

Senator HARKIN. It would be interesting if you would break that
down by state.

Ms. CooksiE. We'll do it for you.

Senator HARKIN. One last thing. We had some crop losses last
year in southeast Iowa, a pretty tough drought situation down in
your area and a lot of farmers applied for emergency loans and
were not qualified. And a lot of them were turned away. And there
was a lot of conversation about that.

Again data: Do you have data on the number of emergency loan
applications that were denied over the last several years?

Ms. COOKsIE. I think we do. We have data on each application
as they file it. And we can break that down into emergency loans,
yes.

Senator HARKIN. One last thing. Ms. Krub’s testimony—she’s on
the next panel—I've read her testimony. She claims that FSA has
a lax attitude on borrower’s rights. She states in her testimony
that: “Agency decisionmakers are increasingly missing statutory
deadlines for making determinations on loan applications and loan
servicing requests.”

I want to get your response to that.

Ms. COOKSIE. I'm a little surprised to hear that. Our application
process times are overall down 22 percent.

Senator HARKIN. Are down?

Ms. COOKSIE. 22 percent overall.

The statutory deadline for processing the application is 60 days.
The regulations that we put out to the field offices basically tell
them they have 30 days. We’re doing it in about 12 and a half right
now.

So we're well below not only the statutory deadline but well
below the regulatory deadline. We work on it every year. As a mat-
ter of fact, that’s one of our goals that we give to the field offices
at of the performance plan, how long it takes to process an applica-
tion.

Senator HARKIN. You’re saying you have it down to 12 days?

Ms. COOKSIE. 12 and a half days, national average.

So I think we’ve made great strides in that. Are there isolated
instances of almost everything? Because of our portfolio, which is
so large, probably so. There are anomalies out there all the time.
But our national averages don’t show it.

We pretty much know when people are missing deadlines and we
can monitor that, and we do monitor it, not only on our application
processing times but we're getting ready to do it on things like the
951(s) and all the other sorts of items out there.

I think we are getting much better at that. And I don’t see over-
whelmingly nationwide we’re missing deadlines.

Senator HARKIN. Thank you very much.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Salazar.

Senator SALAZAR. Thank you very much, Chairman Chambliss,
and Ranking Member Harkin.

Let me just say at the outset that I appreciate the work that the
Farm Service Agency does. I remember a long time ago when I was
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a beginning farmer going to the FHA and receiving a loan that al-
lowed me to get a 320 acre operation down in southern Colorado,
and working with the agency director and going through the proc-
ess of the whole application. And you continue to do good work to
help people get started.

I have three questions. One is in the area of direct emergency
loans, in terms of the $500,000 in direct emergency loans.

But if you look at what’s happening across the country in agri-
culture, particularly in my state today, I think we’re going to see
many farmers, in large part because of the weather and related cir-
cumstances we find ourselves in in Colorado—we went through the
driest year on record about 5 years ago and this year was going to
be second to that year—so we’ve been having lots of problems, I
can tell you. I was wondering where the Agency, what you expect
to happen during this farming season relative to applications for
direct emergency loan assistance, and whether you are prepared to
respond to these requests.

Ms. CoOKSIE. We are absolutely prepared. No. 1, we had a carry-
over from several years ago, fully enacted funding to take care of
most of the ones this year.

When a state gets emergency requests and theyre overwhelmed
by the volume we have what we call our jump team to go into
states to help process applications that they can’t handle in a time-
ly manner. So I think we’re poised to handle emergency applica-
tions that we have even if we have somewhere where we have a
great influx of them all at one time.

Senator SALAZAR. When you talk about the carryover from the
past, what leads you to the conclusion that we have enough money?

Ms. CooKsIE. We've got right around $140 million right now,
somewhere in that ballpark, that we can extend this year.

Senator SALAZAR. $140 million for emergency loans?

Ms. COOKSIE. Emergency loans nationwide.

Senator SALAZAR. And from your point of view that will be
enough to cover the requests that will come in during the summer
and fall?

Ms. COOKSIE. Yes. Our fiscal year ends September 30th, so we're
in good shape for this fiscal year. September 30, then we start an-
other budget year. Most of that money that is not used this year
is carried over to the next fiscal year. So we’ll just carry it over.
I think we have adequate funds to handle the requests.

Senator SALAZAR. Following up on a question that Senator
Chambliss asked on the loan limits, I think in your testimony you
talked about the $200,000 ownership loan limit as well as the
$200,000 direct operating loan limit.

What’s your recommendation of what kind of adjustment we
should make with respect to those limits?

Ms. CoOksIE. We are looking at that right now. The Secretary
as you know, has spent hearing sessions on farm bill items so we'’re
in the process right now of figuring out what those items are and
what recommendations are going to be on that. We're either going
to recommend that each level like OL and FO get bumped up or
we will ask for some overall level.

And you don’t just say you have this much for operations, this
much for ownership. It’s a combination of both. But I don’t think
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a decision has been made yet on how much the recommendation is
going to be.

Senator SALAZAR. In your testimony you also describe the subjec-
tivity related to the definition of family farmer. I think you speak
about it by saying that we need to move away from the more sub-
jective definition of a family farm and develop more objective defi-
nitions related to the farmer’s filing with—the annual tax return
and the like.

Explain what the problem is here that youre trying to address
there and what the recommendation is that you are trying to move
to as a more objective determination.

Ms. CoOKSIE. The simple answer is that we’re just trying to fig-
ure out what the heck a family farm is so that statutorily we may
call it a family farm. And we don’t know what that is. It’s different
where I'm from in Kentucky than it would be from Georgia or Mon-
tana. It depends.

So one of the problems that we’re having is to confirm a little bit
figuring out what that actually is and trying to quantify that so
that we can make sure that we’re within our defined definition in
the statute of the family farm.

But we found out about a year ago, we tried to do a proposed
rule on the definition of a family farm. We got 1600 comments and
they were all different in what they thought a family farm was. It
was a problem and it continues to be one. Until we have a defini-
tion we’ll have to struggle with that.

Senator SALAZAR. What would your proposal be relative to how
we should define a family farm as we look at the rewrite?

Ms. COOKSIE. I found out from the proposed rule that I don’t
really have a proposal. I just know that we don’t have a conclusion
on what a family farm is nationwide. Senator SALAZAR. Mr. Keppy,
?o yq)u have a response to that question on how we define a family

arm?

Mr. KepPY. In the pork-producing world anybody that has one
more sow than I is a large farmer.

[Laughter.]

Mr. Keppy. That’s an issue that good luck on because it’s going
to be tough to come up with. But I am willing and we are willing
as a Department to work with the people on the Hill to come up
with a workable definition.

Senator SALAZAR. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Talent.

Senator TALENT. Thanks, Mr. Chairman. I appreciate your hold-
ing hearings and the ranking member, and I appreciate your serv-
ice.

Let me go on a little bit on your proposed changes. Let me just
say right up front, I've seen guaranteed loan programs work well
in a lot of different contexts. And I'm very concerned that your pro-
posal is going to have the effect of marginalizing the program; just
basically so reducing access to it that it would defeat the purpose
of it. So let me get to the heart of that.

You are proposing increases in fees of 150 percent, to I guess as
much as three or four times what they now are. I sent a letter to
you all signed by a number of senators pointing out the problems
and asking you why you were doing that. And I got the response
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that you were responding to a budgetary necessity because of the
problems with the operating deficit.

Are you all saying that this is a budget-driven kind of change?

Ms. COOKSIE. Absolutely we would say it’s budget- driven.

Senator TALENT. Let me just say to you then, Congress deter-
mined in the last farm bill that we wanted to move in this direction
to take pressure off the direct loan program to help sustain the
family farming sector. The guaranteed loan program reflects I
think that statutory judgment about how best to balance the needs
of the farming community for a hedge against low commodity
prices, disasters, et cetera, with the concerns to protect the tax-
payer as well.

When you make a proposal for a change of this magnitude it
seems to me that the effect of it is to defeat the balance Congress
was trying to structure. Your job is to execute the laws, not to try
and change the laws in the guise of a budgetary proposal.

Do you have any comment?

Ms. CoOKsIE. We only charge presently a 1-percent fee. The pro-
posed rule that’s out right now changes both operating and farm
ownership by half a percent. So it will go from 1 percent to one and
a half percent. Then we put in a new line of credit.

Senator TALENT. It’s pretty devastating, really. 75 basis points
per year for operating lines of credit. I presume that this was on
instruction from the Office of Management and Budget.

Let me say, Mr. Chairman, I chair the Small Business Com-
mittee. We encounter this every year. Only we have the foresight
to put into the statute that they couldn’t make these changes with-
out Congressional approval. I would just strongly urge the Com-
mittee that that’s a change we need to make in the next farm bill.
I might also suggest, Mr. Chairman, that since it’s clear to me that
in this whole area of guaranteed money— not just the farms but
small business—that the Office of Management and Budget is driv-
ing the policies. We ought to have them down here. These folks
can’t answer these questions. And they’ve been very honest and I
appreciate their candor. It’s a budget-driven thing. It’s not some-
thing they would have done except they were told to d it.

We ought to get representatives from OMB down here who are
driving this and ask them what they’re doing to protect the Amer-
ican farmer because they’re the ones that set the policy.

I appreciate this hearing but I think this is a great idea.

What is the default rate on guaranteed loans? The default rate
is 1.4 percent. What was it last year?

Ms. COOKSIE. The default rate is 1.7.

Senator TALENT. Oh. That’s the delinquency rate, which is com-
parable to private lenders.

This is a program that is working. Again, 'm not trying to take
it out on you. You're the ones that have to be in front of us. But
this program is working. And if they’re going to take the safety net
avsiay from farmers I don’t think there’s any way they can do it by
rule.

So I've seen this over and over again over the years. We ought
to get OMB down here and let them explain it. We ought to find
out if whoever is driving this has ever even been on a farm. Some-
times I wonder about that.
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Thank you Mr. Chairman.

Thank you, guys.

The CHAIRMAN. You make a good point.

And the issue relative to the size of the loans is another policy
by OMB. And I think the fact that we’ve had a lot of these num-
bers in place for a couple of decades is an indication we need to
review the overall program.

Senator TALENT. I understand where these officials are coming
from, Mr. Chairman. What I've said reflects my frustration that
these decisions are being made by people who generally don’t come
before the Committee and can have a devastating effect on this
program, which is working; which, frankly strikes the right bal-
ance. So I certainly will work—and we have a lot of senators who
signed the letter that I sent the Department to ensure that this
doesn’t happen without Congressional approval.

If we can’t trust the executive branch to follow the law we need
to put additional safeguards in the law.

Thank you, Mr. Chairman.

The CHAIRMAN. Those decisions are also being made by folks who
have no idea whether or not a peanut grows on a tree or which end
the cash is on.

Thank you very much for your participation this morning. You've
been very helpful. We look forward to staying in touch as we move
forward over the next several months. Thank you.

Our next panel will come forward.

Dennis Everson, President, Agribusiness Division of the First
Dakota National Bank in Yankton, South Dakota; Betsy Senter,
National Association of Credit Specialists, FSA, and National Asso-
ciation of Federal Managers, from Gregory, South Dakota; and Ms.
Karen Krub of the Farmers’ Legal Action Group, Incorporated, in
St. Paul, Minnesota.

[Pause.]

Thanks to each of you for being here this morning. We look for-
ward to your testimony and your response to questions.

Mr. Everson, we’ll start with you.

STATEMENT OF DENNIS EVERSON, PRESIDENT,
AGRIBUSINESS DIVISION OF FIRST DAKOTA NATIONAL BANK

Mr. EVERSON. Thank you, Mr. Chairman, members of the Com-
mittee. I'm pleased to be here representing the American Bankers
Association. Again I am Dennis Everson, president of the Agri-
business Division of the First Dakota National Bank in Yankton,
South Dakota.

We're a community bank in Yankton. We have about $623 mil-
lion in total assets with about 202,000 operating loans in our port-
folio. In addition, we service about $333 million of loans that we
actively participate in the secondary market with.

The FSA guaranteed farm loan program has enabled 46,000
farmers and ranchers to have 62,500 loans with an outstanding
principal balance of $8.9 billion at the end of fiscal 1905. Every
year approximately $2.2 billion of new credit is advanced under the
FSA guaranteed loan program in the form of approximately 10,300
new loans. The average loan size is $212,000 in fiscal 1905.
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I am pleased to report to you that banks make more loans under
the FSA guaranteed loan programs than anyone else. Today there
are 3,222 participants and lenders that participate in the FSA. Of
that number 93 percent are banks.

Considering the fact that FSA guaranteed loans were made to
those farmers and ranchers having some sort of credit deficiency,
the losses incurred in the program has been very modest. This is
a great success story that does not get told enough. Loan losses are
low because banks make the credit decision and banks are respon-
sible for servicing the loan from cradle to grave.

The success of guaranteed loan programs is due to the dedication
of bankers and FSA personnel who are focused on constant pro-
gram improvement. We are concerned about several recent pro-
posals and other developments that we believe will negatively im-
pact the future programs used by banks.

One, ABA opposes increasing the fees on the FSA guaranteed
loan. We believe that increasing loan fees in the FSA guaranteed
loan program is inconsistent with the goals of the program, which
is to help those farmers and ranchers that need some additional
support for their borrowing. ABA’s recommendation: We oppose in-
creasing the fees on FSA guarantees. Further, we request level
funding for the FSA guaranteed loan program at a level that would
allow annual guaranteed loan making in the area of 2.5 to three
billion range, consistent with the annual demand over the past few
years.

In addition, we support legislative language that would prohibit
USDA from raising fees without Congressional authorization.

The second issue, use of the term ’average agricultural loan cus-
tomer interest rate’ should be abandoned. ABA’s recommendation:
This provision should be repealed. Market forces should determine
the price of credit.

As the regulations currently stand, any bank that writes a guar-
anteed loan today is exposed to additional lender liability because
no one can define who is an average agricultural loan customer.
This provision does not protect borrowers. Instead of making more
credit available, more lenders will stop using the program to avoid
lender liability.

Third issue: Borrower term limits are significant obstacles to
credit access for farmers and ranchers. In the mid-1990’s Congress
sought to limit the amount of time the borrower would be eligible
for either direct or guaranteed credit from FSA. The 2002 farm bill
suspended borrower term limits. The ABA supported the suspen-
sion.

When the 2002 legislation expires, term limits take effect again
and the results would be devastating to those farmers and ranchers
virlho still need additional support that an FSA guarantee provides
them.

ABA’s recommendation: Language imposing borrower term limits
should be repealed. The last issue: The definition of family farm
must be revised. FSA has attempted to define a family farm many
times for purposes of determining loan eligibility. All of these at-
tempts have failed. ABA’s recommendation: FSA should adopt the
definition that can be objectively measured, not subjectively meas-
ured. We recommend the definition of a family farm be limited to
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two criteria: One, the majority of the credit needs of the borrower
are met under the FSA guaranteed loan limits; two, the entity
being financed files a Federal farm tax return.

In summary, the FSA guaranteed farm loan program is an im-
portant tool that banks use to provide credit to the broadest array
of farmers and ranchers. Without it a significant segment of the
farm/ranch population will have a difficult time finding credit. We
have made great strides in making this program work more effi-
ciently for everyone, and we hope we can continue to make addi-
tional improvements.

Thank you for this opportunity to express the views of the Amer-
ican Bankers Association. I will be happy to answer any questions.

[The prepared statement of Mr. Everson can be found on page 27
in the appendix.]

The CHAIRMAN. Thank you very much.

Ms. SENTER.

STATEMENT OF ELISABETH B. SENTER, CONFERENCE CHAIR,
FEDERAL MANAGERS ASSOCIATION, USDA NATIONAL ASSO-
CIATION OF CREDIT SPECIALISTS,—FARM SERVICE AGENCY

Ms. SENTER. Chairman Chambliss, distinguished members of the
Senate Committee on Agriculture, Nutrition and Forestry, I sit be-
fore you today as a former president of the National Association of
Credit Specialists of FSA and the chair of Federal Managers of
USDA Policies.

On behalf of the 1700 managers and the larger Federal manager
community, let me take a moment to present our organizations
views today. We appreciate your leadership in assuring the sta-
bility of farm loan programs. I am currently a farm loan manager
in Winner, South Dakota, where I provide making and servicing of
a diverse loan portfolio serving farmers and ranchers. As loan man-
ager I work daily with a variety of customers who do not qualify
for direct loans from private lenders for legitimate reasons but still
have a viable operation worthy of Federal support.

Since the passage of the 2002 farm bill the farm loan program
continues to meet the needs of rural farming communities around
the country. Between the authorization of bridge loans, changes to
the beginning farmer down payment program, reduction in bureau-
cratic tape and the increase of low document loans, the agency has
done well by the actions of the Congress on the 2002 farm bill.

As the measure is set to expire at the end of the year, Congress
is in a critical position to address some issues we believe would
strengthen the program. For starters, term limits on direct and
guaranteed loans present an unrealistic timetable for customers to
move away from Federal assistance.

I work with a family in South Dakota that began farming 6 years
ago and has 1 year of direct operating loan eligibility remaining.
As of today, it looks like they will not harvest any spring grain and
will incur a significant financial setback due to dry weather in our
area. With only 1 year of FSA loan eligibility remaining it is not
likely they will be able to prosper enough between now and then
to meet commercial lending standards. Eliminating the term limits
would give this family and similar families around the country
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more time to get on their feet and build an economically sustain-
able farm or ranch.

To further assist farmers and family size farmers and ranchers,
we believe the loan limit of 200,000 is outdated. This level for di-
rect operating and farm ownership loans was established more
than 20 years ago and does not meet the needs of modern day oper-
ations. By increasing the loan limits to $300,000 we will be able
to offer more meaningful financing.

Earlier this year the president proposed an increase in guaran-
teed loan fees in his budget proposal for USDA in fiscal year 2007.
These fees would be charged to the commercial lenders, who would
then pass the costs directly on to the customer. This seems to con-
tradict the purpose of the program’s effort to help financially needy
farmers to obtain money for their operations.

While these three reforms would help address some of our con-
cerns with the technical aspects of the farm loan program, there
are larger issues threatening the stability of our overall operations.

The impending retirement tsunami within the Federal Govern-
ment threatens to rob the farm loan program of its most valuable
asset: human capital. According to an FSA study 28 percent of loan
officers will be retirement- eligible as of 2008, while 50 percent of
the supervisory employees will be eligible in the same timeframe.
What’s more, it takes 18 to 24 months to train a loan officer.

In Michigan if all the employees who are currently eligible to
leave retire 11 counties of the 83 counties would have no loan offi-
cer present. Within 2 years 46 percent of the State of Michigan has
the potential to have no loan officer coverage for FSA.

Perhaps the most challenging obstacle our agency faces is the
state of our information technology hardware and software. Out-
dated computers, servers and applications at times force us to send
customers home without service because our operations are down.
Every year budgets seem to reduce our funding for information
technology and adversely impact our ability to work well with our
customers.

We believe that the farm loan program portfolio is in good finan-
cial standing. However we foresee a potentially dangerous storm
brewing, a combination of questionable economic conditions, un-
known weather patterns, human capital deficiencies, technology
failures, and bureaucratic hindrances on the horizon, a preventable
scenario that could be harmful to the rural American agricultural
industry.

We believe elimination of term limits, increase of loan limits,
keeping the current fee structure for guaranteed loans, paying
greater attention to growing attrition rates, and improved agency
resources in IT could head off a potential disaster before it reaches
critical mass.

We encourage you in your capacity to address these issues and
help us provide the best service for farmers and ranchers in rural
America.

Thank you again for the opportunity to appear before you. I'll be
pleased to answer any questions you may have.

[The prepared statement of Ms. Senter can be found on page 60
in the appendix.]

The CHAIRMAN. Thank you.
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Ms. KrRUB.

STATEMENT OF KAREN R. KRUB, FARMERS’ LEGAL ACTION
GROUP, INC.

Ms. KrRUB. Thank you, Mr. Chairman and Committee members.
I appreciate the opportunity to testify here today and to bring to
the Committee’s attention concerns of farm loan program borrowers
about the program’s operation.

I'm a senior staff attorney with Farmers’ Legal Action Group in
St. Paul, Minnesota. And I'd like to take a minute to describe
FLAG and explain how we come to know about borrowers’ experi-
ences in the Farm Loan Program.

FLAG is a non-profit law center that provides legal education,
training, and support to family farmers and ranchers and their
lawyers and advocates across the country. Over the past two dec-
ades FLAG has worked to improve the accessibility of USDA’s cred-
it and disaster programs and to help farmers understand their
rights and obligations in those programs, and also the administra-
tive review processes under those programs.

As part of this work FLAG has monitored and extensively com-
mented on changes to the FLP. FLAG has prepared various legal
education materials about the FLP and has distributed them to
thousands of farmers and ranchers across the country.

FLAG attorneys also field hundreds of calls and letters from
farmers and ranchers every year. Through these conversations we
have learned much about farmers’ actual experience with FLP and
have identified serious concerns with the agency’s implementation
and administration of the Farm Loan Programs. And I will high-
light a few of those concerns here.

The first concern is whether the Farm Loan Programs are being
implemented in such way to meaningfully increase the availability
of loans to credit-worthy farmers and ranchers who are otherwise
unable to obtain financing. One aspect of this is the pervasive
sense among borrowers that we talk with that there is simply no
small money to be had, that the larger loans are consuming all of
the limited program funding.

There are also concerns that banks are shifting existing bor-
rowers to the guaranteed loan program so that the program’s fund-
ing is depleted without actually increasing the number of farmers
who have access to credit.

Second, the agency’s current proposal to gut the Farm Loan Pro-
gram regulations and rely instead on internal directives to admin-
ister the program and to return broad discretion to the local office
personnel is a fundamental step backwards for the agency and for
borrowers.

It is essential that clear information about the handling of loan
applications and servicing requests remain part of the rule so that
every applicant and borrower is treated appropriately.

Similarly, limited discretion for agency staff under the direct
loan program has a historical context that must not be forgotten.
Borrowers are justifiably wary of policy changes that would reopen
areas of discretion that have been narrowed to address prior abuse.
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Third, direct loan borrowers affected by the devastating hurri-
canes in 2005 are very concerned about the double- payment that
will be coming January 1st.

The agency’s actions in the wake of the hurricanes last fall to
quickly provide debt relief to borrowers was admirable. However,
rather than using the model of the successful existing program,
Disaster Set Aside, through which disaster affected farmers can
defer the loan payment to the end of the loan term, the agency
opted to defer the borrowers’ loan payments for just 1 year so that
borrowers are looking at a double- payment this January 1st.

Not surprisingly, borrowers who went through the hurricanes
haven’t had sufficient time to recover enough to be able to handle
a double-payment just 6 months from now.

There are obstacles faced by applicants and borrowers in the pro-
grams to exercise and see the benefits of the administrative appeal
rights that they have. There continue to be serious problems with
the agency not properly notifying applicants and borrowers of their
appeal rights and not implementing the decisions when borrowers
are successful.

Finally, I'd like to take a moment to address some of the com-
ments that Ms. Cooksie made about the 951(s) aspect of loan serv-
icing. The 12 and a half days she was talking about for the turn-
around time is with respect to applications; that was not respond-
ing to loan servicing requests. She said she was still getting those
numbers.

Also the 1951-Sloan restructuring was from the 1987 Ag Credit
Act, that is when it came into play. It doesn’t in fact require dif-
ferent types of servicing than a commercial lender might do. It’s
loan consolidation, extending the term of the loan, changes in inter-
est rates. These are things a commercial lender might do. What the
Ag Credit Act does is that it requires FSA to consider these things
if the borrower asks them to before accelerating and foreclosing.

At a minimum, the Act’s requirement says that the right the bor-
rower has is that if the government would be no worse off restruc-
turing rather than foreclosing then the agency should restructure.
I wanted to clarify that.

Thank you.

[The prepared statement of Ms. Krub can be found on page 50
in the appendix.]

The CHAIRMAN. Thank each of you for your testimony.

Mr. Everson, from your perspective as a banker, how is the farm
sector doing this year? Are there any parts of the country that con-
cern ABA and your members at this point?

Mr. EVERSON. Very much so, Mr. Chairman. The Midwest, it’s no
secret that the drought is a huge issue for us at this point, cer-
tainly in the area my bank services loans in.

A bigger issue is all the input cost increases that we’ve seen this
year, including fuel and fertilizer as well as escalating land prices.
I had a strategic planning session with my staff just a week ago,
and one of the things that is a major objective next year is, let’s
get geared up on the FSA guaranteed portion.

We know we have a lot of borrowers that are going to need us
this year unless conditions change, both economically and weather-
wise.
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The CHAIRMAN. In your testimony you urge continued suspension
of the term limits. Yet farm loan programs exist to provide tem-
porary sources of credit.

Shouldn’t we figure out some method by which farmers can grad-
uate to private sources? And, of course, that’s what we intended to
do by the term limits. But talk to us a little more about that.

And Ms. Senter, I would ask that you address this, too, since you
directly responded to that in your testimony.

Mr. EVERSON. Certainly.

First of all, the term limits that are in place, again, as I said,
need to be suspended. I think it’s difficult as it is many times to
come up with a subjective measuring stick, if you could: How long
is too long?

Because I have a lot of young borrowers and sometimes—I call
the young borrower 45 years old with two sons going into the busi-
ness. Consequently we do graduate a lot of borrowers. We have
been involved in that in our process in our bank. But there are
some borrowers with a significant increase in capital requirements
in the business today that will continue to need guaranteed lending
specific to their respective cases.

Again it might be a very young borrower, maybe another oper-
ator who had several children who are wishing to return to the
farm. So it’s very difficult to become objective in determining what
that would be.

The CHAIRMAN. Ms. Senter.

Ms. SENTER. I would have to say, Senator, that I think that the
graduation policy or the graduation regulations that we have in
place, as Carolyn Cooksie mentioned, is working. We've graduated
over 3000 borrowers. I think those rules are in place.

I don’t think that the term limit should be used as a graduation
tool because there are customers that maybe have some problems
or have maybe a risky operation that require Federal assistance
just a little longer than maybe would be on the average. But these
customers are worthy customers and they need our support.

Also what we’ve noticed, too, is the dollars that are coming back
from farm program payments are going down. Interest rates are
going up, fuel costs are going up. We've had a lot more interest
from the banks and from the customers also that are interested in
our credit because of these risk situations. Interest rates going up
at the banks makes a big difference.

The CHAIRMAN. What about loan levels, Mr. Everson? Does ABA
have anything relative to what we should do with regard to loan
levels?

Mr. EVERSON. With respect to the direct program, Mr. Chairman

The CHAIRMAN. Yes.

Mr. EVERSON. I don’t believe that we have a recommendation in
that area.

But given what we’ve heard this morning I agree totally that the
farming sector has changed dramatically and those limits need to
be increased. As of this time we have not crafted a proposal as to
what that may be.

The CHAIRMAN. Ms. Senter, as an FSA credit specialist, you do
have a unique perspective on farm credit issues. In your experi-
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ence, what would you describe as being a typical farm loan cus-
tomer?

Ms. SENTER. A typical farm loan customer in my area of South
Dakota might be very different than the east coast or west coast.
But I think when you’re talking about sales of $250,000 or less, it
might be in that vicinity in my ticular area. East coast, west coast,
the scenarios might be totally different.

We found, you know, that agriculture is changing. It’s diversi-
fying into a lot of different crops and different areas that we’re not
familiar with in our area. We are wheat, cattle, maybe some corn
area. But it’s so diverse that it makes it difficult to be rock solid
in your definition of what that size is in our area.

I talked to a customer recently. I said "'What is the typical cattle
ranch? How many cows is that?’ It might be 300 cows in a big fam-
ily size operation. In order to be profitable with the cost of family
living and fuel and other things it takes about that much.

The CHAIRMAN. What’s the average cast load per credit spe-
cialist, and is that too much, too little, or about right?

Ms. SENTER. I think what we’ve seen is we’ve seen the case load
probably 150 to 200 customers maybe. I'd say maybe more than
100, 150. This varies across the country.

What we notice, too, is that employees may be in different places,
that we have shortages in one area and maybe we’re a little long
in other areas. But agriculture has changed where we may be deal-
ing with maybe a little larger operator, maybe less operators than
we did before.

But with our credit and the way we are structured we have to
work very closely with the banks in order to make these operations
successful.

The CHAIRMAN. In her written testimony Ms. Krub expresses
concerns about FSA’s streamlining initiative because it would not
provide farmers a reliable method of accessing information and it
would give more authority to the local office employees.

Would you care to comment on that?

Ms. SENTER. Like I said, Ms. Cooksie has led us into the stream-
lining project. And I think the intent was to reduce the regulation.
A lot of our regulation was directly out of the Conn Act. It was
hard for customers maybe to interpret that.

The change in regulations might be a little difficult for cus-
tomers. But I do think that that information is probably accessible.
Maybe it’s a little hard to get to on the Internet. I haven’t person-
ally tried that. But I think that will be available to the customers.

The CHAIRMAN. Ms. Krub, some of the concerns you raise, such
as providing farm loan program advice to borrowers, seem to be
easily resolvable.

Is your organization working with the FSA on issues like this?

Ms. KRUB. We certainly try to.

The response that Ms. Cooksie made to Senator Harkin’s ques-
tion earlier about the failure of the agency to respond within their
own timeframes for loan servicing requests, when she referred to
the anomalies and “things happen” those seem to be the kind of re-
sponses that we get, whisch aren’t terribly meaningful to the indi-
vidual farmer who has any experience of it.
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We have not had any luck agency-wide with getting the national
office to address this, which is one reason why I wanted to bring
them to the attention of this committee.

The CHAIRMAN. Regarding your concern about national appeals
decisions, why does FSA appear to have trouble implementing
them?

Ms. KRUB. I don’t know why. I just know it’s certainly not in
every situation. I can give you an example.

There’s a farmer in North Carolina who submitted a loan serv-
icing request in 2003 who has since been through three National
Appeals Division hearings and has been successful in every hear-
ing. With every determination that came from NAD, the agency re-
quested additional financial information. The farmer has within
the timeframe set provided all the information and still does not
have a resolution.

You know, the borrower community interpretation of that is if
FSA doesn’t like the decision they sometimes just won’t implement
it. And when NAD was created, that [NAD] staff is very explicit
about this when we raised this concern with them, they don’t have
any enforcement authority. The farmer’s only recourse is to file a
Federal complaint. That’s beyond the capability of almost every-
body who is a direct loan borrower.

The CHAIRMAN. Senator Talent.

Senator TALENT. How would you all describe the effect of the pro-
posed increases in the guaranteed loan program on the program?
Would it be marginal, would it be substantial, devastating, or
somewhere in between those?

Would you like to describe that? Mr. Everson, maybe you could
start.

Mr. EVERSON. I’'d be happy to.

In the calculations we have done the increase—we have talked
about a lot of dollars today, but not how it might increase—but
let’s look at it on a percentage basis. We're going to increase the
cost of that interest cost to that customer in a range of somewhere
between 100 to 200 percent, depending on the type of loan that
they’re making application for in the guaranteed loan program.
That’s substantial in light of already escalating interest rates in
the market.

The other thing that I think is very important to understand
here is that we talk about these charges relative to the claims that
are seen today within the system. What happens if there are more
claims in the future? Those fees could increase substantially be-
yond even what we're looking at today, which would take that 1—
to 200 percent, perhaps 300 percent, which again seems like we've
got a really very efficient program that doesn’t exist.

Senator TALENT. Would you say that the effect would be to very
substantially reduce the loan portfolios and the number of farmers
able to take advantage of them?

Mr. EVERSON. Yes, I would say it would be substantial.

Senator TALENT. Just to get at the purposes of the guaranteed
loan program, I was jotting down a few considerations. And see if
you agree with this:

It seemed to me that this information was intended by the Con-
gress to provide capital for the younger farmers in response to the
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problems with aging among family farmers, given the importance
of farms to the rural economy, the need to sustain the values of the
land and the country, and the need which the Office of Manage-
ment and Budget never seems to recognize: to sustain the system
that has provided the safest and most abundant food supply in the
history of mankind.

Congress made a judgment that it was worth a small subsidy
every year in order to get these benefits. Would you agree that
those are the benefits of the guaranteed loan?

Ms. SENTER. Yes, I would have to agree with that.

I think, speaking about the guarantee fees in general, I think the
whole concept would be devastating because you have to under-
stand that the customers that are moving—a lot are moving from
direct financing from our agency to hopefully be a commercial
banking customer totally. And you’re charging them a 1-percent
fee, which most people can ignore that. When you start charging
.75 basis points on every year, I did some quick calculations—and
I think some of our members did—I saw this was more than $2000
for the term of the load, more than $6000 for an average loan.
That’s a significant increase to customers that are struggling and
trying to move to commercial credit.

The other thing is that we found that in areas that are affected
by disasters, Federal Crop Insurance, the averages are working
their way down, so there’s no safety net there. So then you couple
that with a bank that’s going to charge this customer an additional
fee, how are you going to pay some of these fees and continue to
operate? The banker might say we can’t do it without a guarantee;
therefore we’re not able to help you.

Senator TALENT. The thing that bothers me, the program reflects
the judgment that there is a layer of prospective borrowers out
there who really do have performing loans. They have loans that
are good loans, but for a lot of reasons—a lot of them having to do
with regulations— you guys can’t make the kind of loans based on
character, maybe, that 20 years ago you could have made. And this
guaranteed loan program enables you to do it within the limits by
which you’re regulated by your agencies.

In other words, you couldn’t make these loans without getting
heat from your other regulators. But you can on a guaranteed
basis. And the very fact that the loss rate is so low to me reflects
that the program is working and accomplishing the objectives.

I know, Mr. Chairman, you think I am beating a dead horse
here. But I feel strongly about this. I've seen it in other contexts.
I'm glad we had the opportunity to raise this issue here.

Thank you, Mr. Chairman.

The CHAIRMAN. You raised that point, and Senator Harkin and
I were talking off the record here about this. And this is something
we obviously need to look at as we go through the appropriations
process. I think the House has already taken some action on this
issue. And we need to look at whether or not we need to do the
same.

Senator TALENT. It’s not for the Office of Management and Budg-
et to overturn—we gave them authority over a piece to make sure
that the program operated properly, not so they can reverse a judg-
ment that Congress made in the last farm bill.
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I really think that’s what’s going on here.

The CHAIRMAN. Thank you very much for being here this morn-
ing. Thanks for your valuable testimony. We look forward to con-
tinuing the dialog with you right through the next farm bill.

With that, this hearing will be adjourned.

(Whereupon, at 11:15 a.m., the hearing was adjourned.)
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Opening Statement
Senator Tom Harkin
Hearing on Farm Loan Programs
June 13, 2006

Mr. Chairman, [ want to thank you for having this very
timely hearing. The farm loan programs help those who otherwise
would not be able to participate in production agriculture by giving
them the opportunity to farm. These programs target small and
beginning farmers and those who are socially disadvantaged.
Direct lending by the Farm Service Agency provides only about 3
percent of the credit needs of U.S. agriculture, but for those
farmers who qualify, the loans make all the difference. Without
this assistance, U.S. agriculture would be less diverse.

Guaranteed loans allow family farmers who could not
otherwise qualify for credit from commercial lenders to obtain
needed credit. I am troubled by the Administration’s decision to
increase the fees on guaranteed loans. With rising interest costs
and increased costs of production, [ cannot imagine a worse time to
ask borrowers to bear the cost of the loan program.

As we prepare for the next farm bill, we need to consider
how we can improve the farm loan programs to assure that those
farmers who need assistance qualify for credit and eventually
develop profitable farming operations. We need to carefully
consider how these programs can be improved.

I look forward to hearing the witnesses’ statements, and I will
have a question or two at the appropriate time.
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Testimony of Dennis Everson
On Behalf of the
AMERICAN BANKERS ASSOCIATION
Before the
United Seates Senate
Commitiee on
Agriculture, Nutrition and Forestry
June 13, 2006

Mr. Chairman and members of the committee I am pleased to be here today representing the
American Bankers Association (ABA) to discuss the agricultural credit programs offered by the
Unired States Department of Agriculture, Farm Service Agency (FSA) and to give you our industry’s
recommendations on how these programs can be improved to allow the banking industry to better
meet the credit needs of more farmers and ranchers.

My name is Denais Everson and | am President of the Agri-Business Division at Fisst Dakota
National Bank in Yankton, South Dakota. I am a former Chairman of the American Bankers
Association’s Agricultural and Rural Bankers Committee (ABA). T am currently 2 member of the
boatd of directors of the South Dakota Bankers Associaton, and I serve on the board of directors
of the Federal Agricultural Mortgage Corporation (Farmer Mac). My bank, First Dakota National
Bank, is the oldest bank in what was the Dakota Tetritory, and my bank is also the oldest Farm
Service Agency Preferred Lender (PLP) in the United States. First Dakota Natlonal bank has $623
million in rotal assets, $203 million in agricultural loans, and we service total agricultural loans of
$333 million.

ABA, on behalf of the mote than two million men and women who work in the nation’s banks,
brings rogether all categories of banking institutions to best represent the interests of this rapidly
changing industry. Its membership — which includes community, regional and money center banks
and holding companies, as well as savings associations, trust companies and savings banks — makes
ABA the latgest banking trade association in the country.

The Banking Industry Works Closely With USDA To Meet the Credit Needs of Farmers and
Ranchers

I am pleased to report to you that the relationship between the banking industry and FSA is strong
and that we are all working together to provide credit to farmers and ranchers who would not be
able to get credit without the guaranteed loan program. Thanks to the determination of my peers
around the country, and the willingness of FSA to constantly make adjustments and improvements
to their programs, the FSA guaranteed farm loan programs enabled 46,000 farmers and ranchers to
have 62,500 loans with an outstanding principal balance of $8.9 billion at the end of FY 05.

AMERICAN BANKERS ASSOCIATION 2
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Every year approximately $2.2 billion of new credit is advanced under the FSA guaranteed loan
program, in the form of approximately 10,300 new loans. Loans are made to purchase and improve
farm real estate, build new farm buildings, make conservation improvements, purchase machinery,
livestock, and crop inputs, and refinance debt.

FSA Guaranteed
The credit made available under these Principal Outstanding
programs is going to modest sized farms (8 in Billions)

and ranches as the average guaranteed loan
in FY 05 was $212,000. Twenty-six percent
of all FSA guaranteed loans made in FY 05
went to farmers and ranchers who FSA
defines as beginning farmers, and nearly
twelve percent of all guaranteed loans were
made to farmers and ranchers who FSA
classifies as socially disadvantaged farmers.

$0
F30/87 9/36/90 /30/83 ${30/96 8130199 ¥30/02 Y3005

FSA Direct Loan Principal Outstanding S v

($ inn Billions)
$18 - The Transition from Direct USDA Lending to

Credit Guarantees Has Gone Well

$15
$12
0 For the last 30 years Congress and succeeding
administrations have supported the transition
from direct USDA loans to providing credit
guarantees to private sectot lenders {and
0 government backed lenders like the Farm Credit
93095 S0l eP0/ee @l o3 eisoes  Systemn). Private sector lenders do a better job of
Sowce USDA underwriting and servicing agricultural credits,
and FSA’s role is to oversee the lenders. In
addition, instead of hiring a latge field staff to administer a direct loan portfolio, the guaranteed loan
programs leverage the assets of the commetrcial lenders to do the field work., However, guaranteed
loans do not work for cvery farmer and rancher. Even with a 90% guarantee against potential loan
losses, not all producers can qualify for this type of credit. Congress and succeeding administrations

have continued to fund a direct loan program to meet the needs of these very limited resource
farmers.

$6
$3
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Banks Make the Most Guaranteed Loans

1 am pleased to report to you that banks make more loans under the FSA guaranteed loan programs
than anyone else. Today, there

are 3,222 lenders that Who are the financial institutions
participate and of that number, that make credit available by utilizing the FSA
93% or 2,987 are banks. Guaranteed Loan program?
3,222
2,887
The Preferred Lenders
Program

Earlier I mentioned that First
Dakota National Bank is the

oldest FSA Preferred Lender in 238

the country. This program, — ' N

long championed by the Total FSA guaranteed  Banks that are FSA Others that are
fenders lenders lenders

American Bankers Association,
and implemcn[ed by FSA in the Banks provide the overwhelming number of farm joans that are guaranieed by FSA

late 1990s allows banks like Source. USDA

mine to assume more responsibility for the loan making and loan servicing functions once FSA
approves the process under which we manage agticultural credit making. Once we have achieved
PLP status, we can process loans faster than ever before. Today, as a PLP lender I can get an
approval from FSA within three days. This process has allowed me to work with my customers
much more efficiently. There are currendy 160 PLP lenders throughout the country.

FSA Guaranteed Loan Losses

Have Been Very Modest FSA Guaranteed Loan Losses
{Fiscal Year Data)

- sy 2.0%
Considering the fact that FSA
guaranteed loans are made to ° oL
those farmers and ranchers who § 1.5% /
have some sort of credit %
deficiency, the losses incurred % 1.0%
under the program have beenvery €
modest and have been comparable 8 0.5% / FO
to non guaranteed lending by 4
banks and other leaders. Thisisa 0.0% b e ‘ S
great success story that does not 1991 1993 1905 1997 1999 2001 2003 2005

get told enough. Loan losses ate
low because banks make the initial
credit decision, and are responsible for servicing the loan from cradle to grave. In addition, private
sector lenders know that FSA will not pay on the guarantee until the lender liquidates and accounts
for all of the collateral that was pledged for the loan. Private lenders must strictly adhere to FSA

Source USDA
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policies and procedutes in order to ensute that the guarantee will be honored in case of a loan loss.
Any bank that has had experience with guaranteed loan liquidations knows that FSA is very
thorough in their settiement procedures. Over the years, led by the American Bankers Association,
the banking industry has worked closely with FSA to ensure that bankers understand the unique
responsibilities that come with the credit guarantee.

The Banking Industry and FSA Are Committed to Cc Program Refi to
Continually Improve Program Delivery

The relationship has not always gone swimmingly between FSA and private sector lenders over the
past thirty years. FSA personnel, who were trained to be very focused on providing supervised
credit directly to farmers and ranchers, were skeptical about changing their focus from direct lending
to providing credit guarantees to banks and others. Banks and their regulators questioned if FSA
would honor the guarantee if there was a loan loss. The lack of understanding between the two
sides resulted in some early program delivery problems that at times seemed insurmountable. By the
1990s, it was clear to everyone that things had to change in order for the program to meet the
expectations of policy makers, and of the farmers and ranchers who would benefir the most if
program delivery issues were resolved. In 1992, Congress authorized the Preferred Lenders
Progtam, but rollout was delayed as USDA reorganized Farmers Home Administration and the
Agricultural Stabilization and Conservation Service into a new agency, the Farm Service Agency.

In the middle 1990s bankers began a series of discussions with FSA personnel that has resulted in
many positive improvements to the program. These “stake holder” meetings are designed to bring
bankers and FSA personnel together to talk about how things can be done better, and to gather
ideas for future program enhancements. These meetings have been phenomenally successful as can
be seen in the growth of the program from the late 1990s to today. In addition, a group of bankers
who specialize in guaranteed loan making and setvicing have been meeting together annually for the
last seven years to discuss how the program is working and to share process improvements. No one
makes these people travel from all over the country to get together annually; they do it because they
are helping their farm and ranch customers by making the program a success.

A robust secondary market for FSA guarantees has developed during the same period. Many banks
now sell their FSA guarantees to Farmer Mac so the banks can re-liquefy, and make more credit
available. The customet benefits because banks are able 1o offer more fixed rate fimancing since, by
selling the loan the interest rate risk is shifted from the customer and the bank to the secondary
market.

More recently, ESA has adopted loan analysis software that is the same that is used by thousands of
banks, thus further aiding constructive conversations every day between FSA personnel and private
sector lenders.

w

AMERICAN BANKERS ASSOCIATION



32

June 13, 2006

All of this progress has created a large and dedicated national affinity group composed of bankers
and FSA personnel who are focused on constant program improvement, with an eye on better
serving those farmers and ranchers who need some additional financial help. The success of the
FSA guaranteed loan programs over the years is due to the willingness of all parties to openly
express what is good for future program development.

We are concerned about several recent proposals and developments that we believe will negatively
impact futare program use.

ABA Opposes Increased Fees on FSA Guaranteed Loans.

We believe that increasing loan fees on the FSA guaranteed loan program is inconsistent with the
goals of the program, which is to help those farmers and ranchers that need some additional support
for their borrowing, but that could qualify for commercial credit if they had some additional
Support.

As we understand the Administration’s proposal, the guaranteed loan program administered by FSA
would stop being an appropriated program, and would be transformed into a fee based program.
FSA plans to implement the new fee structure starting on October 1, 2006.

According to the proposed rule published by FSA in the Federa/ Regrster on May 15, fees are to
increase across the board from 90 basis points (bps) to 150 bps on all loans, with an annual
maintenance fee of 75 bps on guaranteed operating lines of credit. The public has undl July 14,
2007 to review and comment on the proposed rule,

What does the proposed fee increase mean in costs to an average borrower? The following two
scenarios outline what the fee is under existing regulations, followed by what the same producer
could expect to pay under the new FSA proposal:

Current Reguladon

A farmer borrows $150,000 to finance equipment and $75,000 to plant crops.

‘The banker structures the credit request in the form of 2 separate loans:

* A $150,000 term loan amortized over 7 years
* A $75,000 line of credit that can be paid back and re-advanced over a 5 year period

AMERICAN BANKERS ASSOCIATION G
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USDA requires a fee of .90% (90 bps) on the entire package:

$225,000 X .90%= $2,025. If the customer does not change their credit package during the tetm of
the loans; this is the entire cost to acquire the credit.

Proposed Fee Structure

USDA is proposing the following fee structure:

$150,000 term loan X 1.50%= $2,250

$75,000 line of credit X 1.50%= $1,125 plus an annual fee of .75% each year just 10 have the line of
credit available.

®  Year 1 $75,000X..75%= $563
Year 2 $75,000X..75%= $563
Year 3 $75,000X..75%= $563
Year 4 $75,000X..75%= $563
Year 5 §75,000X..75%= $363
Total for line of credit = $2,815

e & s e

Total cost of the same credit package under FSA’s new proposal = $6,190. This is a 167%
increase,

A fee increase of this magnirude will have a negative effect on the program, because it will impact
those farmers and ranchers that can least afford an increase in their costs. We are also concerned
that the increased fee could result in some farmers and ranchers being disqualified for guaranteed
loans alrogether, which would place additional demands on the already limited direct loan program.

Finally, without an annual appropriation to suppott the guaranteed farm loan programs future fees
could range widely year to year, a fact that USDA acknowledges in the proposed rule. The federal
government calculates what the cost of providing a credit program like the FSA guaranteed loan
program by annually calculating the “subsidy rate”. The subsidy rate varies by loan program and is
based, in part, on the previous year’s loss experience for the particular loan program. 1f there were a
drought in one part of the country that caused the loss rate for the guaranteed line of credit to
mcrease, for example, the subsidy rate the following year would be increased, meaning that there
would be less loan funding available because the government’s cost of providing credit had gone up
under that program. In order for FSA to continue to be able to provide the same level of funding,
FSA would have to increasc fees again.

AMERICAN BANKERS ASSOCIATION 7
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Recommendation: The ABA opposes increasing the fees on FSA guarantees. Further, we request
level funding for the FSA guaranteed loan program, at a level that would allow annual guaranteed
loan making in the $2.5 ro $3.0 billion range, which is consistent with annual demand over the past
few years. In addition, we support legislative language that would prohibit USDA from raising the
fee without Congressional authorization.

Use of the Term, “Average Agricultural Loan Customer Interest Rate”, Should be
Abandoned

Banks and other lendets that make loans using FSA guarantces are supposed to price guaranteed
loans based on a concept that is impossible to define. Due to the inability of anyone to objectively
define the concept, banks that make guaranteed loans have been exposed to increased lender
liability. This month, for example, a small bank in Oklahoma was forced to pay $2.127 million to
settle a lawsuit based on the claim that the bank charged the customer an interest rate that was
higher than the “average agricultural Joan customer rate”.

The statute authotizing the guaranteed loan program, for loans sold into the secondary market (7
USC Sec. 1929(h) (2)) states the following:

“The interest rate payable by a borrower on the portion of a guaranteed loan that is sold to
the secondary market under this chapter may be lower than the interest rate charged on the
portion retained by the lender, but shall not exceed the average interest rate charged by the
lender on loans made to farm and ranch borrowers.”

The Farm Service Agency has taken this definition from the federal statute and has applied it to all
FSA guaranteed loans. FSA’s handbook, “Guaranteed Loan Making and Servicing” (2-FLP)
requires that each lender comply with the following:

“Neither the interest rate on the guaranteed portion nor the unguaranteed portion may
exceed the rate the lender charges its average agricultural loan customer.”

We do not believe that FSA has done an adequate job of objectively defining “average agricultural
loan customer” because they do not know what it is. Is that an average rate on all loans that are
cutrently outstanding at a particular institution? Is it on loans of the same duration? Is it for all
types of loans made 1o anyone who is a farmer ot rancher? The statute is uncleat, and FSA’s
regulation is equally problematic. Essendally both the statute and the regulation attempt to define
what cannot be clearly and objectively defined.

Market forces should determine the rate of interest charged on loans guaranteed by FSA just as
market forces determine the interest rate charged on all other financial products offered by

AMERICAN BANKERS ASSQCIATION 8



35

Juse 13, 2006

banks. The agricultural credit marketplace is very competitive. The internet has created a great deal
of transparency about interest rates, loan terms, and collateral requirements. The marketplace is
transparent. Attempts to impose an artificial cap on interest rates have backfired. Instead of it
being a protection to the borrower, it has exposed the lending community to additional lender
liability, resulting in a reduction in the number of banks and other lenders that are willing to use the
program. The net result will be that fewer farmers and ranchers will get the credit they need. The
small bank in Oklahoma T spoke about eatlier will no longer use the program.

Recommendation: The provision in statute should be repealed, and FSA should eliminate all
references to pricing from their regulation. Market forces should determine the price of credit. As
the regulations currently stand, any bank that writes a guaranteed loan is exposed to additional
lender liability because no one can consistently define who is an average agricultural loan customer.
The statute and the regulation does not protect borrowers, Instead of making more credit available,
more lenders will not use the program.

The Resumption of Borrower Term Limits Will Represent a Significant Obstacle to Credit
Access for Farmers and Ranchers

In the mid 1990s Congress sought to limit the amount of time that a borrower would be eligible for
either direct or guaranteed credit from FSA. The Farm Security & Rural Investment Act of 2002
suspended what is commonly referred to as borrower term limits. ABA supported the suspension.
When the 2002 legislation expires, term limits again take effect and the result could be devastating to
those farmers and ranchers who still need the additional support that an FSA guarantee provides
them in meeting their credit needs.

While we strongly support the idea that all farm and ranch businesses should be able to stand
entirely on the strength of their individual balance sheet and earnings statements, we recognize the
reality that there will always be a number of farms and ranches who will require some type of credit
enhancement in ordet to continue to fund their operations. Requiring these firms to meet an
arbitrary deadline for eligibility is inconsistent with the prograrm.

Recommendation: Language imposing borrower term limits on FSA direct and guaranteed loans
should be repealed.

The Family Farm Definition Needs to Be Based on Fact, Not Subjective Factors

Over the years FSA has attempted to define a family farm, for purposes of determining eligibility, in
many different ways. These attempts, no matter how well intended, have failed.

For example, the current definition requires lenders to subjectively determine if the farm is
“recognized in the community as a farm”, and that it “has a substantial amount of the labor
requirements for the farm and non-farm provided by the borrower’s immediate family”’, and that it

AMERICAN BANKERS ASSOCIATION 9



36

June 13, 2006

“may use a reasonable amount of full-time labor and seasonal labor during peak loan periods”. (2-
FLP pages 6 and 7, emphasis added)

We are concerned that some legitimate family farms do not qualify for a guaranteed loan because of
the subjective nature of the definition. Approval officials differ based on their interpretation of the
regulation. Without a definition that can be objectively defined and clearly documented, there will
continue to be uneven application of the definition around the country.

Recommendation: FSA should adopt a definition that can be objectively measured and
documented. We recommend the definition of 2 family farm be limited to two objective criteris; the
majority of the credit needs of the borrower are met under the FSA guaranteed loan limit (cutrently
$852,000 and adjusted annually for inflation) and the entity being financed files a federal farm tax
return (1040 Schedule F or appropriate corporate form).

Recommendations to Improve the Interest Assist Program

Perhaps one of the most useful, but scarce resources USDA has available to assist farmers and
ranchers who need some additional financial assistance is Interest Assist (IA). A farmer or rancher
who can not meet cash flow requitements under commercial interest rates may qualify for TA if his
lender is willing to continue financing the opetation. Under the program, FSA buys down the
lender’s interest rate by 4% by paying the lender the 4% that is shaved off the borrower’s loan rate.
The borrower benefits because they pay a greatly reduced interest rate. The lender benefits because
they are able to continue the credit relationship and are made whole for the reduction in the interest
rate. We believe that IA fills an important gap between those borrowers who can only qualify for
direct loans from FSA and those who could qualify for a guaranteed loan if they did not have to pay
full market rate. Interest Assist has been criticized for being expensive because it is a direct
payment, but the loans are still made and serviced by private sector lenders, which presents a far
lower cost structure to the government than if the loans were made and serviced directly by FSA.

Interest Assist provides lenders with additional tools that can be used to provide a greater range of
customers with access to capital. The program continues to be relevant and important to financing
a segment of producers that could not be reached without it. We believe that IA should be better
defined and targeted so the maximum number of qualifying farmers and ranchers benefit.

In late 2005 FSA published a proposed rule seeking to revise some aspects of the Interest Assist
program. The Agency has not yet finalized the proposed rule. We would like to restate and amplify
several of our recomimendations from that comment letter:

AMERICAN BANKERS ASSOCIATION 10



37

June 13, 2006

Who Should Benefit From Interest Assist?

Every yeat the TA program is over subscribed. Current regulations allow any farm or ranch
botrowet to receive IA if their cash flow indicates they have a nced for it. Given the scarcity
of Interest Assist, we believe who benefits from 1A should be better targeted so that the
limited funding is used to meet a clearly defined set of criteria. We belicve that a discussion
between the lending community and FSA would be the best forum for deciding how to
establish better targeted and mote objective criteria for who should benefit.

Maximum Interest Assistance Payment

FSA proposed to reduce the maximum amount of debt on which an applicant may receive
TA from $852,000 (at the present time) to $400,000. We disagreed with FSA about placing a
limit of $400,000 on the amount of debt cligible for IA. We are concerned that the
proposed rule would limit a benefit that Congress intended to be available across the board.
Based on this concern we opposed reducing the debt level upon which an applicant may
recerve Interest Assist.

Summary

The guaranteed farm loan programs administered by FSA and extended to producers by the banking
industry have worked well. The commitment by the banking industry and by FSA to constantly seek
ways to improve the program has created an effective and cost efficient public-private partnership.
Fifty thousand farmers and ranchers have credit because over 3,000 private sector lenders
understand, support, and use the program.

The program is efficiently administered and serviced because banks deploy their resources to service
the Joans which have resulted in minimal loan losses. In FY 03, for example, loan losses were only
.2% on loans secured by farm real estate, and 8% on non real estate secured loans. Given all of the
uncertainties of farming and ranching, and the fact that these borrowers require a credit
enhancement to qualify for commercial credit, it is a remarkable achievement.

‘The FSA guaranteed farm loan program is an importaat tool that we use to provide credit to the
broadest array of farmers and ranchers. Without it, a significant segment of the borrowing
population would have a much more difficult time finding capital. We have made great strides in
making this program work more efficiently for everyone, and we hope that we can continue to make
additional improvements.

Thank you for the opportunity 1o express the views of the American Bankers Association. I would
be happy to answer any of your questions at this time.

AMERICAN BANKERS ASSOCIATION 11
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Mr. Chairman, and members of the committee, thank you for the opportunity to appear
before you to review the current state of Farm Loan Programs (FLP) at the Department of
Agriculture. Iam pleased to be able to share vital administrative and FLP
accomplishments by the Farm Service Agency (FSA) over the past several years. We
will provide a brief overview of our key programs, a comparative analysis of current
trends versus where we were ten years ago, and perspectives of ongoing implementation
challenges we face as we continue to administer FLP.

Farm Loan Programs Overview

FSA makes direct and guaranteed farm ownership (FO) and operating loans (OL) to
family-size farmers and ranchers who cannot obtain commercial credit from a bank, Farm
Credit System, or other lenders (Chart 1). FSA loans can be used to purchase land,
livestock, equipment, feed, seed, and supplies. Our loans can also be used to construct
buildings or make farm improvements.

Under its Farm Ownership and Farm Operating Loan programs, FSA has the following
amounts outstanding:

. Direct Farm Ownership: $2.928 billion
. Guaranteed Farm Ownership: $5.311 billion
. Direct Operating Loan: $2.524 billion
. Guaranteed Operating Loan: $3.428 billion

Emergency loans are also available to help producers recover from losses in counties
declared or designated as disaster areas or plant and animal quarantine areas and
contiguous counties. Other programs include the Indian Tribal Land Acquisitions Loan
Program (ITLAP) and the Boll Weevil Eradication Loan Program.

FSA loans are often provided to beginning farmers, ranchers and applicants designated
by the Congress as socially disadvantaged (SDA}) who cannot qualify for conventional
loans because they have insufficient financial resources. FSA provides temporary
assistance to established farmers who have suffered financial setbacks from natural
disasters, or whose resources are too limited to maintain profitable farming operations at
commercial lending rates and terms. FSA guaranteed loans provide conventional
agricultural lenders with up to a 95 percent guarantee of the principal and/or interest
losses should the borrower default. The lender is responsible for servicing a borrower's
account for the life of the loan. All loans must meet certain qualifying criteria to be
eligible for guarantees, and FSA has the responsibility to monitor the lender’s servicing
activities. Farmers first apply to a conventional lender, which then arranges for the FSA
guarantee.

FSA makes and services direct FO and OL loans. We provide direct loan customers with

credit counsefing and supervision so they have a better chance of success in their farming
operation. To qualify for a direct loan, the applicant must meet the eligibility criterion as

well as show sufficient repayment ability and pledge collateral to fully secure the loan.
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Modernization Trends

Agriculture is a very dynamic industry. Recent changes in the operating environment
have been enormous. This requires that FSA also must be aggressive in keeping pace and
must modernize our operations.

Briefly, our recent accomplishments include:

Farm Business Plan. Business plans for FSA borrowers are now processed through a
Web based system. This provides access to “real time” data on our portfolio while
sharing data among our automated systems. This system also provides a reporting option.
We have established some standard reports that reveal the financial status of our
portfolio. In the future, we will be developing additional reports that will allow us to
assess the impact of economic changes in the agricultural sector so that we can anticipate
their impact on our borrowers. This also allows lenders to provide information to FSA on
guaranteed loans electronically. In the future, we expect that borrowers and applicants
using this software will be able to provide their financial information to us via the Web.

This system has allowed our loan officers to conduct more extensive and meaningful
financial analysis of our borrower’s portfolios thus enhancing their opportunities for
success and graduation to commercial lending.

Currently, we are moving all of our automated systems to the Web. When this project is
completed we will eliminate duplicate data collection and farm loan services will be
delivered more efficiently. Our employees will be able to conduct USDA business from
any location where there is broadband, WIFI or dial-up Internet access. This will allow
us to conduct business with producers at locations and times convenient to them,
Additionally, this information will be stored on a centralized server allowing employees
to quickly access portfolio information and provide real time management reports.

Guaranteed Loans are processed under the Guaranteed Loan System (GLS), an integrated
software system shared between USDA’s Rural Development and FSA. GLS has been
Web enabled since May 2001, with ongoing refinements to make it more efficient and
user-friendly. Lenders will soon have access to the system to report their loan closings,
which will further reduce the time of finalizing the guarantee transaction.

FLP Streamlining. FLP is in the final stages of streamlining regulations on its direct loan
programs (guaranteed loan regulations were streamlined in 1999). This streamlining
effort will provide FSA employees with additional time to devote to servicing other
customer needs. Once implemented, it will deliver three key benefits:

1) Consolidate and reorganize 13 CFR parts into five parts and 42 instruction
manuals into four handbooks;

2) Modify loan making and servicing processes within current statutory authorities;
and

3) Improve, rather than eliminate, existing program processes.
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Farm Loan Programs Risk Assessment (FLPRA). FSA developed a risk based oversight
program to identify areas for potential risk in our portfolios. State reviews are conducted
by national FLP staff once every five years and by state office staffs who must review
one-third of their service centers each year. Potential risk areas are separated into three
broad categories:

1) Program Management;
2) Program Objectives; and
3) Financial Integrity.

Data is obtained from the FLP automation sources. This process was piloted in FY 2005
and implemented in FY 2006.

800-Number. In February 2006, FSA introduced a new 24-hour, toll-free line that
borrowers can call to get information on their accounts. They can check their current
account status, loan balance, due date of the next installment, historical data on their
various loans, and general information — such as the amount of interest paid — to help
them in calculating their income taxes.

To date, the 800-number has received more than 1,200 calls. FSA will be expanding
awareness of this resource by highlighting its availability on year-end statements sent to
each borrower, as well as on all courtesy reminder notices that are sent 60 days before
payments are due.

Comparative Framework: That Was Then — This Is Now

The quality of our portfolio has improved significantly due in large part to our
modernization efforts, better customer service and the dedication of FSA employees, as
well as the much improved farm financial environment of the past six years.

FLP continues to emphasize the importance of processing applications in a timely
manner. Between FY 2001 and FY 2005, FLP reduced its direct application processing
timeframes by nine days (20 percent), and reduced guaranteed processing timeframes by
four days (22 percent).

Loss Rates. In FY 2005, losses in the direct loan program fell to their lowest level in
nearly twenty years — just 3.6 percent. FSA has experienced a steady decrease in direct
losses over the past decade, from a high of 11 percent in FY 1996 (Chart 2).

Losses for FY 2005 in the guaranteed loan program were (.4 percent, the lowest level in
at least 10 years (Chart 3).

Delinguency Rates. As with losses, the direct loan delinquency rates are at historic lows
for the past two decades at 9.3 percent for FY 2005 (Chart 4). This is the result of steady
and dramatic decreases from a 23.8 percent delinquency rate in FY 1995. The decrease
was facilitated by expanded authority, since 1996, to offset federal payments, salaries and
income tax refunds to delinquent borrowers.
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In the guaranteed program, the FY 2005 delinquency rate was 1.67 percent, the lowest
since 1995 (Chart 5).

Foreclosures. Foreclosure rates continue to be very low in the direct loan program. In
2005, FSA participated in 229 foreclosures, including cases initiated by other lenders
against individuals who also had loans with FSA. This represents less than one-third of 1
percent of the agency’s direct loan caseload, and is a slight decrease from the previous
two years, when the rate was just over the one-third of 1 percent level.

Inventory Properties. Inventory farm properties — those that have come into government
ownership through voluntary conveyance or foreclosure — are also at historic lows with
just 133 farms covering 25,000 acres in FY 2005. Just a decade ago, FSA held nearly
1,800 farms covering 598,000 acres. Many of those inventory properties were sold to
established and beginning farmers, providing those individuals with prime opportunities
to expand or create new operations.

Graduation Rates. Federal law requires FSA to “graduate” its borrowers to commercial
credit when they have made sufficient progress to be able to qualify for loans from other
lenders. They are assisted by the agency in refinancing their direct loans with FSA
guaranteed loans from commercial lenders. Some 3,611 direct loan borrowers (4.63
percent) were able to graduate in FY 2005, a percentage comparable to the rates over the
past ten years.

Beginning and SDA Farmer Participation. FSA has annual performance goals in place
for field offices that reflect the Government Performance and Results Act requirements.
These goals include increasing lending to beginning and SDA farmers and ranchers.

FSA continues to provide assistance to rﬁinority farmers in greater proportions than their
demographic percentage of the total farming population (Chart 6 / Table 1).

FSA has increased the amount of loan funds obligated to beginning farmers and ranchers
and to SDA applicants. The FSA direct loan beginning farmer caseload increased from
3,474 in 1995 to 15,704 in 2005. During this same period the FSA direct SDA caseload
increased from 3,260 to 14,238. Guaranteed caseloads for beginning farmers and
ranchers and SDAs were first reported in 1997. The FSA guaranteed beginning farmer
caseload increased from 3,617 in 1997 to 7,910 in 2005. During this same period, the
FSA guaranteed SDA caseload increased from 1,730 to 3,015.

Independent Study Results

Now, these improvements just cited are not our only assessments. Independent research
verifies that FSA direct loan programs are operating effectively, and make a significant,
positive impact on the groups they are intended to serve. Researchers at the University of
Arkansas recently conducted a comprehensive review of FSA direct loan programs. In
one facet of their research, they studied loan originations in fiscal years 2000-2003 and
found that 92 percent of the direct loans originated in those years went to small farmers,
that is, farmers with less than $250,000 in gross sales. They found that although FSA
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farm loans assist only 4 percent of all farmers, because FSA farm loans are targeted to
family farmers, an estimated 18 percent of all non-hobby family farmers depend on FSA
for at least a portion of their financing.

The researchers also examined longer term outcomes of FSAs FLP. They reviewed the
status of farmers who received loans between 1994 and 1996. The research found that 78
percent of the loans made during this period had been satisfied. They also found that of
all the loan recipients during that period, only 11 percent left farming involuntarily. Bear
in mind that all of these farmers cannot get commercial financing when they come to
FSA for a direct loan.

In one key finding, the researcher concluded that given that direct loan recipients
typically have weakness in their financial profiles and would likely have difficulty
qualifying for commercial credit, the direct FLPs are largely servicing the intended
clientele based on the agency’s mission. Study findings, and other indicators in this
testimony, clearly show that FSA’s FLPs are doing a remarkable job of accomplishing
what can only be described as challenging program objectives, and controlling operating
costs and losses, as well.

Ongoing Challenges

As we look ahead in the ever-changing environment, FSA will face significant and
ongoing challenges in the years to come. Some of the most prominent are term limits,
loan limits, staffing constraints, and finding ways to help beginning farmers overcome the
barriers to enter production agriculture,

Term Limits. The statute presently limits a borrower to direct OL loans in each of seven
years, with an additional one-time, two-year waiver on an individual case basis:

= There are more than 7,000 FSA borrowers who can only receive direct
operating loan assistance one more year from the agency; and

m There are more than 11,000 FSA borrowers who can only receive direct
operating loan assistance two more years from the agency.

Without FSA direct loan assistance, many of these borrowers may be forced out of
farming as they may not have access to the capital necessary for them to conduct their
farming operations.

The statute presently limits borrowers with guaranteed OL loans to 15 years of eligibility,
with receipt of a direct OL loan also counting as a year of eligibility for guaranteed OL
loans. The 2002 Farm Bill suspended enforcement of this provision, but the suspension
expires on December 31, 2006. Once the statutory suspension expires, more than 500
borrowers will be ineligible for any further assistance. An additional 1,200 borrowers
will become ineligible for further assistance during 2007.

Loan Limits. The direct farm ownership loan limit ($200,000) was last adjusted in 1978.
The direct operating loan limit ($200,000) was last adjusted in 1984. These limits are not
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adjusted annually for inflation. Due to a statutory change in 1998, guaranteed loans are
adjusted annually.

With the rising costs of farmland and operating expenses, these direct limits restrict the
ability of direct loan borrowers to sustain their family operation and make it difficult for a
beginning farmer to get started in farming.

Staffing Challenges. We estimate that as many as 25 percent of FSA’s current loan
officers will be eligible to retire by the year 2009.

On average, it requires about two years to hire and train a loan officer in order to provide
the level of effective supervision, expertise and customer service needed to maximize
every opportunity for success for FSA borrowers. The two year training window for new
loan officers complicates an already cloudy staffing forecast.

FSA’s portfolio and borrowers could be exposed to financial risk if retirement attrition
projections for loan officers are even marginally accurate. A large percentage of FSA
borrowers are either beginning farmers or financially stressed borrowers who need
financial supervision. FSA loan officers provide this supervised credit which requires a
complete knowledge of FSA programs, finances, and agriculture enterprises.

Barriers for Entry Level Farmers and Ranchers. There are some obstacles that make it
difficult for entry tevel farmers and ranchers to launch production agriculture operations.
There are several underlying factors that create barriers, including:

1) Initial capital investment;

2) High land values;

3) Inability to access credit;

4y Lack of farm succession planning;
5) Increasing interest rates; and

6) Higher energy costs.

Conclusions

Through modernization efforts, maintaining focus on program objectives, and the hard
work and dedication of FSA employees, FSA farm loan programs have made great strides
in improving program performance. Loan failures and losses have declined which is a
strong indication that the program mission of helping farmers become successful is being
accomplished. At the same time, increased assistance to small, beginning, and minority
farmers, reflects remarkable success as well,

However, more challenges lie ahead. Government resources are increasingly limited and
the agriculture production landscape is changing. The structure of agriculture continues to
change as most farms become larger and increasingly more reliant on technology,
resulting in increased capital needed to gain entry. The cost of assets required to operate
a farm continue to increase as well. These changes pose significant barriers and
challenges to the groups that FSA farm loan programs are intended to assist. These
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issues create major challenges for the agency as well, since the success of the program
depends on those whom the programs are intended to serve. To keep pace with these
changes, we will continue efforts to modernize the delivery system, and to refine and
adjust program requirements and operations to maximize the opportunities for our
nation’s small, beginning, and socially disadvantaged farmers and ranchers.

Because of our rural delivery system and experienced loan officers, the FSA farm loan
programs staff is well positioned to continue the high quality delivery of existing
programs and new initiatives to assist small, beginning, and minority family farmers. We
look forward to working with this Committee to address the challenges we face in
accomplishing this worthwhile mission to strengthen family farmers and rural America.
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APPENDIX
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Chart3
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Chart 5

GUARANTEED LOAN DELINQUENCY
{Includes Percentage of Total Guaranteed Portfolio)

$10,000,000,000

$9,000,000,000

$8,000,000,000

$7,000,000,000

$6,000,000,000

$5,000,000,000

*$4,000,000,000

$3,000,000,000

$2,000,000,000

$1,000,000,000 -+

> $0 4

1995 1996 1997, 1998 1898 2000 2004
Fiscal Year ‘

11



49

Chart 6

Funding: Fiscal Years 1995 - FY 2005

i 4

Per Comparison of § Hy Di
Obligati To Total Obligati

FY 85 FY 86 FY 97 FY 98 FY 99 FY oo Fy o1 Fyoz FY Q3 Fy o4 FY 05

Percentage of Obligations 1o Total Obli:

Chart6/Table1

FY 2005 BORROWER CASELOAD BY RACE
{(As Compared to 2002 Census Data)

“Percent of
Percentage of] Population being
-7 FY2008] . - sérved by FSA
Guaranteed Guaranteed;
* Farn Loans

18k . g;m .
Shaeais e i Mg 0

Amer gl Nat
* i o NiE

* Higpanic Americans are not a separate race category within the 2002 Census of Agricultie, therefore i refiable comparison can'be established.

12




50

FLAG

360 North Robert Street  Suste 500 Phone: 651 223.5400
Saint Paul, Minnesota 55101 Fax: 651 2235335

Internet:
lawyers@flaginc.org

Web site:

www flaginc.org
FARMERS' LEGAL

ACTION GROUP
INCORPORATED

My name is Karen R. Krub. | am a Senior Staff Attorney with Farmer’s Legal
Action Group (FLAG) in Saint Paul, Minnesota. Thank you for the opportunity to
present this testimony regarding the USDA Farm Loan Programs (FLP). I
appreciate the opportunity to give a voice to the programs’ farmer and rancher
borrowers. The concerns I raise here today have been developed in coordination
with the National Family Farm Coalition and others dedicated to improving access
to credit for family farmers and ranchers.

FLAG’s Work on Behalf of FLP Borrowers

Farmers’ Legal Action Group, Inc. (FLAG) is a nonprofit, public interest law center
that provides legal education, training, and support to family farmers and ranchers
and their lawyers and advocates across the country. Over the past two decades,
FLAG has provided legal assistance to thousands of small and mid-sized family
farmers throughout the nation who participate in USDA’s agricultural credit
programs and the administrative review processes for these programs.

FLAG has worked for 20 years to improve the accessibility of the USDA credit and
disaster assistance programs and help farmers understand their rights and
obligations under those programs. FLAG attorneys have traveled all over the
country conducting training sessions for farmers and ranchers and their advocates
about the USDA credit and disaster programs. FLAG has also produced many
volumes of farmer-friendly legal education materials that analyze and explain these
programs and distributed them nationwide. These include: four editions of Farmers’
Guide to FmHA; Farm Survival Handbook; Farmers’ Guide to Getting a
Guaranteed Loan; five editions of Farmers’ Guide to Disaster Assistance; and
scores of articles in our quarterly newsletter, Farmers’ Legal Action Report.

As part of this effort, FLAG has monitored changes to the FLP programs over the
past 20 years and has submitted extensive comments to the Farm Service Agency
(FSA) (formerly the Farmers Home Administration, or FmHA) regarding the
Agency’s implementation of statutory changes and adoption of regulatory
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and policy changes. In recent years, FLAG’s comments related to the Farm Loan Programs have
addressed:’

s Several proposed rules affecting the Guaranteed Loan Program, including extensive
proposed changes to the Interest Assistance Program.

» Changes to FSA's internal appeal procedures and required notice to program participants,
including FLP applicants and borrowers.

* Proposed “streamlining” of the direct loan component of FLP, involving a comprehensive
rewriting of program regulations and elimination of more than 90 percent of the regulatory
language.

»  Appraisal requirements for direct FLP loans.
e Implementation of the credit provisions of the 2002 Farm Bill.

FLAG attorneys also field hundreds of calls, letters, and email messages every year from farmers
and ranchers and their attorneys and advocates across the country. Through these conversations we
receive a great deal of information about how FSA is implementing its loan programs in various
parts of the country.

The USDA Farm Loan Programs

Through the Farm Loan Programs, USDA acts as the lender of last resort for creditworthy family
farmers and ranchers who are unable to obtain financing from commercial sources at reasonable
rates and terms.” Despite the clearly articulated congressional policy of supporting the family farm
system of agriculture through these credit programs, FSA (like its predecessor, FmHA) has a history
of implementing the programs in such a way as to unduly limit their effectiveness and the benefits
the programs are intended to bring to farmers and ranchers and their rural communities.

In the 1980s, administration of the USDA agricultural credit programs reached its nadir, seeing tens
of thousands of borrowers forced to liquidate and federal courts around the country ruling that
FmHA’s procedures were unlawful. During this period, FLAG attorneys were counsel to FmHA
borrowers in Coleman v. Block, representing a nationwide class of almost 250,000 farmers. In that
lawsuit, the court found that FmHA’s foreclosure and liquidation procedures violated the statutory
directives and borrowers’ due process rights. Congress addressed many of the issues raised in that
litigation through the passage of the Agricultural Credit Act of 1987.

In the most general terms, the mandates of the 1987 Act reflect a few core principles related to the
USDA loan programs: borrowers must receive full, timely information about the loan programs they
participate in; it is in everyone’s best interest for a financially distressed farmer to continue farming
if a restructuring would leave the government no worse off than liquidation; decisions in individual

' The full text of FLAG comments on agency rulemaking can be found on FLAG’s Web site at

www.flaginc.org/topics/fedreg/comments/index.php.
See TU.S.C. §§ 1922, 1941, 2001.
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cases must reflect uniform criteria; and borrowers must be treated fairly by the Agency. These
principles are reflected in specific mandates, such as required notice of loan servicing programs and
a period to consider the options before the Agency can accelerate a delinquent loan; a range of loan
servicing tools; specific timeframes for the Agency to respond to loan applications and loan
servicing requests; and a duty on the Agency’s part to provide assistance to any farmer or rancher
who seeks to make a loan application or servicing request.

Systemic Problems Continue to Pervade the Farm Loan Programs

Based on the observations FLAG has made in the work described above, we have identified several
continuing problems with FSA’s implementation and administration of the Farm Loan Programs.
Some are legal problems embedded in the regulations and Agency policies that ignore or contradict
statutory directives; some are guiding principles, not made explicit but nonetheless shaping Agency
actions; and some are local problems resulting from confusion and/or bias.

In summary, these concerns are:

(1) A general disregard for borrowers’ interests. The Agency’s attitude about borrowers manifests
itself in efforts to limit borrower and public input into the programs, interpreting policies as
narrowly as possible against borrowers (sometimes narrower than even arguably permissible),
behaving as if the Agency is not accountable for meeting program requirements, treating
borrowers as a necessary evil rather than the ones for whom the programs exist, abdicating
oversight duty in the guaranteed loan program, and delaying implementation of statutory and
policy changes that benefit borrowers while implementing restrictions almost immediately.

Examples:

Agency decision-makers are increasingly missing statutory deadlines for making
determinations on loan applications and loan servicing requests. There are many instances
where farmers have spent a decade or more in limbo because of Agency delays, and delays
often cause people to lose rights as the rules change. At the same time, farmers are held to
rigid timeframes, without exception.

We are hearing reports that local offices are increasingly failing to issue written decisions
on loan applications and servicing requests, despite a statutory mandate to do so within 10
days of making a decision. If there is no written notice, borrowers don’t learn of appeal
rights.

The Agency has issued terse rejections of requests to clarify proposed rule language, even
when commenters point out that local FSA office personnel are confused and are telling
farmers the wrong information.

The Agency uses atypically short public comments for proposed and interim FLP rules,
even for massive regulatory initiatives. In at least one case, the Agency refused to reopen or
extend the comment period even when the original notice contained an error in the Agency
contact information.
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1t sometimes takes years for the Agency to implement statutory changes that enhance
eligibility or otherwise benefit borrowers. For example, the “debt forgiveness” restriction on
eligibility for new FLP loans generally covers all forms of reducing or terminating a loan
that cause a loss to USDA. The 2002 Farm Bill, however, provides that debt forgiveness
specifically does not include any write-down of FSA debt received as part of the resolution
of a discrimination complaint against the Secretary of Agriculture. FSA has not yet
implemented this change by rule, though other 2002 Farm Bill changes were implemented
in 2003; and the Agency omitted this exception from the 2004 proposed recodification of
the direct loan program.

There is an increasing marginalization of borrowers in the Guaranteed Loan Program, made
evident in an August 15, 2005, proposed rule where the Agency refers to guaranteed lenders
as its “customers.™ In that rule, the Agency proposed to relax a lender’s maximum loss ratio
for events beyond the lender’s control. The prefatory remarks to the proposed rule state
that, in the six-year period that the Preferred Lender classification has been used, “an
average of less than one lender a year” has had its PLP status revoked due to excessive loss
ratio. Thus, based on the experience of what can be no more than five lenders, the Agency
took the initiative to propose a rule change. There is nothing objectionable for borrowers
about this proposal, but it reveals the lengths the Agency will go to on behalf of a handful of
lenders while placing no obligation on lenders to provide similar leeway for borrowers. All
of the exculpatory examples in the proposed change are events that would increase losses
for lenders because they would threaten borrowers’ viability. But where, borrowers
reasonably ask, is the parallel language directing lenders to allow borrowers a grace period
after a local freeze or economic downturn, a drop in local land values, a change in area
industries, loss of market access, or biological or chemical damage?

Guaranteed loan borrowers and their advocates have repeatedly urged FSA, as part of the
on-going effort to improve the guaranteed loan program, to consider more consistent and
definite requirements for guaranteed loan servicing that ensure lenders have an incentive to
make full use of their tools to avoid liquidation and losses, whether to borrowers or the
government. When lenders unreasonably shift costs to borrowers or reject viable
restructuring opportunities, the result is reduced program participation, higher default and
liquidation rates, higher costs to the government, and more expensive credit for family
farmers and ranchers—all of which are directly contrary to the purpose of the program.
These changes could affect hundreds of borrowers every year and would further the
fundamental purpose of the program, yet there has been no suggestion of consideration on
the Agency’s part. Instead, we see a proposed change that the Agency acknowledges would
affect “an average of less than one lender a year.”

70 Fed. Reg. 47,730-47,733 (August 15, 2005).
Proposed § 762.106(g)(2)(11)(A) provides examples of events which would be considered beyond the

control of the lender and could therefore excuse exceeding the maximum loss ratio. These examples are:
“a freeze with only local impact, economic downturn in a local area, drop in local land values, industries
moving into or out of an area, Joss of access to a market, and biological or chemical damage.” 70 Fed.
Reg. 47,732 (2005).
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Another aspect of FSA personnel having lost perspective about the Farm Loan Programs is
the extent to which borrowers report local personnel “taking things personally.” This is
manifested in experiences where borrowers are told by local personnel “you’ll never get a
loan here, quit trying,” or where, instead of working with a borrower in financial distress to
avoid liquidation and minimize losses to the borrower and the government, the local
Agency personnel become focused on forcing a borrower out to “teach them a lesson.”

Changes to Shared Appreciation Agreement (SAA) valuations, subtracting the value of
capital improvements made during the SAA term from the calculation of “appreciation,”
were not implemented until eight months after the policy change was announced and after
many, if not most, borrowers were unable to benefit from the change.’

(2) Removal of substantive provisions from regulations to internal handbooks. The Agency’s
current initiative to move program provisions from regulations to internal handbooks violates
the Administrative Procedures Act mandate that rules affecting program rights be subject to
notice-and-comment rulemaking, marks a return to the pre-1987 Act system where farmers lack
a reliable method of knowing what that applicable program requirements are, and forces farmers
in a potentially adversarial relationship with FSA to nonetheless rely on FSA to provide all
applicable information when asked, and to be right about the answer.

FSA local offices also need clear direction to implement FSA loan programs. It is essential for
clear information about the handling of loan applications and servicing requests to remain part
of the rule so that each applicant and borrower is treated appropriately. For a farmer facing a
hostile local office and no place else to go for the credit needed to keep an operation going, it is
absolutely necessary that there be clear, objective regulations setting out the terms of the
interaction between the two sides in the lending relationship. The reality is that some farmers
still have to rely on regulatory language to get a fair consideration of their credit requests.

FSA’s 2004 FLP “streamlining” proposal would replace some 1500 pages of current regulations
with less than 100 pages. The stated intent of the proposed rule — to allow the general public,
including loan applicants and borrowers, to “more easily find needed information” - is belied by
the removal of significant substantive provisions from the rule language and the Agency’s overt
plan to rely heavily on internal handbooks for program administration. Although the Agency's
prefatory remarks state that only procedures having “no impact on loan applicants and
borrowers” were removed from the reorganized rule, this is simply not true. The reality is that
the proposal removes and leaves unaddressed several areas of program administration that
involve critical, substantive provisions.

Understanding that borrowers are generally unfamiliar with administrative processes and need
assistance from FSA regarding information and procedural issues, it is imperative that FSA
provide adequate information in the regulations to facilitate a good working relationship with

The final rule on deduction of capital improvements, issued by FSA and effective on August 18, 2000,
was based on a proposed rule published n the Federal Register in November 1999 and implemented a
policy first announced by Secretary Glickman in March 1999. 65 Fed. Reg. 50,401 (2000).
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borrowers and assure that borrowers are treated fairly. Removing important information from
the regulations is counterproductive to these goals and will result in confusion and poor working
relationships with borrowers, and leaves applicants and borrowers subject to the vagaries of
presumptions, politics, and personality.

Reintroducing broad Agency personnel discretion in loan decisions. The Agency’s 2004
proposed rule for FLP “streamlining” would vest broad discretion with local office employees.
In particular, language in the proposed eligibility requirements for loan servicing is subjective,
susceptible to abuse, and likely to be the subject of many challenges. The history of abuse of
such discretion in the Agency should make it unnecessary to point out why this is bad policy.
Borrowers already report widespread disparity among who gets treated well and who gets
pushed around or excluded; the intent to introduce still more subjective criteria is very
troubling, This is particularly true given that there is still no meaningful process for
investigation and resolution of allegations of discrimination made by applicants and borrowers
about FSA decision-makers.

Like the detail of the current direct loan program regulations, a lack of discretion for Agency
staff under the direct loan program has a historical context, which must not be forgotten: chronic
abuses of discretion resulting in extensive litigation and the need for recurring congressional
action.® Borrowers and loan applicants are justifiably wary of policy changes that would reopen
areas of discretion that have been narrowed due to prior abuse. It is imperative that the Agency
set meaningful parameters on any discretion. The Agency should be concermned with perceived
differences as well as actual inconsistencies and should set out objective standards against
which an employee’s exercise of discretion in the direct loan programs can be measured. As the
court in Harris v. Marsh observed,’

Particularly when vague, subjective standards are given to a large number of individuals to
be applied in a wholly discretionary manner, with no systematic review to ensure faimess,
the chances are substantial that conscious or unconscious racial bias on the part of some of
those individuals will infect the selection process.

Concerns about unfettered discretion on the part of local office employees also relate to the fact
that African-American farmers who prevailed in the Pigford claims process and who were
supposed to see a new opportunity to participate in the FLP credit programs have not seen that
opportunity realized because they are back at the offices where the problems occurred.

Refusal to implement National Appeals Division (NAD) determinations that are favorable to

farmers, The Agency has a long history of attempting to insulate its FLP decisions from review
and refusing to implement review determinations that find Agency error.

See, e.g., Coleman v. Block, 580 F. Supp. 194, 200 (D.N.D. 1984) (“The FmHA concedes that the
liguidation decision rarely tumns on whether the farmer is delinquent...Instead, the decision rests on a host
of highly subjective factors....”).

679 F. Supp. 1204, 1299 n. 154 (E.D.N.C. 1987).
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The creation of an independent NAD as part of the Department of Agriculture Reorganization
Act of 1994 was a product of failings in the internal appeals processes of FSA’s predecessors —
FmHA and ASCS. One of the most problematic issues for program participants was obtaining
implementation of a favorable appeal decision. Aware of this problem, Congress included
language in the new NAD statute specifically addressing implementation, requiring that

[o]n the return of a case to an agency pursuant {o the final determination of [NAD], the head
of the agency shall implement the final determination not later than 30 days after the
effective date of the notice of the final determination.®

The NAD statute defines “implement” to mean

those actions necessary to effectuate fully and promptly a final determination of [NAD] not
later than 30 calendar days after the effective date of the final determination.’

Furthermore, the law requires that “[i]f an application for a loan ... is disapproved by the
Secretary” but the disapproval is reversed or revised in an administrative appeal or lawsuit, “the
Secretary shall act on the application...within 15 days.”"® Within those same 15 days, the
Secretary must provide the loan applicant with “notice of the action.” FLP applicants by
definition have no other source of credit and are requesting credit that is necessary for their
operations. Congress was clearly concerned that wrongfully denied loan applicants should not
face further delays after a successful loan denial appeal and intended for these applicants to have
essentially immediate relief,

Agency regulations ignore these statutory mandates and purport to allow the Agency to demand
what is in effect a new application when an Agency’s FLP decision is reversed. The Agency
also believes that it need merely initiate implementation within the 30 days after an appeal
determination is made. These positions are simply not permitted under the statutes.

One example of this is a farmer who submitted a loan servicing request in 2002, has since won
three NAD appeals related to the request, and who is still awaiting implementation by the
Agency. Each time a NAD appeal determination is rendered, the Agency insists on having new
information. The farmer has met every deadline and provided all requested information and still
cannot get any relief.

Because NAD lacks enforcement authority, when the Agency refuses to implement a NAD
determination favorable to a borrower, the borrower’s only recourse is the cost and delay of
federal litigation (no small expense for the government, either) in order to obtain benefits that
should be available as a matter of course. Those who cannot afford to litigate must accept the

Agency’s unlawful behavior, and so the Agency’s “policy” of ignoring NAD determinations that
1t doesn’t like succeeds by attrition.

8
9
H

7 U.S.C. § 7000 (emphasis added).
7U.8.C. § 6991(8) (emphasis added).
7 U.S.C. § 1983a(c).
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In addition to implementation problems, the Agency’s failure to provide adequate notice of
appeal rights is a continuing problem. In some instances this is a failure at the local level and
represents a training or management issue, in other instances, this is a national policy of
thwarting appeal rights. For example, in the proposed FLP “streamlining” rule, FSA proposed to
omit notice of appeal rights from restructuring offers and to instead “consolidate” the borrower’s
appeal rights in the subsequent notice of intent to accelerate. This proposal is contrary to law and
reflects an innate disregard on the Agency’s part for borrowers’ rights to prompt, clear notice of
appeal options.

Yet another way FSA attempts to insulate its decisions from review is by adopting an
unreasonably narrow view of what of its decisions are appealable. Although NAD ultimately has
the authority to decide what adverse decisions can be appealed, and takes a much broader view
than FSA does, borrowers are informed of their appeal rights by FSA, not by NAD. Some NAD
officials have estimated that non-appealability pronouncements by the Agency reduce appeals by
90 percent.

(5) Unduly restrictive criteria without a reasonable policy justification.

By requiring a lien on all property owned by borrowers whose direct FLP loans are restructured,
FSA cripples these borrowers’ ability to obtain future credit and improve their financial
circumstances. Not only is the requirement excessive by any reasonable financial standards, it is
burdensome and demeaning to the borrower to have to “beg FSA to subordinate” in order to
obtain any other credit. In the words of a long-time advocate, “It’s not right.” The Emergency
Loan program policy of requiring security valued at up to 150% of the loan amount should be
more than adequate in these cases.

Another example of overreaching to the detriment of broad federal policy is the Agency’s
insistence on using “highest and best use” appraisals in loan servicing, rather than agricultural
use appraisals. In the SAA context, FSA took a policy position not mandated by statute which
actually forced otherwise successful operations to liquidate and convert to nonagricultural use,
in violation of statutory mandates to utilize loan servicing programs “to the maximum extent
possible” to facilitate keeping borrowers on the farm or ranch'' and to avoid federal policies
which drive the conversion of farmland to other uses.”

(6) Refusal to make program information available.

=

Borrowers continue to report difficulty obtaining access to and/or copies of their FLP files.
Sometimes a borrower is given only one document and told “that’s the whole file”; sometimes
borrowers are told they can’t have anyone with them when they look at their file. For guaranteed
loans, borrowers often find themselves caught between the lender’s and FSA’s assertions that
the file information can only be obtained from the other party.

1

7U.8.C. § 2001(a).
" 7US.C. §§ 4201 et seq.



58

FLAG Testimony — Senate Committee Hearing on USDA Farmer Loan Programs
Page 9
June 12, 2006

7

8

)

<

Local FSA personnel often resist or even refuse to make Agency policies, handbooks, and other
information available to borrowers, or any member of the public, though there is an explicit
national policy, as there must be, that these are to be provided upon request.

The Agency has refused to make available to the public the comments submitted in response to
the FLP “streamlining” proposal, telling one requester that the comments cannot be released
until a final rule is issued. This is counter to the E-Government Act of 2002, which requires that
agencies “shall make publicly available online...all submissions” under APA notice-and-
comment rule making, to the extent practicable.'’ Several other agencies within USDA, for
example, the Agricultural Marketing Service and Natural Resources Conservation Service, have
concluded that it is practicable to post comments received during the rulemaking process on
their Web sites, and have in fact posted public comments. NRCS posted the literally thousands
of comments it received on the proposed rule for the Conservation Security Program.

FSA also routinely refuses to provide public access to proposed forms that are the subject of
information collection notices published in the Federal Register as required under the
Paperwork Reduction Act. Although comments on the forms are requested, meaningful
comment is impossible without access to the form language itself, and so the purpose of the Act
is thwarted.

Inability or refusal to recognize that successful agriculture can have many faces, sizes, etc.

Farmers have experienced that there is little if any recognition by the Agency of the value of a
diversity of agriculture, the value of allowing farmers to differentiate their operations to find a
niche and be successful in different ways, despite the need for farmers to create new
opportunities for themselves and adjust their expenses in the face of consistently low prices for
the major commodities.

Smaller farmers continually report being told that they can only get financing if they expand
their operations. Farmers wanting relatively small loans can’t get them. The Agency and
guaranteed lenders seem convinced that only big operations are desirable borrowers, whatever
an applicant’s actual financial situation. This is particularly a concern when the bigger loans
quickly consume available funding. Paired with this are continuing concerns that the guaranteed
loan funds are being used by lenders to move their existing borrower base to “safer” loans,
while not providing any new credit availability in the marketplace. In particular, there are
concerns that the “family farm” eligibility requirement is not enforced for guaranteed loans, so
that the funds are used up by large-sum borrowers whose eligibility is questionable at best.

FSA seems to be making little effort to promote the guaranteed loan program and Interest
Assistance Program among lenders in underserved areas, particularly lenders with high numbers
of borrowers who would be considered “socially disadvantaged applicants,” and helping those
lenders to understand and participate in the programs.

Lack of program information. There has been no real implementation of the transparency and
reporting provisions of the 2002 Farm Bill that were intended to show who is benefiting from

13

107 Pub. L. No. 347, § 206(d)(2)(A); 116 Stat. 2899 (2002) (codified at 44 U.S.C. § 3501 note).
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the FLP programs. If the information doesn’t get out, it becomes almost impossible to know
whether the Agency is really serving the people the programs are intended to benefit.

Thank you again for the invitation to testify and for your concern for proper implementation of the
Farm Loan Programs. At a time when increasing interest rates, high fuel and other input costs, and
stagnant or dropping prices are impacting access to agricultural credit across the country, it is
important for oversight by this Committee and action by the Agency to ensure loan availability and
proper servicing under USDA’s Farm Loan Programs.

Respectfully submitted,
FARMERS’ LEGAL ACTION GROUP, INC.
s/Karen R. Krub

Karen R. Krub

Senior Staff Attorney
Email: kkrub@flaginc.org
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Chairman Chambliss, Ranking Member Harkin and distinguished members of the Senate Committee on
Agriculture, Nutrition and Forestry:

My name is Betsy Senter, and 1 am here today representing the Federal Managers Association
(FMA) and the National Association of Credit Specialists of the Farm Service Agency (NACS-FSA).
On behalf of the 1700 managers in the Farm Service Agency and the nearly 200,000 managers,
supervisors and executives in the federal government, please allow me to take a moment and thank you
for this opportunity to present our views before your Committee. As federal managers, we are
committed to carrying out the mission of our agency in the most efficient and cost effective manner
while providing those necessary services to needy farmers and ranchers. We truly appreciate your
interest and leadership in ensuring our stability by assessing the state of our Farm Loan Program today.

[ come before you as the former two-term President of the NACS-FSA and am presently serving
as Chair of FMA’s USDA Conference. I grew up in Raleigh, North Carolina, graduated with a Bachelor
of Science degree in both Animal Science and Wildlife Biology from North Carolina State University
and have been a USDA Farm Service Agency/Farmers Home Administration employee in South Dakota
for more than 28 years. 1am currently a Farm Loan Manager in Winner, South Dakota where I supervise
the making and servicing of a diverse loan portfolio to family-sized farmers and ranchers in the rural
south central part of the state. Please keep in mind that I am here on my own time and of my own
volition representing the views of the FMA and the NACS-FSA organizations. I do not speak on behalf
of the USDA either officially or unofficially.

The mission of the Farm Service Agency is to “administer farm commodity, credit,
environmental, conservation, and emergency assistance programs for farmers and ranchers.” As a Loan
Manager, I work daily with farmers and ranchers who, for a variety of legitimate reasons, do not qualify
for direct loans from private lenders. In such cases, we offer both direct and guarantee loans to assist
farmers and ranchers in getting started on a family-sized agriculture endeavor or expanding an existing
operation. To meet our mission, the agency provides direct loans of up to $200,000 or guarantee loans
from a private lender to assure repayment and minimize the commodity lenders risk. Ideally, the goal
for these small loans is for farmers and ranchers to graduate through the process from receiving direct
loans from the government, to having the government guarantee a loan from a private lender, to

establishing their own sustainable line of direct private loans.
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The effective and capable leadership of Deputy Administrator Carolyn Cooksie in conjunction
with recent years of positive economic fortunes allows me to report that, from our perspective, the FSA’s
farm loan programs are in good standing. The agency has highlighted that loan funds are in high
demand and loan default and loss rates are low. The Office of Management and Budget (OMB) Program
Assessment Rating Tool (PART) scores and the “Farm Service Agency Direct Loan Program
Effectiveness Study™ performed by the University of Arkansas Department of Agricultural Economics
and Agribusiness confirm that the loan programs are meeting objectives, being managed effectively, and
sit in good standing.

With few exceptions, the program changes made with the passage of the 2002 Farm Bill have
pleased its customers, the commercial lenders, farmers and ranchers. The bill authorized the Farm Loan
Program to modernize its delivery tools, reguiatory rules and resource infrastructure to better serve rural
Americans. Despite budget shortfalls and a growing disparity in information technology resources,
significant enhancements have been achieved in the use of existing modern technology and expansion
into Web-based programs. We are in the final stages of streamlining loan program regulations and
updating our forms. This effort should result in the elimination of approximately 38 regulation manuals.
Any remaining documents in use will be automated to improve cost savings, enhanced efficiency and
easy access for internal and external customers. Ms. Cooksie is to be complimented for her
accomplishments in modernizing the programs given the limited resources, improving customer service,
improving program efficiency and for maintaining a loan portfolio that is worthy of our continued
support.

We do not wish to overshadow the many accomplishments of the Agency and the incredible
work being conducted by the dedicated managers and employees of its workforce. However, as
responsible stewards of the taxpayers’ dollars we find it necessary to express some concerns for the
future economic well being of rural America and the continued effectiveness of the programs that we
administer. Somewhat like the fishermen at sea looking into the horizon at the bourgeoning storm, there
seems to be a number of warning signs that indicate an impending perfect storm could hit the shores of
the FSA and threaten the stability of rural America.

Rising interest rates, high agricultural production costs, high capital investment costs, increasing
costs of living, the probability of less generous commodity program benefits, shrinking agricultural

profit margins, a declining number of lenders offering credit to family-size farm operations, outdated
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information technology resources and a “human capital crisis” of increasing attrition rates at the Agency
are all indications that a potentially devastating scenario could cripple the strength and stability of the
farm loan program. We recognize the inherent risks of the cyclical agriculture industry that we are in
and understand that no degree of preparation will allow us to save every family farm, rural business,
rural school or rural community from market conditions. Yet, as responsible stewards of the program it
is our opinion that we must seize this opportunity to stave off the detrimental effects of preventable
problems and secure the tools that will be necessary for us to weather the storm and save as many family
farms as possible. In saving family-size farms and ranches we will help preserve the economic stability
of rural America. The continued effectiveness of farm loan programs depends on our ability to retool

and prepare for the storm.

POSITIVES AND MISSED OPPORTUNITIES IN THE 2002 FARM BILL

During the 2002 Farm Bill debate, NACS-FSA and FMA supported many of the changes that
were eventually adopted by Congress and implemented in the field. The most critical of issues that
Congress supported and we believe has significantly improved the programs and services for rural
Americans were:

e The “bridge loans” that allowed loan applicants to secure approval for real estate
purchases from FSA and then to refinance a temporary source of credit to purchase farm
real estate at times when loan funds are not available;

» Changes in the beginning farmer down payment loan program, which increased FSA’s
participation level from 30 percent to 40 percent and increased the amortization period
from 10 years to 15 years;

e The passage of an amendment that required an annual rather than a semiannual
assessment of each direct loan borrower’s operation to reduce the amount of paper work
and unburden managers with an more effective assessment timeframe;

s The increase in the “Lo-Doc” benchmark allowed more loan applicants to use the
streamlined loan processing provisions; and,

+ The continuation of interest assistance on guaranteed farm operating loans.
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These changes have allowed the farm loan program to develop into the robust government
service it is today. However, there were a number of other issues which we believed would further
improve the program and allow it to maintain its stability that were overlooked. We proposed some of
these reforms in 2001 and 2002 during the consideration of the 2002 Farm Bill. More specifically,
addressing term limits on direct and guaranteed loans, increasing loan limits, blanket assignment
authority on FSA program payments, and allowing FSA to guarantee “aggie” or tax exempt bond loans
made by commercial lenders are a few issues that we recommended as further improving the
effectiveness of the program, but were ultimately omitted from the 2002 Farm Bill. As we face the
expiration of the 2002 Farm Bill, this seems like an opportune time for Congress to act on reforming
these important issues during the reauthorization of the Agriculture, Conservation and Rural

Enhancement Act.

REFORMS TO THE FARM LOAN PROGRAM
END THE TERM LiMITS

The phrase “term limit” is used to describe rules limiting the number of years that a customer can
be enrolled in the FSA direct and guarantee loan programs. The term limits for direct loan programs are
seven to ten years depending on the type of loan received. A customer who is unable to obtain credit
from commercial sources can only receive loans from the agency for seven to ten years at which point
the farmer or rancher must either have built up a strong enough credit to go to a private lender or face the
alternative of being unable to sustain their operations. Term limits do not have any caveats or exclusions
for natural disasters, falling prices or random occurrences such as a ban imposed on the American beef
industry by the Japanese government. Term limits are hard and fast dates that set forth a get lucky or get
out mandate seemingly unsuitable for a need based federal farm loan program. The reality is many
needy farmers and ranchers are unable to apply for loans because of these arbitrary term limits.

In our line of work, these are not just theoretical examples. Day in and day out, we encounter
good, hard working people who just need a little more assistance or a little more time to stay afloat. For
instance, a Wisconsin dairy farmer who cannot apply for credit to rebuild his dairy barn that burned
down, or the Texas farmer with a terminally ill wife who suffered two consecutive years of crop failures
as a result of a severe drought is unable to secure credit to continue a farm operation that has

traditionally been profitable. As a farm loan manager, these arbitrary standards put us in the unenviable
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position of turning away otherwise qualified applicants such as a forty year old apple orchard farmer
from Washington forced to sell a third-generation farm after 20 years of ownership because three
consecutive years of low apple prices eroded her financial condition and prevented her from securing
commercial credit or more than 375 Indiana farmers who will not be eligible for FSA loans unless the
term limits are not removed. These are real scenarios collected from our members across the country
that reflect the reality of a farm loan program established to aid people in these situations, but are
rendered useless due to the unfortunate bureaucracy.

I work with a family from South Dakota that began farming six years ago. They have scrimped
and saved and now have a herd of 100 cows. The family has one year of FSA direct operating loan
eligibility remaining. As of today, it looks like they will not harvest any spring grain and will incur a
significant financial setback due to dry weather in our area. Unfortunately, federal crop insurance does
little to assist farmers in areas that suffer multiple crop failures. For example, in our area we lost the
majority of three spring grain crops over the past four of five years. Our com yield has plummeted from
around 76 bushels per acre to 47 bushels per acre during the past 10 years. With only one year of FSA
loan eligibility remaining, it is not likely that they will be able to prosper enough to meet commercial
lending standards within the next 12 months. The family will lose their safety net and their source of
financing within one year. Simply allowing an extension of the term limits would give this family more
time to get on their feet and build an economically sustainable farm.

The amount of capital required to maintain a viable farming operation is staggering. In the best
of times the profit margins are slim, often requiring more than seven to ten years to build the equity and
profitability that commercial lenders require. FSA loan programs are a critical part of the safety net that
was created to assist viable family-size farmers and ranchers who are unable to secure commercial credit
at affordable rates and terms. By neglecting this issue, we are hindering the sustainable development of
rural farmers and ranchers by forcing term limits instead of working with the fluctuating markets and
unique agricultural environments.

Provisions contained in the 2002 Farm Bill allowed for a two-year waiver of direct operating
foan term limits on a case-by-case basis. Although it was appreciated, this band-aid did not fix the
problem and the agency must then deny essential services to a large number of farmers and ranchers.
One farm loan manager from Texas reports that a prolonged drought and term limits will force 23 of his

customers to seek a new line of work within twelve months with approximately 80 percent of the 130
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direct loan borrowers in that area to follow within a few years, since they do not meet today’s “chain
bank underwriting standards.” A loan manager in Wisconsin reported that 63 of 103 direct loan
borrowers in his area will become ineligible for direct loans before the next Farm Bill is signed. As
these families exit the farming business, liquidate their assets and move to the city to find work, the rural
community and rural economy will suffer a devastating blow. It is possible to prevent this and help
encourage sustainable rural agricultural development.

Term limits also apply to loans made by commercial lenders that are guaranteed by FSA. Term
limits on guarantee loans were waived through the end of the 2002 Farm Bill and will become effective
again on January 1, 2007. Waiving the term limit rule on FSA guaranteed loans did not jeopardize the
integrity or effectiveness of the program in any way, and guaranteed loan activity remained healthy while
loan default and loss rates remained low. However, it is our recommendation that the 2007 Farm Bill
should permanently eliminate term limits on guarantee loans.

If it wasn’t clear, we strongly recommend that the Committee support Farm Bill provisions to
eliminate term limit rules on FSA direct and guaranteed farm loan programs. By failing to address the
elimination of this bureaucratic matter, we are denying the Agency a tool that will be essential in our
efforts to save viable farm operations and provide stability to rural economies when the seas get rough
and rural America needs us most. The get lucky or get out term limit rules should be eliminated in favor
of agency graduation, market placement and credit elsewhere provisions that are already in existence.
When properly applied, graduation, market placement and credit elsewhere rules are effective in assuring
that FSA is not competing with private industry in providing essential credit to farmers and ranchers.

As loan managers, it takes extensive training and experience to become a manager or an officer.
The decisions that we render are not done without proper oversight, review, consideration and
reconsideration. It is in our interest as managers to provide economically sound loans to qualified
seekers. We are not recommending this modification as a way to impair the loan making structure or
create an unbalanced risk for the federal government. Rather, it is a way to use government resources as

they were intended to be used in a profoundly helpful program such as this.

INCREASE THE FARM LOAN LimiTs
Loan limits describe the maximum amount of dollars that an applicant can borrow from FSA. As

managers, we also struggle with the hindrance of the limits placed on the level of loan we may make at a
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given time. FSA’s direct operating loan (OL), which is used to finance production expenses, machinery,
equipment, vehicles, livestock or other short and intermediate term farm business ventures, has a limit of
$200,000. Direct farm ownership (FO) loans, which are used to finance the purchase or improvement of
real estate, also have a $200,000 loan limit. These loan limits were established more than 20 years ago
and do not meet the needs of modern day operations. Production and capital costs increased
significantly over the past 20 years. Direct OL and direct FO loan limits need to be adjusted to allow
FSA to effectively serve family-size farmers and ranchers in all areas of this great nation.

A farm loan official from Wisconsin reported to us that a farmstead costing less than $200,000
20 years ago is currently selling for at least $650,000 and they are lucky if a $200,000 loan is enough to
purchase a ten acre farmstead. East and West coast states are realizing an even larger spread between
our current loan limit and the amount of funds needed to finance the purchase a modest family-size farm.

Of greater concern is that our operating loan limit is preventing FSA from meeting the needs of
customers. A loan manager from Washington reports that a typical 50 acre fruit production operation in
his area requires $150,000 operating capital annually, and they do not sell their crop from one year
before needing funds to produce the following year’s crop.  This means this customer will need
$300,000 of operating credit for a short period of time when only $200,000 is available from FSA. This
also does not take into consideration his credit needs for machinery and equipment with the agency on a
term loan. The Washington loan official, with just reason, claims that we are setting beginning farmers
up and “directly participating in their demise” because our loan limits are not sufficient to meet the
needs of the customers that we are attempting to assist. Similar stories may be heard from loan officials
in Georgia, Florida, California, lowa, Minnesota or any other state in the country. Agricultural
production, start up and capital costs 20 years ago are not a reasonable baseline for use in establishing
loan limits today.

We urge the Committee to consider raising the loan limits for direct operating loans to at least
$300,000 along with the direct farm ownership loan limit. As an alternative we may suggest that the
Committee eliminate provisions setting forth a separate loan limit for each type of loan — operating and
farm ownership — and authorize individuals to receive any combination of direct operating and farm
ownership loans for a total amount not to exceed $500,000 to $600,000 as the Committee may see fit. A
combined loan limit may help customers who need FSA operating or farm ownership loans, but are able

to secure their other credit needs from a commercial lender.
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PREVENT THE INCREASE OF GUARANTEE LOAN FEES

The President recently proposed a 150 to 450 percent increase in fees charged to commercial
lenders who work with FSA in offering puaranteed loans. According to the American Bankers
Association (ABA), the FSA guaranteed loan programs are a remarkable success story representing a
supreme example of a true public-private partnership that will suffer considerably if the new fees are
incurred.  We agree with ABA’s assessment of the resulting problems from increasing the guarantee
fees. At present, the fees are modest and the guaranteed Joan programs are performing as intended.
Program usage has been strong. Loan default and loss rates have been low. ABA’s concern that an
increase in fees will have a significant adverse affect on FSA guaranteed loan programs is valid.
However, we believe that the impact of such an action will be much greater than ABA has reported.

Family-size farmers and ranchers use guaranteed loans because their credit represents more risk
than a commercial lender is able to incur without the backing of a guarantee from FSA. Guaranteed loan
customers generally fail to meet commercial lending standards due to a lack of repayment margin or a
lack of owner equity; therefore, assessing larger guarantee fees will add to the already sizeable financial
burdens of the customers that we are attempting to serve.

In understanding the relationship that exists between the FSA direct and guaranteed loan
programs one will recognize what we believe to be an even greater reason for concern regarding the
proposed increase in fees. Guaranteed loans are used to help direct loan borrowers secure credit from
commercial lenders, otherwise known as graduating; to help loan applicants secure all or part of their
credit needs from a commercial lender, or market placement; and to serve those who do not quite meet
commercial lending standards but can prosper without having to rely on FSA direct loans. Increasing
guaranteed loan fees will reduce guaranteed loan demand and increase demand for direct loan funds,
thus, shift loan making and loan servicing responsibilities from commercial lenders to FSA. FSA does
not have sufficient resources in terms of loan funds or human capital to meet a significant increase in
direct loan demand.

In an effort to preserve program effectiveness and prevent administrative fee increases in future
years, we ask that the committee add a provision to the 2007 Farm Bill that will require Congressional

approval of any future USDA guaranteed loan fee increases.
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L1ABILITY INSURANCE FOR FARM LOAN MANAGERS

In 1998, Congress mandated that agencies cover 50 percent of the professional lability insurance
premiums for management officials in supervisory roles. This applied to managers across the federal
government. As it is an inherent hazard of their job, the government, like most private employers,
covers a percentage of the cost for managers to maintain liability insurance should a claim be brought
forth that names them as one of the defendants. The professional liability insurance offered in affiliation
with FMA costs roughly $300 per year, and would be an obligation of $150 for the Agency. This
protects against a supervisor or manager being named in a lawsuit or other kind of legal action.

A limitation in the law stipulates that the employee must be a supervisor in order for the
government to cover 50 percent of the insurance premiums for liability coverage. The reality is that
many other management officials who are in decision-making positions, such as farm loan officials and
contracting officials, may be subject to legal action even though they do not meet the definition of
manager under the law. In their case, they do not have the same support from the Federal government
that Federal supervisors do in recognition of the hazards of the job. We recommend that Congress amend
the 1998 law to require agencies, including the Farm Service Agency, to extend coverage of 50% of the

professional liability insurance premiums to non-supervisory federal managers.

ADDRESSING THE HUMAN CapPtTAL CRISIS

The Office of Personnel Management Director Linda Springer recently unveiled a four-year
operational plan to address both internal and government-wide human capital needs in order to prevent
what she called the impending “retirement tsunami” in the federal government. Over the next few years,
more than 50 percent of the entire federal workforce and more than 60 percent of all managers will be
eligible for retirement. FSA is not immune to the potentially disastrous impact of the baby boomer
retirement wave on the agencies most valuable commodity, the human capital workforce.

In an effort to develop a strategic plan for managing human capital, FSA performed a study
identifying mission critical positions, evaluating retirement eligibility trends, and assessing the amount
of time required to train personnel to perform mission critical tasks. Results of the study are alarming.
The study looked at mission critical positions in the 1165 FSA classification series inctuding: Farm Loan

Officers, Farm Loan Managers, Farm Loan Specialists, and Farm Loan Chiefs. Of the 1165 employees
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studied, 28 percent of the employees will be retirement eligible as of 2008, while 50 percent of the
supervisory employees will be eligible in the same timeframe.

Agency officials reported that the average 1165 job series employee is retiring within three
months of becoming eligible to retire as compared with the average federal employee who works for
three years beyond the date that they become eligible to retire. FSA also determined that it requires 18 to
24 months to train an employee to perform entry-level Farm Loan Officer’s duties. The concern is
compounded by the realization that FSA farm loan program personnel, after multiple consolidation and
streamlining efforts, are delivering loans from fewer than eight hundred FSA field office locations often
covering very large geographic regions. Farm loan program staffing levels in many states are few in
number and sparsely scattered leaving no fully trained loan personnel within a reasonable commuting
distance to fill field office loan official or loan technician positions that become vacant for any length of
time. Customer service is suffering at an increasing number of locations.

Poor credit decisions made by inexperienced or inadequately trained loan officials during good
economic times often go unnoticed. In good times, above normal income and/or increasing asset values
allow customers to get by and allow the agency to avoid a loss. In less favorable economic times, poor
credit decisions often result in costly loan losses and the failure of farm operations that may have been
avoided by a more experienced loan official armed with the knowledge, skills and ability to address the
complexities of the job. As family-size farms fail, rural businesses, rural communities and rural
economies suffer. Delayed action could prove to be hazardous to the economic well being of rural
communities as we embark on less favorable times with too little experience, too little training and too
few personnel in mission critical loan official and loan technician positions.

The state of Michigan is a great example of a potential human capital problem. Currently, there are 52
loan officers working in the farm loan program area. Of the staff in the field, four managers are eligible for
retirement as we speak 6 more within the next two years, and five additional employees over the next five years
for a total of 15 farm loan managers. The sad part is there are only 20 farm loan managers in Michigan and it
takes a minimum of two years to train a new managers. Should the employees that are eligible to leave today
retire; there will be 11 counties of the 83 counties in Michigan with no loan officers present. Within 2 years the
potential counties increases to 38. Presently, there are no additional loan officers in the pipeline. In simple
terms, 46% of the state of Michigan has the potential to have no loan officer coverage for FSA within the next

two years.,
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We would be remiss if we failed to compliment FSA Administrator Teresa Lasseter for the
positive first steps that she took towards addressing our concerns. Administrator Lasseter set aside 30
full time equivalents (FTEs) for Farm Loan Officer Trainee (FLOT) positions in 2006 and is proposing
to allocate 15 additional FTEs for FLOT positions in 2007. Administrator Lasseter’s actions, while
extremely positive and possibly the best that she can do within current budget constraints, may prove to
be too little too late unless Congress provides additional resources to assist her efforts.

In order to preserve program efficiency and effectiveness we would like to encourage the
Committee to work with appropriators in providing additional funding and FTEs to allow the
Administrator to hire and begin training Farm Loan Officers and Farm Loan Program Technicians 18 to
24 months before the trainer walks out the door leaving no-one to train a new hire and no-one to
efficiently and effectively carry out fulfill program objectives. Furthermore, we would ask that Congress
approve an allocation for training and travel funds targeted at assuring that the Farm Loan Officers and

Farm Loan Program Technicians are properly trained during their 18 to 24 month apprenticeship.

INFORMATION TECHNOLOGY FUNDING AND CAPITAL NEEDS

One of the five pillars of the President’s Management Agenda is to bring Agency’s up-to-par
when it comes to e-government. The expansion of electronic government programs seeks to meet the
high demand of government services while reducing the cost to the federal government. Farm Loan
Programs moved expeditiously into an e-government compliant organization and to achieve enhanced
levels of efficiency through better use of automation tools. With a reasonable amount of budgetary
support, we anticipate that a majority of the FLP information technology (IT) systems will be converted
to Web-based applications later this summer. However, if we do not continue supporting investments in
hardware and software to complete the modernization process we can not achieve desired results. We
made a commitment, we are mid stream and we can not turn back.

From an employee’s perspective, the most frustrating part of working with Web-based
applications is the connectivity and the down time. Providing quality customer service depends on
maintaining an efficient work force depends on our ability to access and use Web-based systems every
hour of the day and night. Sending customers home without service because the FSA servers are down
is simply not acceptable. Even more unacceptable is employees staring into a computer monitor waiting

for the next screen to come up because connectivity is woefully inadequate. This is not a model of
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government efficiency. Rather this forces employees to modify his or her business practices because
they can not depend on infrastructure to support the Web-based applications te work properly.
Appointments cancelled or work deferred because computer systems are not working, can not be
replaced and are awaiting repair should not become common place.

Reduced funding for information technology has had and will continue to have a significantly
adverse impact on agency employees and on the quality of service provided. We ask that information
technology funding levels be maintained, at minimum, or improved to allow the Agency to attain
Congressional objectives for providing efficient, effective, quality services to rural Americans.

Several years ago, the USDA established an equipment replacement plan that would allow for the
timely replacement of computer equipment. Budget reductions, however, forced the Department to
amend their plan, and with fewer information technology personnel available to repair the machines, the
Department must attempt to keep the average computer in service forty percent longer than was outlined
in the original plan.

Cuts in personnel coupled with cuts in information technology expenditures are a double-edged
sword. We need the efficiencies from better sofiware and hardware to achieve agency objectives with
fewer employees. However, information technology budget items are routinely cut in order to meet
short-term obligations. We recommend that information technology objectives be adequately funded
and departments be held accountable for achieving objectives within budget. Information technology
enhancements are an investment in our future. Funds that are intended for information technology

enhancements must not be diverted to pay rent, utilities and similar short-term obligations.

CONCLUSION

It is our contention that the Farm Service Agency’s Farm Loan Program loan portfolio is in good
financial standing. However, we have grave concerns that a number of pending issues on the horizon that
could place at risk the taxpayer’s investment in the agency’s loan portfolio. The USDA Farm Loan
Program makes it possible for beginning, financially strapped or multi-generational family farmers and
ranchers to compete in the market place. The 2002 Farm Bill aided the efforts of the FSA in achieving
its mission, but more must be done.

We are standing on the precipice of what could be a disastrous storm. The combination of

questionable economic conditions, unknown weather patterns, human capital deficiencies, technology
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failures, and bureaucratic hindrances rests on the horizon in a preventable scenario that could be harmful
to rural America and the agriculture industry, Congress and this Committee is in the pivotal position to
address some of these pending disruptions, and there is no better time than now as the 2002 Farm Bill is
set to expire at the end of this year.

We recommend the elimination of term limits as a means to free up farm loan managers to make
sound financial decisions in offering loans to qualified recipients who otherwise would be ineligible
because of the current regulations. It also means preventing scenatios like a Georgia family of five —a
farming father, and a stay at home mom — from defaulting on their loan because they reached the term
limit and could not find a private lender to take on the small farm as an investment. As the cost of living
goes up, so goes the cost of maintaining and establishing farms and ranches. Rural America has not
been immune to the cost increases of a growing national economy, and the federal government farm loan
program limits should keep up with the growth. In order to reap rewards of investment, it is important to
provide loans that will adequately assist in the cost of farm and ranch maintenance. It is time to increase
the loan limit from $200,000 to at least $300,000. Additionally, charging substantial increases in
guarantee fees to commercial lenders only adds to the financial burden of the farmer or rancher seeking
private loans from the same commercial lenders. Congress must also work to protect the workforce of
America from often frivolous lawsuits by supporting the inclusion of loan officials and contracting
officers into the liability insurance reimbursement program.

These reform recommendations, however, can only be effective if the Agency is provided the
necessary resources to administer the program services and its reforms. The Administration must offer
budget proposals that take into account the impending brain drain in human capital, proper succession
planning, information technology upgrades and overall adequate funding, and Congress must authorize
and appropriate funds that meet those resource needs. With so much pending on the horizon, however, it
is critical that Congress and the Administration invest in a successful federal program before it falls
apart and wreaks havoc on rural America.

We are the men and women who work with the American farmer and rancher everyday. We see
the potential of so many worthwhile applicants, and take to heart the work we do. We are dedicated and
committed members of the federal workforce serving rural America. I'd like thank you for the
opportunity to present our perspective on the state of the farm loan program and would be pleased to

answer any questions you might have. Thank you for your time and consideration of our views.
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Questions for the Record

Senator Norm Coleman

U.S. Senate Committee on Agriculture, Nutrition and Forestry
Hearing on Farm Loan Programs
Tuesday, June 13, 2006

Panel 1

Question #1

My understanding is that the proposed regulation announcing new user fees
on USDA guaranteed farm loan programs represents a major cost that would
be passed down to producers. As weather-related disasters are wreaking
havoc on farmers in northern Minnesota and energy costs are hurting
farmers across the country, this is a terrible time to add another cost to
producers’ balance sheets. These loans are meant to be loans of last resort to
farmers facing tough times, and the program has been quite efficient — a few
million dollars can guarantee a billion dollars in loans to keep farmers going.

Why would USDA take money from what is an efficient loan program to
farmers at a time when some farmers are really hurting?

Question #2

I realize the Farm Storage Facility Loan program isn’t part of FSA’s farm
ownership (FO) or operating loans (OL) programs, but it is a loan program
FSA oversees that is important to my producers. This is a program FSA
operates under it’s CCC authority, and it has the potential to make a big
difference in Minnesota, but my folks have recognized a couple of stumbling
blocks you might be able to help me with.

First of all, my farmers contend the loan payoff period of seven years for this
program is not economically feasible because it makes the payment too high,
and it doesn’t make sense given the fact that a grain storage structure has a
useful lifespan of up to 50 years. Is there a reason why a repayment plan of,
say, 20 years wouldn’t work?

Secondly, on grain bin loans up to $100,000, the USDA requires a first
mortgage, which often ends the application process. Would it be possible to
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replace this requirement with either an egress or separation easement that
would allow USDA protection without putting a burden on the landowner?

Finally, as producers send more of their crops to renewable fuel production,
it becomes more and more important for there to be more storage facilities in
order to ensure a stable supply — instead of having to pile high quality crops
on the ground for temporary storage when we run out of storage space.
Accordingly, do you think USDA would be willing to take a look at
replacing the $100,000 cap on the program with a cap based on, say, a three
year average of bushel production?

Panel 11

Question #3

Everson and Ms. Senter, I know the Guaranteed Loan fee increase proposed
by USDA is a real concern for both of your organizations, and I share your
concern.

My understanding is that the proposed regulation announcing new user fees
on USDA guaranteed farm loan programs represents a major cost that would
be passed down to producers. As weather-related disasters are wreaking
havoc on farmers in northern Minnesota and energy costs are hurting
farmers across the country, this is a terrible time to add another cost to
producers’ balance sheets. These loans are meant to be loans of last resort to
farmers facing tough times, and the program has been quite efficient — a few
million dollars can guarantee a billion dollars in loans to keep farmers going.
Would both of you explain what sort of impact you believe this fee increase
will have on the guaranteed loan program? Also, how will the fee affect
which farmers and ranchers are eligible for the program?

Question #4

Mr. Everson and Ms. Senter, both of you have expressed great concern over
the expiration of the 2002 Farm Bill’s suspension of term limits for the
direct and guaranteed loan programs. The FSA loan programs are meant to
serve as a lender of last resort for farmers trying desperately to keep their
operations running, yet these loan program’s aren’t meant to offer
permanent assistance. I think it’s important for the American public to
understand that farmers face unique challenges and unique situations that



76

make it difficult for them to work within these term limits. Will you
explain, for the record, why term limits just don’t function for farmers and
what effect they would have on the farming community if reinstituted?
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