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Comparing the Loan Performance of Direct and Guaranteed Farm
Service Agency Loans

by
By Steven R. Koenig and Charles B. Dodson®

Abstract

Comparisons of Farm Service Agency direct and guaranteed farm loans made from fiscal
2000 through fiscal 2003 shows that differences in performance measure between the two
delivery systems are substantial, but that those differences appear to be consistent with
differences in program objectives. Direct loans made during these years had higher
delinquency, restructuring, and loss rates than guaranteed loans made. In addition, when
loan repayments occur, they occur more quickly in direct loans than in guaranteed loans.
Despite the differences, most loan performance measures for both delivery systems

continue to show significant improvement from historical highs set in the 1980s and
1990s.

Keywords: Federa credit programs, Farm Service Agency farm loan programs, farm
loan performance, guaranteed farm loans, direct farm loans, loan delinquency.
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Comparing the Loan Performance of Direct and Guaranteed Farm
Service Agency Loans
by
By Steven R. Koenig and Charles B. Dodson

Introduction

Until 20 years ago, USDA involvement in farm credit markets had been primarily made
through loans which are made and serviced directly by USDA. With the passage of the
Rural Development Act of 1972, USDA was given authority to guarantee farm loans
made and serviced by commercial lenders (GAO 1989). The first guarantees of
commercia farm loans were issued in fiscal 1974, but it was not until fiscal 1984 that
guaranteed lending became a significant delivery system of subsidized credit to family
farms unable to obtain commercial credit and reasonable rates and terms. The increase in
guaranteed lending reflected a government-wide effort to shift Federa lending activity
from direct lending programs to guaranteed lending programs (Collender and Koenig).
In the five fiscal years beginning in 2000, an average of $3.5 billion per year in farm
loans have been supplied by USDA’s Farm Service Agency, 73 percent of which came
through loan guarantees (figure 1).

The policy shift occurred during a period of severe financia stress in the farm economy
which had not been felt since the Great Depression (Stam, et. a.). Aninability to service
debts that had accumulated during the 1970s caused farm defaults to swell, particularly in
the Midwest, by the mid-1980s. Farm asset values, which had risen sharply for nearly a
decade, plummeted as farm and farm lender failures mounted. USDA borrowers were
particularly vulnerable to the economic downtown and were especialy vulnerable to
fallure. USDA farm loans, then administered by the Farmers Home Administration
(FmHA), served as a major financial safety net for farm borrowers, by assisting farmers
in the restructuring of their debts (GAO, May 1986).

The stress inflicted upon USDA’ s direct loan portfolio during the 1980s took an extended
period to be resolved and complicated comparisons of the performance between of the
two delivery systems until recent years® Also, recent lending policies and lending
activities have been relatively stable, making loan performance measures more
comparable. Finally, the farm economy and farm financial conditions have been strong
over thelast 5 years (USDA, ERS).

FSA farm loan programs are intended as temporary sources of credit to those applicants
who cannot obtain needed credit from commercia lenders, but nonetheless can
demonstrate repayment ability. A primary objective is to assist these high-risk farm
businesses in becoming successful ongoing concerns. But remaining in business requires
timely loan repayment. Loans that fail to perform according to the original terms of the

% Recent improvements in data systems have also improved the ability to assess |oan performance.
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contract are considered to be in default or nonperforming loans.?” Loan delinquency,
restructuring, and loss rates are measures commonly used to assess loan portfolio
performance.

Given that the mission of FSA’s farm loan programs is serve high risk borrowers, the
occurrence of nonperforming loans in both delivery systems would be expected to exceed
industry standards. Delinquency, restructuring, and loss rates close to that of commercial
lender levels would suggest that these programs are serving a clientele that might qualify
for commercia credit. Yet, high default and loss rates could indicate that the programs
may be serving a clientele incapable of becoming financially successful businesses even
with credit subsidies. Because guarantee lenders must shoulder some loss and seek to
minimize loan servicing costs, guaranteed borrowers on average would be expected to be
more creditworthy than direct program borrowers and hence are expected to experience
lower default rates than direct loan borrowers.?®

In this paper, we compare the performance of direct and guaranteed loans, focusing on
loans made from fiscal 2000 through fiscal 2003. The performance of operating loans
(OL) and farm ownership (FO) loans, as well as direct emergency loans (EM) are
measured. FO loans help farmers purchase or improve farm real estate or, in the case of
guaranteed loans, refinance existing debts. OL loans are used to finance annual
production expenses, chattel, family living expenses, and certain existing indebtedness.
EM loans help farmers recover from natural disasters, such as droughts or floods, by
provicg 9ng loans for annual production expenses or to replace or repair damaged capital
items.

Historical Loan Performance Trends

Underwriting standards, lending program objectives and regulations have changed over
time and these factors have greatly affected past loan performance. In generd,
underwriting standards were tightened in the 1990s after a period of laxer lending
standards and broader |ending objectives. Economic circumstances also greatly influence
loan performance and the affect of the 1980s farm financial crisis on loan performance
measuresis clearly visible in historical loan performance data (GAO, January 1986).

An FSA loan is considered to be delinquent when a scheduled payment of at least $1 is
past due for over 30 days. Prior to 1988 aloan was considered delinquent if a payment of
$10 was more than 15 days past due. FSA reports the dollar amount of delinquent
principal and interest payments. The delinquency rate on direct loans rose very sharply in
the 1980s, especially for emergency loans, which dominated FmHA total lending activity

" Commercial lenders generally define nonperforming loans to include all nonaccrual loans, accruing loans
90 days or more past due in payment, loans in foreclosure or bankruptcy, and loans restructured after
delinquency. Delinguent volume is reported as the total amount of outstanding principal on the loan.
BESA guarantees the lenders repayment of 90 percent of principal and certain interest owed and 95 percent
in the case of certain beginning farmer loans.

% For more information on FSA |oan programs see: http://www.fsa.usda.gov/dafl/default.htm, accessed
February 2, 2006.
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in the late-1970s to early-1980s (figure 2). ** The delinquency rate on EM loans rose the
most, reaching 60 percent by fiscal 1989 and not tending down until fiscal 1996.
Delinquency rates on direct OL and FO loans rose less and by the end of fiscal 2004 had
returned to rates closer to those that prevailed prior to the farm financial crisis.

Guaranteed OL and FO lending volume did not become significant until fiscal 1984 and
the performance of these loans was less affected by the economic circumstances of the
1980s. As aresult, delinguency rates on guaranteed FO loans rose only modestly in the
1980s and have trended down to around a 1 percent in recent years (figure 3). The trend
on guaranteed OL delinquency rates has done just the opposite over the last 20 years,
rising from the 1 percent range to the 3 percent range.

In the mid-1980s, loan loss and write-off rates on direct and guaranteed FO and OL loans
rose rapidly from very low levels prior to the farm financial crisis (figure 4).3 After the
financial crises ended, guaranteed loss rates quickly retreated because commercial
lenders generally acted more quickly to resolve loan repayments problems. By the early
1990s, loss rates on guaranteed FO loans had dropped below 0.5 percent and guaranteed
OL loss rates below 2 percent. Direct loss rates declined more slowly and by the late-
1990s direct OL loss rates had bottomed out in the 4 percent range, while direct FO rates
trended down to just 1.5 percent.

The decline in direct and guaranteed FO loan loss rates has been greatly influenced by
rising farmland values. Farm real estate values per acre rose 80 percent from January 1,
1995 to January 1, 2005, which greatly minimized the likelihood of losses on farm real
estate loans (USDA, NASS).

Loss rates on direct EM loans, which are the most risky FSA loan group, have
experienced the highest loss rates among existing loan programs. Older EM |oans were
made under relatively lax underwriting standards. Recent loans have been made under
stricter standards. As aresult, new lending volume as well as delinquency and loss rates
have been declining. In fiscal 2004, new EM lending volume totaled just $27 million.

Recent Loan Performance Measures

To compare loan program performance of the direct and guaranteed loan delivery
systems under relatively constant program policies and economic conditions, loan
performance measures for loans obligated in each fiscal year from 2000 through 2003
under each program were examined. The loan repayment performance of these loan
cohorts was then evaluated using 3 measures of loan delinquency: 30-day delinquency,

% From fiscal 1978 to fiscal 1981, an economic emergency loan program also provided $6.6 billion in
direct or guaranteed loans (mostly direct) to farmers experiencing shortages of credit from regular sources
or who were experiencing a cost price squeeze in their farming operations. This program experienced high
delinquency and loss rates in the following years.

3 | ossrateis defined as principal and interest losses recorded during a fiscal years as a percentage of loan
principal outstanding at the beginning of the fiscal year.
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90-day delinquency, and lifetime delinquency. These delinquency measures were
calculated by dollar volume of loans and by number of loans made. In addition, principal
and interest loss rates and loan restructuring rates were eval uated.

30-day delinguency

A 30-day delinquency rate was estimated by averaging month end delinquency rates for
each loan cohort from the time of obligation until September 30, 2004. Calculating
annual average delinquency rates minimizes distortions in performances caused by
seasonal factors. Direct loan delinquency rates tend to be more seasonal with rates
peaking early in the calendar year because the mgjority of loans have annual payments
due at the first of the year. Guaranteed loan delinquency rates are less seasonal because
loan contracts are set by hundreds of participating lenders and hence are less uniform.

Whether measured by loan numbers or outstanding principal, the average 30-day
delinquency rate for the direct cohorts greatly exceeds that for guaranteed cohorts (table
1). For al direct loans originated in fiscal year 2000, which have the greatest |ongevity,
the average monthly 30-day delinquency rate on September 30, 2004 was 13 percent,
while for al guaranteed loans the rate was just 4.4 percent. Much of the overall loan
performance differential is due to differences in OL loan performance. Direct OL
delinquency rates are over 3 times greater than those of guaranteed OL loans, whereas
direct and guarantee FO rates are more similar. Some of the superior performance of FO
loans may be a consequence of rising land values which created real estate equity. In
order to protect their farmland equity, farm borrowers often give priority to repaying FO
loans when cash flows are tight.

As expected, the 30—da%/ delinquency rate is lower for newer loan cohorts regardless of
delivery mechanisms®*  Yet, compared to guaranteed loans, direct loans become
delinquent much quicker. The quicker occurrence of repayment problems in the direct
program occurs because direct program borrowers typicaly have tighter cash flow
margins and therefore experience repayment shortfalls sooner.

90-Day Delinquency Rates

A shortcoming in using 30-day delinquency rates to measure loan performance is it
includes repayment problems that might arise from an over-sight on the part of the
borrower or from temporary cash shortfalls rather than more serious financia distress.
Alternatively, using a 90-day delinquency rate, which most commercial lenders have
adopted, provides a more meaningful picture of serious financial distress within a loan
portfolio. Using the same methodology as used for the 30-day calculations, 90-day
average delinquency rates were found to be somewhat lower, but had the same overall
patterns as with the 30-day analysis.** The 90-day delinquency rates averaged 10 percent
for direct loans, as opposed to 2.6 percent for guaranteed loans (table 2).

% Data for other farm lenders show similar delinquency distributions by the age of the loan.
# The guaranteed |oan data base does not explicitly include information on 90-day delinquencies. Instead,
90-day guaranteed loan delinquencies were estimated using lender reports. Every 90 days, FSA requires
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Under the 90-day measure ratio of the relative performances of the two delivery systems
narrowed somewhat among loans issued in fiscal 2000. Some of the differences may be
due to reporting methodology between direct and guaranteed loans. The delinquency
rates for guaranteed OL and FO were very similar for loans made in fiscal 2000.

Lifetime Delinguency Rates

Lifetime delinquency rates were calculated to show the share of cohort loans that had
become delinquent for at least one 90-day period from the time of obligation until
September 30, 2004. This delinquency measure was intended to provide information on
how likely an individual loan will have a repayment problem that will likely need aloan
servicing action. As with other measures, direct loans were found to be more likely than
were guaranteed loans to become 90-days delinquent at least once over the life of the
loan. The lifetime 90-day delinquency rate for direct loans made in fiscal 2000 was 38.2
percent, compared to just 9 percent for guaranteed loans (table 3). As with other
delinquency measures, direct FO loans were least likely and EM loans most likely to
have a lifetime delinquency.

Examining lifetime 90-day delinquency rates across cohort years again reveals that direct
loans encountered delinquency much quicker than guaranteed loans. For loans originated
in fiscal 2003, 13 percent had already become 90-day delinquent at least once by the end
of fiscal 2004. This compared to a lifetime delinquency rate of just 0.8 percent for
guaranteed loans obligated in fiscal 2003. Lifetime delinquency rates for direct OL for
fiscal 2000, 2001, and 2002 were similar, with about 1 out of every 3 loans obligated
experiencing a 90-day delinquency within 2 years of loan origination. Direct FO loans
showed a more constant increase in lifetime delinquency rates as the loan aged.

Loan Restructuring Rates

As expected with higher levels of nonperforming loans, direct loans where more likely to
have their original loan terms changed under a loan servicing option. Direct loans that
are 90-days or more delinquent are eligible for primary loan servicing options as
described under 7 CFR 1951.907.3* These options may include deferring or rescheduling
principal and interest payments, consolidating loans, writing off principal and interest
through net-recovery buyouts and debt write downs, and easements. While guaranteed
loans may also be restructured in similar ways, such decisions are dictated by the lender
servicing the loan. Still, over half of all 90-day delinquent guaranteed loans made in
fiscal 2000 were restructured even though CFR 1951 rules did not apply to these loans.
By comparison over two-thirds of direct loans 90-day or more delinquent made in fiscal
2000 had received restructuring as outlined in 7 CFR 1951 by the end of fiscal 2004.

lenders with guaranteed loans outstanding to file aloan status report. Lenders are then required to file
monthly follow-up reports on those loans identified as 30 days delinquent in the lender status report.

% Borrowers who were not 90 days delinquent may request primary loan servicing if they meet the criteria
for being financially stressed as described under 7 CFR 1951.909(c).
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The share of loans that received at least one loan servicing option between the original
obligation date of the loan and September 30, 2004 was calculated for each yearly loan
cohort. Among direct loans obligated in fiscal 2000, 21.5 percent had been restructured
at least once by the end of fiscal 2004, but only 5.2 percent of guaranteed loans obligated
in that year had been restructured by the end of fiscal 2004 (table 4). As expected,
because OL and EM loans tend to be less creditworthy and have higher delinquency
rates, restructuring activity was greater for these loans as opposed to FO loans.

Loan Write-Off and Loss Rates

The rate of principal and accrued interest not repaid on loans (liquidations, write-offs and
write-downs) was calculated for each cohort as a percent of the original loan obligation
amount. Despite the high percentage of loans that ultimately become delinquent for 30 or
90 days, the loss rate on direct and guarantee loans was found to be comparatively low
and quite similar. For loans originated in fisca 2000, 1.8 percent of direct loan
obligation volume had been written-off by the end of fiscal 2004, whereas just 0.7
percent of guarantee volume had been lost (table 5). Not surprisingly, the loss rates for
FO loans were very small and about the same between the two delivery systems. Rapidly
rising farmland values during the study period kept nearly al of these loans well
collateralized during the study period.

In general, the loss rates for al the loan cohorts were low because the study period loans
were relatively young and restructuring activities such as loan deferrals, reamortizations,
and payment rescheduling likely kept loan losses minimal. In general, loss rates on new
loans tend to be minimal in the first year or two and then rise to a peak before falling
back as the loan ages. With fiscal 2000 being the oldest cohort of loans in the study, it is
possible that loss rates by fiscal 2004 had not peaked for these loans and hence higher
loss rates for both delivery systems might rise in coming years. This of course would be
amplified if farm asset values were to decline in subsequent years.

Summary

Beginning in fiscal 1984, USDA loan guarantees became the primary delivery
mechanism for providing subsidized federal credit to farm borrowers unable to obtain
credit at reasonable rates and terms. Over the last decade, roughly 85 percent of total
farm ownership credit and 70 percent of total operating lending has been delivered
through Farm Service Agency guaranteed farm loan programs. While the two delivery
systems deliver similar types of credit, they tend to serve somewhat different clientele
and hence differences in loan performance measures are to be expected. The direct
program tends to serve borrowers that are less creditworthy and hence are of greater risk
to default than borrowers receiving guaranteed commercia loans. Moreover, as directed
by statute, a higher percentage of direct lending goes to small and new farming
operations, as well as to groups deemed to be socially disadvantaged.



In general, delinquency, restructuring, and loss rates for direct and guaranteed loans aike
have trended lower from the peaks of the 1980s farm financial crisis. Direct program
delinquency and loss rates are much higher than guaranteed rates and have been slower to
come down. Comparison of the performance measures for direct and guaranteed loans
made in fiscal 2000 through fiscal 2003 shows that substantial differences remained at
the end of fiscal 2004. These loans were made under relatively constant program policies
and economic conditions making comparisons more meaningful. Direct loans made
during these years had higher delinquency, restructuring, and loss rates than guaranteed
loans made during the period. In addition, when loan repayment problems occur, they
were found to occur much quicker in the direct loan programs.

The difference in performance measures between direct and guaranteed farm ownership
loans was less than that between direct and guaranteed operating loans. The lower
incidences of nonperformance among farm ownership loans can at least partialy be
attributed to substantial increases in farmland val ues during the 2000 to 2004 period. This
likely aided debt restructuring for these loans when cash flow shortfalls occurred. Direct
emergency loans were found to have the poorest |oan performance measures.
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Table 1. Average 30-day delinquency rates by program and obligation year,
fiscal 2000-03. /1

Fiscal year of obligation

Program 2000 2001 2002 2003
Percent of loans having a delinquent payment
Total direct 13.0 12.2 10.9 5.3
FO 6.2 55 4.0 2.2
oL 14.7 13.6 11.9 5.7
EM 14.5 15.8 135 5.8
Total guaranteed 44 2.6 2.0 0.6
FO 39 2.0 14 0.4
oL 4.6 29 2.2 0.7
Percent of outstanding principal having a delinquent payment

Total direct 13.1 12.7 10.3 4.8
FO 6.7 6.4 4.2 2.4
oL 16.2 15.0 12.5 5.3
EM 17.8 18.5 14.5 5.8
Total guaranteed 44 29 2.0 0.7
FO 39 2.2 14 05
OL 4.7 3.4 2.6 1.0

/1 Monthly averages as September 30, 2004.
Source: FSA Farm Loan Program data.
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Table 2. Average 90-day delinquency rate by program and obligation year,
fiscal 2000-03. /1

Fiscal year of obligation

Program 2000 2001 2002 2003
Percent of loans having a delinquent payment

Total direct 10.0 9.6 79 31
FO 51 4.3 2.7 11
OL 11.7 10.6 8.6 3.2
EM 93 134 10.4 3.9
Total guaranteed 2.6 14 0.9 0.2
FO 24 11 0.6 0.1
oL 2.7 1.6 11 0.2

/1 Monthly averages calculated as of September 30, 2004.
Source: FSA Farm Loan Program data.

Table 3. Lifetime delinquency rates by program and obligation year,
fiscal 2000-03. /1

Fiscal year of obligation

Program 2000 2001 2002 2003
90-day lifetime loan delinquency rates

Total Direct 38.2 35.5 31.8 13.2
FO 30.0 254 16.8 55
oL 37.9 35.1 32.1 13.6
EM 46.8 534 49.5 17.6
Total Guaranteed 9.0 6.2 4.3 0.8
FO 8.4 5.0 2.7 0.5
OL 9.2 6.7 4.9 0.9

/1 Averages calculated as of September 30, 2004.
Source: FSA Farm Loan Program data.

68



Table 4. Lifetime loan restructuring rates, by program and year of obligation,
fiscal 2000-03. /1

Fiscal year of obligation

Program 2000 2001 2002 2003
Percent of loans

All Direct 215 18.4 14.8 0.8
FO 12.9 8.8 49 0.5
oL 21.6 19.7 15.7 0.8
EM 28.2 255 17.0 1.0
All Guaranteed 52 34 2.7 0.7
FO 4.4 25 19 0.4
oL 54 4.3 3.0 0.9

/1 Calculated as of September 30, 2004. Includes all loan restructuring activities, including those under
primary loan servicing options.
Source: FSA Farm Loan Program data.
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Table 5. Lifetime write-offs and loss settlements by cohort group, fiscal 2000-03. /1

Fiscal year of obligation

Program 2000 2001 2002 2003
Lifetime Dollar amount of losses as a percentage of obligation volume
Total Direct 1.8 1.3 0.7 0.0
FO 0.4 0.2 0.0 0.0
oL 25 1.6 0.9 0.0
EM 2.2 2.2 0.0 0.0
Total Guaranteed 0.7 0.3 0.1 0.2
FO 0.3 0.3 0.0 0.0
OL 0.8 0.4 0.2 0.2
Lifetime Loans experiencing losses as a percent of loans disbursed
Total Direct 25 1.7 0.9 0.0
FO 0.6 0.3 0.1 0.0
oL 2.6 1.8 0.9 0.0
EM 3.8 34 0.0 0.0
All guaranteed 1.9 0.9 04 0.1
FO 0.9 0.4 0.1 0.0
oL 2.2 1.1 0.5 0.1

/1 Calculated as September 30, 2004. Includes loan principa and interest losses, but excludes write-downs
and write-offs associated with primary |oan servicing actions, which were infrequently used during the

study period.

Source: FSA Database.
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Figure 1. Annual FSA loan obligation volume, fiscal 1990 - 2004.
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Figure 2. Direct loan delinquent payment rates, fiscal 1980 — 2004.

g 70
o 3
22 60 ™\
o< / \/\
Eo 50
S o / \
>S40
c T
52 / \
TS‘& 30 / \
c 5 LS
23 20 .
8% 10/ —’_—\_______h__
o - -——-
8 0 F T
S > o RN % 8 6 & O a ™
S F L P ) S o S S S N o
SN S N N N ) IS S S

Fiscal year-end

— =FOloans - - -OL loans = Em. Disaster

Source: FmHA and FSA Report Code 616, various years.

71



Figure 3. Guaranteed loan delinquent payment rates, fiscal 1982 — 2004.
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Figure 4. Annual FSA loan program loss rates, fiscal 1980 — 2004.
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Figure 5. Annual emergency disaster loan loss rates, fiscal 1982 — 2004.
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