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THE LEGISLATIVE POST Audit Committee and
its audit agency, the Legislative Division of Post
Audit, are the audit arm of Kansas government.
The programs and activities of State government
now cost about $10 billion a year. As legislators
and administrators try increasingly to allocate tax
dollars effectively and make government work
more efficiently, they need information to evalu-
ate the work of governmental agencies. The
audit work performed by Legislative Post Audit
helps provide that information.

We conduct our audit work in accor-
dance with applicable government auditing stan-
dards set forth by the U.S. General Accounting
Office. These standards pertain to the auditor’s
professional qualifications, the quality of the au-
dit work, and the characteristics of professional
and meaningful reports. The standards also
have been endorsed by the American Institute
of Certified Public Accountants and adopted by
the Legislative Post Audit Committee.

The Legislative Post Audit Committee
is a bipartisan committee comprising five sena-
tors and five representatives. Of the Senate
members, three are appointed by the President
of the Senate and two are appointed by the Sen-
ate Minority Leader. Of the Representatives,
three are appointed by the Speaker of the House
and two are appointed by the Minority Leader.

Audits are performed at the direction of
the Legislative Post Audit Committee. Legisla-

tors or committees should make their requests
for performance audits through the Chairman or
any other member of the Committee. Copies of
all completed performance audits are available
from the Division’s office.
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August 16, 2004

To: Members, L egislative Post Audit Committee

Senator Derek Schmidt, Chair Representative John Edmonds, Vice-Chair
Senator Bill Bunten Representative Tom Burroughs

Senator Anthony Hensley Representative Bill McCreary

Senator DaveKerr Representative Frank Miller

Senator Chris Steineger Representative Dan Thimesch

This report contains the findings, conclusions, and recommendations from our compl eted
performance audit, Department of Agriculture: Reviewing the Grain Warehouse I nspection Program.

Thereport includes several recommendations for the Legislature, including raising bonding rates
and minimums, authorizing the Department to impose fines, specifying the use of sampling to test grain
quality, and requiring the Department to take additional steps for warehouses with quality problems.

We also recommend the L egislative Post Audit Committee request an interim study regarding
future funding for the Program and protections for farmers who sell grain on contract rather than just store
grain.

Finally, we recommend the Department of Agriculture develop and use arisk-assessment tool,
require its staff to record al violations found during examinations, increase its oversight of field staff, and
implement someform of rotation among field staff.

We would be happy to discuss these recommendations or any other items in the report with any
legislative committees, individual legislators, or other State officials.

BarbaraJ. Hinton
L egislative Post Auditor
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Get the Big Picture

Read these Sections and Features:

1. Executive Summary - an overview of the questions we
asked and the answers we found.

2. Conclusion and Recommendations - are referenced in
the Executive Summary and appear in a box after each
question in the report.

3. Agency Response - also referenced in the Executive
Summary and is the last Appendix.

Helpful Tools for Getting to the Detail @~

= In most cases, an “At a Glance” description of the agency or
department appears within the first few pages of the main report.

* Side Headings point out key issues and findings.

= Charts/Tables may be found throughout the report, and help provide
a picture of what we found.

= Narrative text boxes can highlight interesting information, or
provide detailed examples of problems we found.

= Appendices may include additional supporting documentation, along

with the audit Scope Statement and Agency Response(s).

Legislative Division of Post Audit
800 SW Jackson Street, Suite 1200, Topeka, KS 66612-2212
Phone: 785-296-3792  E-Mail: lpa@lpa.state.ks.us
Web: www.kslegislature.org/postaudit




EXECUTIVE SUMMARY

LecIsLATIVE DivisioN oF PosTt AupiT

Overview of Grain Warehouse Regulation in Kansas

The State’s program for regulating public grain warehouses was transferred
from the Grain Inspection Department to the Department of Agriculture in
1997. The purpose of the Grain Warehouse Inspection Program is to
ensure that Kansas farmers have solvent warehouses where they can
safely store their wheat, corn, oats, soybeans, and other grains. The
Program licenses and examines warehouses to ensure the warehouse is
financially sound, the measured quantity of grain matches warehouse
records, proper records are maintained, and the facilities provide a safe
environment for the storage of grain. The Program covers only State-
licensed warehouses that store grain for others; it doesn’t cover federally
licensed warehouses or those that hold only the warehouse owner’s grain.
Several recent warehouse failures have raised concerns about whether the
Program and the laws it enforces are adequately protecting Kansas

farmers who store their grain in State-licensed facilities.

Does Kansas Have an Adequate Program for Protecting Farmers
Who Have Grain Stored in Public Warehouses?

Kansas’ Program follows a number of good practices, but ... page 9
some major weaknesses impair its ability to protect farmers. The
Kansas Program should ensure that warehouses meet financial
requirements, facilities are maintained to protect the quality of grain, the
right amount of grain is there, and when problems are found they’re
addressed in a timely and sufficient manner.

Our review of the Program identified several good practices staff were
following: ensuring that warehouses met the financial requirements,
conducting examinations annually as required by law, using a standardized
checklist for examinations, and conducting unannounced examinations.

To help in our assessment of the Kansas Program, we compared it to grain
warehouse programs in lowa, Nebraska, Oklahoma, and lllinois and to the
federal program. After making those comparisons, reviewing licenses and
examination files, and analyzing recent warehouse failures, we identified
several weaknesses which have resulted in inadequate protection for
Kansas farmers, as described below.

PROBLEMS RELATED TO LICENSING

Some licensing requirements for grain warehouses in Kansas  .............. page 10
aren’t as stringent as other states. As part of its annual licensing
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requirements, the Program requires Kansas warehouses to post a bond
which would help mitigate any losses due to mismanagement or fraud.
Kansas’ bonding requirements are lower than those of other states which
use bonding for financial assurance. Also, Kansas law allows warehouses
to submit “reviewed” (not audited) financial statements. Audited financial
statements provide greater assurance that the figures presented are
complete, accurate, and follow generally accepted accounting practices.
lllinois’ grain warehouse program requires audited financial statements, and
Nebraska’s requires additional bonding if “reviewed” financial statements are
submitted.

Program staff don’t use all the financial information they ... page 11
receive to help identify and expand requirements for warehouses
that may be at a higher risk of failure. Program staff use information
from the financial statements only to determine whether the warehouse
meets the minimum financial requirements for licensure set out in law;
namely, that its current assets are equal to or greater than current liabilities,
and that its net worth is at least 25¢ per bushel of licensed capacity.
Calculating other ratios and reviewing additional information contained in the
financial statements could help Program officials identify warehouses which
are financially “risky” and need more monitoring or increased bonding
requirements.

Program staff told us their review is limited because they think they have to
grant a license if a warehouse meets the two minimum financial
requirements set out in law. We think that interpretation is too narrow; State
law says the Secretary may issue a license if the financial criteria are met.

PROBLEMS RELATED TO MONITORING

We found several serious weaknesses that hurt the ... page 12
effectiveness of the grain warehouse program. Program staff perform
very limited evaluations of the quality of grain stored in licensed
warehouses. Their review is limited to observations of the conditions of the
facility (open windows, water leaks, birds) and to a small sample of grain
usually taken from the top of the storage bin (looking for insects, animal
droppings, odor, etc.). By not taking samples further down to the sides or
bottom—especially for flat-storage facilities—Program examiners may not
discover problems with the quality of grain, or be able to tell whether
previously identified problems have been fixed.

Department staff don’t think the Program has the authority to take samples
of grain, require warehouses to test the quality of grain when Program staff
observe problems with it, or deny a license based on grain quality problems.
They don'’t think current State law is specific enough, and said even if it
were, the Program doesn’t have the equipment, money, or time to do further
sampling and testing of grain quality. We don’t think the law limits the
Program’s regulatory authority related to the quality of grain, because
maintaining grain quality is referred to several times in the statutes. Further,
the Program has a responsibility to take whatever reasonable actions are
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needed to assess whether warehouses are meeting statutory
requirements relating to maintaining the quality of stored grain.

Program examiners aren’t writing up—or aren’t consistently writing up—all
the problems they identify during examinations at licensed warehouses.
That means Program officials have no way of knowing the real types or
number of problems being found at warehouses. For example, one
warehouse went out of business after USDA officials discovered it had
nearly 400,000 bushels of poor-quality grain. State examiners said they’d
known about grain-quality problems at this facility, but none had been
reported since 2001. Before August 2002, the Program also had no formal
policy regarding following up on grain quality or shortage problems
identified during on-site examinations.

Finally, the Program’s oversight of its examiners is inadequate to ensure
that they are carrying out laws, regulations, and policies appropriately and
consistently. The seven examiners are spread across the State, work
alone most of the time, have no field supervision, and aren’t routinely
rotated to different regions.

PROBLEMS RELATED TO ENFORCEMENT

The Program doesn’t have the statutory authority to fine
warehouses that violate laws and Program regulations. The other
states we reviewed and the federal program all have fining authority.
Without the authority to issue fines, the Kansas Program has little
recourse against warehouses that repeatedly violate grain quality and
quantity requirements. Because Program officials don’t think they have
the authority to suspend or revoke a license based on quality problems,
the actions they’ve taken have been very limited.

Program officials have taken no enforcement actions against
warehouses, even when such actions appeared to be warranted.
Neither Program nor Department officials took any enforcement actions
against one warehouse after the examiner reported serious uncorrected
grain quality problems. The Program didn’t take any enforcement action
against another warehouse, despite evidence the facility repeatedly had
serious quality problems that remained uncorrected for a full year. Again,
Program officials don’t think they have the statutory authority to take more
aggressive actions against warehouses that have grain quality problems.
They haven’t sought additional statutory guidance or authority.

PROBLEMS RELATED TO SCOPE AND FUNDING

Farmers who participate in sale contracts aren’t protected ... page 20
under Kansas’ warehouse law. The law only covers farmers who store
their grain in a licensed warehouse, not those who sell their grain.
Increasingly, farmers are selling grain using a form of contract sales in
which ownership of the grain is transferred but the payment or price for that
grain is deferred until a later date. In such cases, if the warehouse fails

EXECUTIVE SUMMARY iii
Legidative Division of Post Audit
August 2004



before the farmer is paid, the farmer is not covered under the Program and
can’t make a claim under the warehouse’s bond.

Most other grain-producing states regulate grain dealers, which helps
protect farmers who sell their grain to a dealer, which may be a warehouse.
Nebraska, lowa, and lllinois regulate grain dealers, and provide financial
protection through a grain dealer bond or indemnity fund. The Kansas
Legislature considered licensing grain dealers several times before 1985,
but each time the proposed legislation failed. The use of sale contracts
wasn’t as common at that time.

Kansas’ Program is expected to run out of money in 2005. The
Program is funded through fees and a reserve fund. Since 1997, when the
Program was transferred to the Department of Agriculture, it has been
relying on reserve funds to meet expenditures. That reserve fund is
expected to be depleted in March 2005. According to Department
officials, Kansas is one of only three states that receives no general fund
assistance for its grain warehouse program. Options the Department has
considered range from requesting additional General Fund support to
discontinuing the Program.

Conclusion

Recommendations

APPENDIX A: Scope Statement

APPENDIX B: Fee Increases for State-Licensed Warehouses
APPENDIX C: Comparisons Among States

APPENDIX D: Agency Response

This audit was conducted by Chris Clarke, Molly Coplen, and Jill Shelley. Cindy Lash was the audit
manager. If you need any additional information about the audit’s findings, please contact Ms.
Clarke at the Division’s offices. Our address is: Legislative Division of Post Audit, 800 SW Jackson
Street, Suite 1200, Topeka, Kansas 66612. You also may call us at (785) 296-3792, or contact us

via the Internet at LPA@Ipa.state.ks.us.
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Department of Agriculture:

Reviewing the Grain Warehouse | ngpection Program

The Grain Warehouse | nspection Program in the Kansas Department of
Agriculture administersand enforcesthe Kansas Grain Warehouse L aw.
The Programisdesigned to ensurethat Kansasgrain producershave
safe, solvent warehousesto storetheir grain. Thelaw requiresany
entity that storesgrain for the public to belicensed by the State.
Facilitiesthat arelicensed under the Federal WarehouseAct are not
subject to Kansas|law.

Recently, severd grain warehousefailuresoccurredin Kansas, and
grain producersincurred losses. Thesefalluresraised questionsin
legidators mindsabout whether the Grain Warehouse I ngpection Program
andthelawsit enforcesappear to beadequateto protect grain producers
who goregraininpublicwarehouses. Thisaudit answersthefollowing

quesion:

DoesK ansashavean adequateprogram for protectingfarmers
whohavegrain stored in publicwar enouses?

Toanswer thisquestion, weinterviewed officia sof the Department of
Agriculture, theU.S. Department of Agriculture (USDA), theAssoci ation of
AmericanWarehouse Control Officias, and agriculturedepartmentsin
Nebraska, Oklahoma, Illinois, and lowa. Wedsointerviewed warehouse
operatorsand grain producersaffected by therecent bankruptcies.

Wereviewed Program andlegd filesat the Department of Agricultureto
determinewhether Program staff werefollowing established procedures
and requirementsduring licens ng and during examinationsand other
monitoring activities. Our review of 20warehousesistoosmall asample
to project resultsto theentire population. Wea so accompanied an
examiner onatwo-day examination. Findly, wereviewed and compared
related statutesand regul ationsfor Kansas, Nebraska, Oklahoma, Illinais,
andlowa, aswel| asfederd grainwarehouselaws.

For reporting purposes, we collgpsed thetwo questionsfrom the scope
satement (seeAppendix A) into onebroader question.

Inconducting thisaudit, wefollowed thegpplicablegovernment auditing
sandardsset forth by the U.S. Government Accountability Office. Our
findingsbeginon page9, after abrief overview.
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Overview of Grain Warehouse Regulation in Kansas

Thepurposeof the Grain Warehouse | nspection Programisto ensurethat
Kansasfarmershave solvent warehouseswherethey can safdy storethelr
whest, oats, corn, Soybeans, and other grains. The State enacted the Public
Grain WarehouseLaw in 1907, and assigned theduty to enforceittothe
Grain Inspection Department. Although thelaw hasbeen updated toreflect
changing practicesandtoincludeadditiona protectionsover theyears, its

basic purposehasn’t changed.

Tocarry out thispurpose, the Programannually licensesand inspectseach
State-licensad publicwarehouse. Theselicensngand examination
processesaredesigned to help ensurethewarehouseisfinancialy sound,
themeasured quantity of grain matchestheamount inwarehouserecords,
proper recordsaremaintained, and thefacilitiesprovideasafeenvironment
for thegrainbeing stored.

ThisProgram hd psprotect thefinancia well-being of Kansasfarmers.

K ansasisthe nation’sleading whesat producer: about one-fifth of al wheet
grownintheUnited Statesisgrownin Kansas—atota of 480 million
bushelsin 2003, accordingtothe USDA. Kansas' totd production of
whest, corn, grain sorghum, soybeans, oats, and barley totaled morethan
972 millionbushelsthat year.

In 1997, Responsibility for
Regulating Public Grain
Warehouses Was
Transferred Fromthe
Grain Ingpection
Department To the
Department of Agriculture

The Grain Ingpection Department wasabolishedin1997. Itstwomain
dutiesweredivided, asfollows.

e responghility for carrying out theprovisonsof the State sPublicGrain
WarehouseLaw wasgiventotheKansasDepartment of Agriculture

e reponghility for providing officd grain“grading” serviceswas
privatized. Getting graingradedisnow voluntary; theState's
requirement for officid grading of gran upon ddivery for soragein
K ansaswarehouseswaseiminated in 1990.

Graphic OV-1 showshow the structure of the Program changedin 1997.

PERFORMANCE AUDIT REPORT
Legislative Division of Post Audit
August 2004



s|jeloRjo SOy ‘sjeroio Juswpedsq /661 JeaA [eosiH Jo) sishjeuy 196png yoleasay aAne|siba] :s80In0g

_ S92IAI8S 89S0y} apinoid 0} 92IAI8S
| uonoadsu| utels |esepad/yASN 8y}

| Aq pazuoyine 'saied pajsalisiul ||e

_hou,mmo_?_mm mc_mem_m_o_tOmmv_>oa.
_
_
_

(Anuz ajeand)
92IAI9S uoI3dadsu| ulels) sesuey|

21nynoLIBy Jo Juswiedaq ay) ulyIm

peqs

apeJj uielb sy ul pnelj Jo sjuiejdwod
sejeblisaAul pue ‘SpJodal saulWexs
‘salyijioe) sjoadsul ‘SesNoyaIeM S8SUBDI| .

8 ;3.1 [ej01 ‘000°00S$ -196png

0s(e suoljouny sAlesSIUIWLPE .

weibouad uonoadsuj
9snoyalepp uielis)

2in}nouBy jo jJuswliedaq sesuey

g 1e sailed pajsalalul | Jo}

uoISIAIQ uonjdadsuj ulels

s92IAI8Ss Buipelb |eiolo papinold .

al1jua 10y} uoisinladns
pue Bununoooe .

UOISIAIQ UolesSIUIWPY

wwéﬁw...u‘
el L6/1/6 2ulS
RN
QWA/O/.V..&‘V‘.Q. s _
o T (pajily a10m
Ov@v@..
suonisod mr_%o 6) 314 2} -
apeJ} uiesb ay} ui pnedy
314 /6 - 3149 - 1O sjuie|dwod pajebisaaul
9)e}s 9y} punoJe suoieodo| Juswyedsp pue ‘splodal paulwexs

‘salyl|ioe) pajoadsul
‘sesnoyalem pasudll| .

uoIsiAIg
uonenbay asnoyalepy

/L) 31 [ejol ‘uoljiw G¢ :1ebpng

juawiiedaqg uonoadsuj ulels) sesuey

16/1/6 d10j9g

weuabolid ayj jo abueys jeinjonsg

L-AO 2lydeis

PERFORMANCE AUDIT REPORT
Legidative Division of Post Audit

August 2004



The Sate's Grain Liked| mgor grain-producing sates, Kansasregul atesthestorageof grain

Warehouse Program at publicwarehouses. Not al grain storagefdlsunder the State's
Covers Only Sate- warehouselaw. TableOV-1showswhichfacilitiesandgrainarecovered
Licensed Warehouses under thelaw, andwhicharen't.
That Sore Grain
Owned by Others Table OV-1
Coverage Provided by the Kansas Grain Warehouse Inspection Program
The Program covers ... But it doesn’t cover ...
... warehouses that store grain for the public ... warehouses that hold only the warehouse
owner’s grain
... State-licensed warehouses ... federally licensed warehouses
... farmer-owned grain stored at the ... grain owned by the warehouse, whether
warehouse outright or being purchased on contract

TheUSDA offersaparalle war ehouseprogram, with separ atebut
gmilar licenangand examination requirements. All public
warehouses must belicensed, but awarehouse might choosetogeta
federd licenserather thanaStatelicense. For example, awarehousewith
fadlitiesinmultiplestatesmight becomefederdly licensed oit must meet
only asgnglesat of requirements.

Althoughfedera and Staterequirementsaresubstantialy thesame, there
areafew important differences. Kansasrequiresawarehousethat stores
others graintobelicensed, but federd licenangisoptiond. Unlike
Kansas, thefedera program doesn’ t requirewarehousesto beinspected
annudly. Wedso noted that, dlthoughit’snot required or specificaly
authorized by law, federd warehouseexaminersdo moretesting of grain
qudity during their ingpectionsthan Kansasexaminersdo.

Table OV-2
Grain Warehouse Programs in Kansas — 2004 Table OV-2

comparesthe
State- Federal- Total % of total for
Licensed Licensed State-Licensed numbersa'ld
Facilities CGpECIty Of
# of licenses issued 146 83 229 64% Sa:e_“m
# of facilities examined (a andfederdly
license can cover more 420 366 786 53% . _
than one facility) licensd gran
giﬁﬁg;y(fg gﬁiﬂf}f:) 340 million | 482 million | 822 million 41% warehousesin
Kansss.
g"c?"rg/ge capacity per 810,000 | 1.3million | 1.0 million
Source: Grain Warehouse Inspection Program staff
Sate-Licensed Grain Aspart of the Program’sannud licensing process, awarehouse must
Warehouses Must provideproof that it meetsanumber of financia requirements. Those
Meet a Number of requirementsaredesigned to help ensurethewarehouse has sufficient
Requirements To resourcesto operate, isinsured againgt catastrophic damagetothe
Operate in Kansas gructure, and can mitigate any lossesthat are caused by thewarehouse's
4 PERFORMANCE AUDIT REPORT
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mismanagement or fraud, for farmerswho storetheir grain. These
requirementsarelisedin Table OV-3:

Table OV-3

Financial-Related Requirements That Warehouses Must Meet Each Year for Licensure

Financial Requirements -
to ensure sufficient
resources to operate

current assets must be equal to or greater than current liabilities

net worth must be 25¢ /bushel of licensed capacity, with a minimum of
$25,000

financial statements must be reviewed or audited by an accountant

Insurance Requirements -
to protect grain owners from
catastrophe

must have fire, explosion, lightning, and tornado insurance for the
grain’s full market value, with a deductible of not more than $10,000

Bonding Requirements -
to mitigate any losses due
to mismanagement or fraud

ranges from 10¢ to 20¢ per bushel of licensed capacity (depending on
the capacity), but must be a minimum of $10,000 (maximum $500,000)

Sources: K.S.A. 34-228(c)(1); K.S.A. 34-228(b)(1)(A); K.S.A. 34-229(a); K.S.A. 34-236; KAR 4-25-12

( What Happens During a Warehouse Examination \

Inaddition, thewarehouseisexamined on-steeach year. These
examinationshel p ensurethat the correct amount of grainisonhand, the
warehouse sbhookkeepingisinorder, andthefacilitiesfor doringgrainare
adequateand provideasafeenvironment for sored grain. Examinations
arefurther describedintheprofilebe ow.

We accompanied an experienced examiner on a two-day examination. (On average,
each examination takes six days; this was a smaller warehouse.) Here are some of the
main steps we observed, which he told us were usual during an examination:

® Check record-keeping
» Check samples of inbound scale tickets to verify storage or payment and
warehouse receipts to ensure they’ve been used and recorded properly.
» Check whether the amount of the insurance policy is adequate to cover the value
of the grain.
® Check quantity
» Measure each bin and calculate the amount of grain in the warehouse.
» Compare the measured amounts of grain to the amounts the warehouse’s
records show.

® Check for quality
» Check the physical facility to determine whether it properly protects the grain’s
quality, e.g., whether it allows water to enter.
»  Check the quality of the grain on the surface by observation (e.g., excessive split
kernels in a small sample, sprouting grain, or a bad smell likely would indicate
deterioration in quality).

® Provide feedback
» Discuss any problems found with the warehouseman; leave a copy of the
examination report.
» After the warehouseman reports corrections made, the examiner will determine
whether the response is adequate and may return to the warehouse to check.

At the examination we observed, the examiner found problems with the adequacy of the
facility. Windows at the top of the elevator were broken, which allowed birds to enter. Bird
droppings on top of some of the bins dropped in when the bin was opened to measure
the grain. In another of the warehouse’s facilities, the dust was excessively deep and the
man-lift didn’t operate properly. This warehouse was placed on the Department’s

@celerated examination schedule for closer monitoring. J
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Overdl, theProgram’srequirementsaredesigned to providereasonable
protectionstofarmerswho soregrainin public granwarehouses,

TheProgramIsFundedby  TheProgram’'smainsourceof revenueisannud licensingfeespaid by

Feesand Reserves warehouses. A dgnificant portion of funding (24%in 2004) dso comes
from reservesthat werecreated infiscd year 1998 whenthe State Grain
I ngpection Department wasdiminated. Whentheregulationof grain
warehouseswastransferred to the Department of Agriculture, about $1
millionfromthe State Grain Ingpection Fee Fund wastransferred tothe
newly created Grain Warehouse Fee Fund. TheProgramhasbeenusing
thismoney to offset expenseseach year.

TheAt-a-Glancebox inthissection summarizesfiscd year 2004 Program
revenuesand expenditures.

Kansas Department of Agriculture

Grain Warehouse Inspection Program

At A Glance
Authority: K.S.A. 34-101 through 34-2,112.
Staffing: The Program has eight full-time-equivalent positions: seven examiners and one program
manager.
Budget: The Program's major funding comes from license fees. Each year since the Program moved to

the Department of Agriculture, expenditures have exceeded revenues. To offset expenses, the
Program has been relying on reserve funds.

FY 2004 Expenditures Sources for Funding for Expenditures
Draw Down of
Type Amount % of Total Reserves
Salaries & Wages $384,773 83% $1;§;/1 60
Contractual
Services $63,307 14% Other
Other $13,353 3% $23.402
Interest
$2,535
1%
Licensure
Fees
$323,336
70%
Total Expenses: $461,433 100% Total Funding: $461,433

Source: Division of the Budget forms DA 404 and DA 406, FY 2004, received from Department of Agriculture.
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Part of the Impetusfor
This Audit Was the Recent
Failure of Several Grain
Warehouses

Three State-licensed warehousesfailed recently: twoinApril 2002, andone
inAugust 2003. Twoinvolvedadlegationsof fraudulent activity or crimind
wrong-doing; thethird wasdueto mis-management.

Two other granwarehousesa sorecently lost thelir Satelicenses onein
October 2003 andtheother inApril 2004. Thesefecilitiesoperatedinthe
grainbusiness, but they had to buy thegrain outright or on acontract and
couldnolonger storegrainfor farmers. Asaresult, farmerswhohadgrain
doredthereeither hadtosdl it or moveit to another State-licensed facility
ortoon-farmstorage. Each hassince been purchased or leased by another
licensad warehouse.

Theseproblemshavera sed questionsabout whether the Grain Warehouse
I nspection Program isadequately protecting grain producerswho sorether
graninState-licensedfadilities. Programofficidstold usthat bankruptcies
tendto becyclicd andfollow drought patterns. Before 2002, they said, the
most-recent State-licensed warehouse bankruptcy wasin 1985.

Although bankruptcy proceedingsaren’t completed for thetwo former
licensees, recent figuresshow about 500 farmerswithgrainstoredinthese
facilitieslost an estimated $400,000. Other partiesnot protected by theAct
may havesuffered Sgnificant financid lossesaswel, indudingfarmerswho
had sold whest to thesewarehouseson contract and other creditors. The
Depatment doesn't haveinformation ontheseclams. Moreinformation
about thesethreefacilitiesispresented on thenext page, andin Question 1.
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State-Licensed Grain Warehouses That Recently Failed

Brady Grain Inc. (Norton and Phillips County, Kansas)

The warehouseman’s attorney notified the Department in August 2003 that this warehouse had
ceased to operate, and that the warehouseman wanted the Department to take control of the
premises and records. The warehouse owner subsequenty filed for bankruptcy. After the stored
grain was sold and bond proceeds of $263,500 were distributed, farmers with stored grain still lost
about $200,000. The USDA's Commodity Credit Corporation—which had had 300,000 bushels of
grain stored there for about a decade—made an additional claim for $205,000, which wasn’t paid in
the settlement.

Although State examinations over the preceding several years had noted some problems with the
warehouse not holding a sufficient quantity of grain to cover its obligations, grain quality, not
quantity, was the problem when the warehouse closed. Acting on a tip, USDA officials inspected the
warehouse in May 2003, and found nearly 400,000 bushels of low quality grain. The overall quality
of the stored grain had deteriorated so badly that the grain couldn’t be used to cover warehouse
obligations. State examiners said they’d known about grain quality problems, but none had been
reported since 2001. (More details are on page 19.)

Miller Grain, Inc. (Saline County, Kansas)

In November 2001, the bond company notified the Department that this warehouse’s bond
coverage was being cancelled effective April 30, 2002. The warehouse apparently tried to get new
bond coverage but wasn'’t able to; without a bond, a warehouse can’t be licensed. The Department
took control of the facility on April 29 and didn’t allow any further grain movement. Examination
results from 1999 through 2002 had shown some periodic problems with both grain quality and
guantity; one exam found the warehouse had sold as much as 100,000 more bushels than it
owned. After the Department took over, examiners again found grain quality problems, as well as a
shortage of 200,000 bushels of wheat and 17,000 bushels of milo.

The courts granted the Department receivership on May 7, and the Department liquidated the grain.
After the grain was sold and $750,000 in bond proceeds were distributed, the Department
estimates that farmers with stored grain lost $220,000. According to Department officials, the
warehouse often didn't issue scale tickets or warehouse receipts for grain to farmers; instead, it
issued them to the trucking company (which the warehouseman also owned) that picked the grain
up from farmers and brought it to the warehouse. As a result, many farmers had undocumented
claims. Department officials told us, that after the warehouse went out of business, law
enforcement officials were called in to investigate its activities. This warehouseman also was
licensed as a grain dealer and did business in Nebraska. Officials there estimated Nebraska
farmers recovered about 15¢ of every dollar owed.

Marietta Farms, Inc. (Oberlin Milling Company) (Decatur County, Kansas)

This warehouseman filed for Chapter 11 bankruptcy on April 30, 2002. State exams preceding the
bankruptcy filing had identified various problems, such as crusted and insect-infested grain,
bookkeeping problems, storing grain in unlicensed space, and the warehouse selling more grain
than it owned. The examination conducted immediately after the bankruptcy showed that, in
addition to continued grain quality problems, the warehouse had a shortage of 113,500 bushels of
corn and 30,000 bushels of milo. Department staff told us the warehouse had issued receipts
pledging grain but didn’t have the grain to back-up those receipts. It also appeared the warehouse
overstated the amount of grain it owned on the books by not making appropriate entries.

The Department ordered the warehouse to buy grain to cover these latest shortages on May 3, and
took over the warehouse when it was unable to comply. After the grain was sold and bond proceeds
of $163,400 distributed, the Department estimates farmers with stored grain lost $20,000.

- /
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Does Kansas Have an Adequate Program for Protecting Farmers Who Have
Grain Stored in Public Warehouses?

ANSWER IN BRIEF  TheProgram followsanumber of good practicesin licensing and
monitoring warehouses and enforcing the WarehouseAct, but other
weaknessesimpair itsability to adequately protect farmers. Some
licensing requirementsaren’ t as stringent asthose of other statesor the
federa government, and some statesdo more anaysisof warehouses
financid solvency withtheinformationthey receive. Program staff
allowed at least twowarehouses' grain quality and shortage problemsto
continuewithout taking appropriate actions. New and supposedly
stronger monitoring and enforcement policieshaven’t ensured that all
problemsare being reported or addressed to ensurethat they are
corrected.

Part of the problem stemsfrom the Department’ sbelief that Program
staff don’t havethe authority to force warehousesto correct problems
with grainthat isinfested or otherwisein poor condition. Inaddition,
the protectionsbuilt into the Grain Warehouse L aw apply only to stored
grain, which leavesmany farmersunprotected becausethelaw doesn’t
addresstheincreasing trend in contract sales. Finally, thereservefunds
that have hel ped support the Program each year will beexhaustedin
fiscal year 2005, requiring the Legidatureto adopt adifferent funding
structureif the Programisto continue.

Kansas Program Aswith any regulatory program, the Grain Warehouse Inspection
Follows a Number of Program should be designed and carried out in away that would
Good Practices, but Some adequately protect the public (inthiscase, farmerswho have stored
Major Weaknesses grain) from harm. To providethat protection, the Grain Warehouse
Impair 1ts Ability To Program should ensuretheat:

Protect Farmers

@ warehouses meet financial requirements designed to identify financial
viability and to safeguard farmers’ stored assets

@ facilities are maintained to adequately protect the quality of the grain
stored there

@ the amount of grain in the warehouse matches the amount shown in
warehouse records

® when problems are found, they're addressed in a timely and sufficient
manner, and appropriate monitoring and enforcement actions are
taken to bring warehouses into compliance or not allow them to
operate.

Our review of Department documentsincluding thefilesfor 20
warehousesfor 2003 and 2004 identified anumber of good practices,
indudingthefollowing:
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® Allrequired records had been submitted for licensure, Program staff
reviewed these materials, and all 20 warehouses met the minimum
financial-related requirements set out in law.

® The 20 warehouses in our sample were examined on-site at least
annually, as required by law. The Program also follows best practices in
a number of other areas, including using a standardized checklist,
requiring examinations be unannounced, developing a manual to provide
guidance to examiners in conducting examinations, and requiring
warehouse operators and the Program manager to sign or initial
examination forms, including any corrective action reports.

® When examination reports showed that warehouses had problems, follow-
up examinations were conducted as required by current policy, and
warehouses whose identified problems were considered to be serious

were placed on an accelerated examination schedule.
However, we al so identified some major weaknessesthat haveresultedin

inadequate protection for Kansasfarmers. Our findingsarepresentedin
the sectionsthat follow.

PROBLEMS RELATED TO LICENSING GRAIN WAREHOUSES

Some Licensing Wenoted that Kansas' requirementswerelessstringent inthefollowing
Requirementsfor aress.

Grain Warehouses in

KansasAren't as ® Kansas bonding requirements are lower than some other states’.
Sringent as Other States Bonds and indemnity funds are the most common tools states use to

provide reimbursement to farmers when warehouses fail. Of the programs
we looked at, Kansas, the federal program, and Nebraska use only
bonds, lowa and lllinois use only indemnity funds, and Oklahoma uses
both bonds and an indemnity fund. Their requirements are summarized

in Table I-1 on the next page.

Kansas legislators considered an indemnity fund several times in the
1980s, most recently in 1985. Officials in lowa and Oklahoma said their
financial assurances had been able to cover all claims from recent
warehouse failures. However, the lllinois fund wasn’t enough to cover all
claims from a single bankruptcy in 2001. In that case, farmers and
lenders lost about $14 million.

® Kansas law allows warehouses to submit “reviewed” (not audited)
financial statements. Audited financial statements can provide greater
assurance that the figures presented are complete, accurate, and
presented according to accepted accounting rules. Further, audited
financial statements contain opinions by the accountant about the overall
soundness and financial health of the entity. As a requirement for
licensure in lllinois, grain warehouses are required to submit audited
financial statements. Nebraska allows warehouses to submit reviewed
financial statements, but those warehouses must also post an additional
bond of 2¢ per bushel of licensed capacity. Kansas doesn’t have any
such requirements.
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Table 1-1

Financial Assurance Mechanisms Used To Reimburse Producers for Losses

Mechanism Kansas federal Nebraska Oklahoma lowa lllinois

Warehouse n/a n/a

bonds @

-amt. per bu. 10¢-20¢ /bu 10¢-20¢ /bu 20¢-40¢ /bu 25¢/bu

-minimum $10,000 $20,000 $25,000 $50,000

-maximum $500,000 $500,000 $500,000 $500,000

Indemnity n/a n/a n/a

funds

-fund $6 million $6 million $6 million

minimum

-entity farmers, for warehouses warehouses,

assessed commodities 1 sellers of
delivered to grain to
warehouses dealers ®,

lenders

@ “bonds” refers to bonds and related financial instruments, such as irrevocable letters of credit; programs vary in

the types of financial instruments they allow

® llinois regulates grain warehouses and grain dealers under the same laws and regulations. It also has an

additional $2 million in a reserve fund should the indemnity fund be exhausted.

Sources: State and federal laws and regulations

Program Saff Don’t

Use All the Financial
Information They Receive
To Help Identify and
Expand Requirements for

Warehouses That

May Beat a Higher

Risk of Failure

When they apply for annual licensure, warehousesarerequired to
submit certain financid informati on—including anincome statement,
retained earnings, and changesinfinancia position. Suchinformation
could help Program official sidentify which warehousesarefinancialy
“riskier.” For example, our review of cash flowsfrom operations
showed that two of the threewarehousesthat recently failed had
negative cash flowsfrom operationsfor two yearsin arow—onewas
hundreds of thousandsof dollars.

Theseanaysesa so could hel p Program staff identify which warehouses
need morerigorous monitoring or more stringent reporting or bonding
requirements. The Department hasthe statutory authority toincrease
bonding requirementsif the Secretary determinesthe bond isinsufficient
security against lossesthat might occur. Such actionscould help ensure
Kansasfarmersare adequately protected if awarehouse goesout of
business.

Program staff told usthey don’t useinformation fromfinancia
statementsto hel p identify warehousesthat might be at greater risk of
financia failure. Rather, they useit only to determinewhether the
warehouse meetstheminimum financia requirementsfor licensure set
out inlaw; namely, that itscurrent assetsare equal to or greater than
current liabilities, and that itsnet worth isat least 25¢ per bushel of
licensed capacity, with aminimum of $25,000.
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Program staff told ustheir review waslimited becausethey thought they
had to grant alicenseto awarehousethat met theminimum financia
requirements and was ableto obtain abond, regardless of the problems
found on prior examinationsor other financia concerns. Wethink that
interpretation istoo narrow; Statelaw saysthe Department Secretary may
issuealicenseif thefinancid criteriaaremet.

In contrast, lowausesthefinancid statement informationit receivesto help
determineawarehouse’sprobability of failure, using astatistical model.
Thosewarehouseswith ahigher risk of failure are subject to morefreguent
ingpections, and warehouseswhosefinancial position hasdeteriorated must
submit morefrequent financial statements. Illinoislaw asorequiresits
program staff to analyze awarehouse' s debt to equity, which can show how
much abusinessisleveraged by comparing what isowed towhat isowned.

PROBLEMS RELATED TO GRAIN WAREHOUSE EXAMINATIONS

We Found Several
Serious Weaknesses
That Hurt the
Effectiveness of the
Grain Warehouse
Program

The problemsweidentified are summarized in the sectionsthat follow.

Program staff perform very limited evaluationsof thequality of
grain stored in licensed war ehouses. Most state warehouse inspection
programstend to focus on the quantity of grain and whether it matches
warehouserecords. Lawsfor each program welooked at requirethe
warehouse operator to maintain quality. To check that, examinersin
Kansas usually look at the storagefacilitiesfor evidence of suchthingsas
water |eaks, open windowsand birds, and look at asampleof grainfor
evidenceof problemssuch asinsects, crustiness, animal droppings,
wetness, and odors. Federal and I1linoisexaminersgo an extrastep and
determinewhether stored grain likely meetsgrade standards.

During most examinations Program staff only observe samplesof grainfrom
thetop of the storagefacility or wherever their vantage point is; they don’t
probefurther downto thesidesor bottom. That’sespecially problematic
for flat storagefacilities (asopposed to vertical bins) which are proneto
quality issuesbecauseit’svery difficult and labor intensivefor the operator
to“move’ grainfrom the sidesand bottom.

Asaresult, Program examiners may not discover problemswith thequality
of thegrain that they can’'t see. Further, if new grainisadded ontop of old
grain, they may not be ableto seewhether quality problemsthey’ve
identified inthe past have beenfixed.

Finally, we noted that the Program doesn’t require warehouse operatorsto
test thequality of thegrainthey are storing when examinersidentify serious
or repeated grain quality problemsintheir facilities.

12
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Department staff don’t think the Program hastheauthority to
requirewar ehousestotest thequality of grain when Program
staff observe problemswith it, or to deny alicensebased on
grain quality. The Department’sattorney told us, without that
authority, hethought Department examiners could be charged with theft
if theexaminer took asampleof grain off thepremises. Healsosaid he
didn’t think Statelaw was specific enough to allow Program staff to
remove samplesof grainthat appearsto be* out of condition” based on
visual observation, to require warehousemento have qualified
companies obtain and test samples, or to deny alicensebased on
problemswithgrainquality. Evenif it werealowed, hesaid, the
Program doesn’t have the specialized equipment, money, or timeto
conduct suchtests. The Department basesthisposition on thefact that
other regulatory programswithin the Department, such asthedairy
program, have specific statutory authority to take samples.

Whilethisistrue, wethink there are differences between thetwo
programsand differencesin the product being sampled and the nature
of thetesting. For example, the Pasteurized Milk Ordinance, which
Kansas has adopted, requiresfrequent samples of milk to betested for
the presence of antibioticsand bacteria. In contrast, we' resuggesting
that examinerssmply expand their current “ observation” of grainby
taking more and varied samples. Although not specifically addressedin
thelaw, wedon't think thelaw limitsthe Program’ sregul atory authority
related to the quality of grain. Among other things, theKansasGrain
WarehouseAct:

@ states that the policy of the State is to promote storage and handling
practices which will assist in the maintenance of grain quality

® refersto areasonable care standard, to the warehouse operator’s
obligation to maintain the quality of the grain, and to the operator’s
responsibility to provide notice to the Department and the grain owner
if grain becomes out of condition

® states that diminished quality of grain is a basis to make a claim on
the bond

® allows for any examination deemed necessary by the Secretary in
cases where it appears the warehouse doesn’t have sufficient
commodities to cover the outstanding receipts (emphasis added).
Diminished quality grain would contribute to “insufficient
commodities.”

@ states that the law is to be liberally interpreted

Inour opinion, theregulatory program hasaresponsibility to take
whatever reasonabl e actions are needed to assesswhether warehouses
aremeeting these statutory requirementsand, if not, to ensurethat they
comeinto compliance or that appropriate actions aretaken to ensure
that farmers stored grainisadequately protected and the quality
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maintained. Asastarting point, examinerscould take moreand varied
samplesof grainto basetheir observationson. If seriousproblemswith
thegrain areevident (sprouting, wet), then wethink the Program has
authority to requirefurther testing—in other words, any examination
deemed necessary.

Until August 2002, the Program had noformal policy regarding
follow-up on grain quality or shortageproblemsidentified during
on-siteexaminations. When problemswerefound that couldn’t be
corrected whilethe examiner was on-site, the warehouse was supposed
to report back within 15 dayson the stepsbeing taken tofix the
problem. However, therewasnoformal policy tofollow-upinatimely
manner to make sure problems had been corrected, evenif the
warehouse operator had failed to report asrequired. Based onthefiles
wereviewed, it appeared the examiner would wait until the next
regularly scheduled examination—which could be 12 or moremonths
|ater—to determinewhether the problem had been fixed.

Finaly, athough the Program requireswarehousesto provide detailed
information regarding grain that’s been purchased to makeup for
shortagesidentified during exams, it doesn’t requirethemto sendin
copiesof the cancelled checksto provide greater assurancethat those
shortages have, infact, been made up.

Partly in responseto thewarehousefailures described inthe Overview,
the Program adopted stronger policiesin August 2002. Under those
new policies

® Warehouse officials must tell the Department what they’ve done to
correct problems found during exams in written, signed responses.

® Examiners decide whether the answer is acceptable and whether they
will go back to the warehouse to check.

® The Program sends a letter to the warehouse telling it to expect a
follow-up exam.

® Examiners recommend to the Program manager whether the
warehouse should be inspected more than once a year.

® \Warehouses are to be charged for the 2™ follow-up exam if problems
weren't corrected by the time of the first follow-up

Program examinersaren’t writingup—or aren’t consistently
writing up—all theproblemsthey identify during examinationsat
licensed war ehouses. Program policiesrequire examinersto report
an*“exception” (aviolation of the Grain WarehouseA ct) whenthe
warehouse doesn' t have enough grainto cover itsobligations, but are
vague on when examinersshould report other typesof problems.

14
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For example, policiesmake no referenceto housekeeping issues, and
only avaguereferenceto quality problems. Further, thepoliciesstate
that if grainispurchased during the examto correct ashortage, no
exception report isneeded.

Wefound severd problemswith thisapproach:

® |t gives examiners too much discretion in deciding what gets
written up. Two examiners we spoke with said they wouldn’t
necessarily write up a problem if they thought the operator would fix it
in the near future. (In one case we reviewed, an examiner didn’t write
up serious and significant grain quality problems he had identified—
even though they hadn’t been corrected while he was there—because
the operator indicated those problems would be corrected at a future
date. They weren't.) One examiner also told us he would write up an
exception the second time he saw a minor problem, but probably not
the first time.

® Program and Department officials have no way of knowing the
real types or number of problems being found at warehouses.
Under this policy, management sees only the problems the examiner
has documented. Other Kansas regulatory programs usually instruct
their inspectors to document every violation, and note whether or not
it was fixed on the spot. When all violations are noted, management
has a much better indication of the situation that actually existed at
each warehouse at the time of the examination, and can ensure that
appropriate follow-up or enforcement actions are being taken to

adequately protect farmers.

TheProgram’soversight of itsexaminer sisinadequateto ensure
that they arecarryingout laws, regulations, and policies
appropriately and consistently. The Program has seven examiners,
all of whom havebeenintheir positionsfor many years. Although
annual discussionsare held on examinationissues, and examinersare
required to agree ontheir findingswhen morethan one examiner looks
at agiven warehouse, theseexaminersstill are spread acrossthe State
and work alonemost of thetime.

GiventheProgram’slack of guidance on when examinersshould report
many typesof problems, there’ sanincreased risk that examinerswill
develop different waysof carrying out exams. Such differencesmay not
be apparent just by looking at compl eted examination reports.

Although the Program manager ridesa ong with each examiner oncea
year to touch base with hisexaminers and learn more about
examinations, heisn’t assessing how well or how consistently examiners
arecarrying out their jobs, or whether problemsare being reported

appropriately.

PERFORMANCE AUDIT REPORT
Legidative Division of Post Audit
August 2004

15



We a so noted that inspectorsaren’t rotated fromregiontoregion. All
the other stateswereviewed and thefedera government rotatetheir
inspectors so that no examiner goesto the samewarehouse morethan
once (Nebraska, Oklahoma), twice (lllinois, lowa), or threetimes
(federal) inarow. Thisisconsideredto beabest practicefor a
regulatory program.

Asdesigned, the Program doesn’t requirewar ehousesto submit
mor efrequent financial statementswhen problemsar eidentified
during examinations. By statute, lowamay requireawarehouseto
dothisif it hasashortage of grain, bouncesacheck, or violatesrecord-
keeping requirements, or if there’ sother evidencethelicensee' sfinancial
position hasdeteriorated. Kansashasno such statute. Such
information can help regul ators decide whether to increase bonding, or
whether to conduct morefrequent inspectionsto hel p ensurethat the
warehouseissound and that farmers stored grainisadequately
protected.

PROBLEMS RELATED TO ENFORCEMENT ACTIONS AGAINST WAREHOUSES
THAT DON’T VOLUNTARILY COME INTO COMPLIANCE WITH THE LAW

When warehouseswon' t voluntarily comeinto compliancewith State
laws, regulations, or requirements, the Program hasaresponsibility to
take appropriate enforcement actionsto compel them to comply or to
stop operating. Some of the hallmarks of agood enforcement process.

® having a graduated system of sanctions that gets more severe at
each stage if licensees don’t come into compliance (for example,
starting with a letter of non-compliance, issuing a fine, suspending a
license, and finally revoking a license)

® setting the sanctions sufficiently high to compel the entity to comply
® taking appropriate, consistent, and timely enforcement actions that
address the violations cited

Inthisarea, welooked at the Program’ senforcement authority in
genera, and at whether appropriate enforcement actionsweretaken for
thethreefallureswereviewed, plusthe 20 warehouseswhosefileswe
reviewed for 2003 and 2004.

The Program Doesn’t
Have the Satutory
Authority To Fine
Warehouses That
Violate Laws and
Program Requirements

Kansas Program hasanumber of enforcement notificationsor actions
availableto take against warehousesthat don' t voluntarily comeinto
compliancewiththelaw. Theseinclude:

@ charging a warehouse the costs for the 2nd follow-up visit if the
warehouse hasn't fixed the problem by the 15 follow up

@ requesting injunctions to stop warehouses from violating or continuing
to violate the act
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® applying to the courts to take possession of the warehouse
(receivership)
® suspending a license

revoking a license

® referring violations of the warehouse law to a county or district
attorney for criminal investigation and prosecution

Table I-2

Fines Programs Have Available To Penalize Warehouses That Won’t
Come Into Compliance with the Law

However, Kansasdoesn't
have statutory authority to
finewarehouses,

Kansas federal Nebraska Oklahoma lowa lllinois omethi ng that’scommon
none up to $25,000 per up to $10,000 | $100 - $10,000 | upto up to $20,000 for grain Inmost regul aory
violation if agricultural | per day per per day per $1,500 per quantity and quality
product is not violation (limit | violation day per violations; also may prOQrams- ASTabl e I _2
involved, or 100% of of $2 million violation require the warehouse
the value of the per year) to post collateral of up g']OWS, the Other states
agricultural product to the larger of $40,000 we I'a/i aNed and the
or an amount based on
the deficiency federd government dl
Sources: State and federal laws and regulations ha/eﬂ ni ng a]‘thon ty

Although we couldn’t alwaysget information on the extent towhich
othersusefines, weweretoldthat I1linoisissuesand collectsfinesfor
every violation noted. lowahasimposed fines20timesinthe4 years
it shad thisauthority.

Without the authority to issuefines, the Kansas Program haslittle
recourse against warehousesthat repeatedly violategrain quality and
quantity requirements. It'simportant to remember that Program officias
don’t think they havethe authority to suspend or revokealicense
because of grain quality problems, and because of that, enforcement
optionsarelimited.

Program Officials Have
Taken No Enforcement
Actions Against
Warehouses, Even When
Such Actions Appeared
To Be Warranted

We noted problemsin thisareawith two of thethree grain warehouses
that had failed recently:

® Neither Program nor Department officials took any enforcement
actions against Brady Grain after the examiner reported serious
uncorrected grain quality problems. Although the examiner didn’t
write up any quality problems after his December 2002 exam and
January 2003 follow up exam of Brady Grain, he told the Program
manager later in January 2003 about the “serious grain quality
problems” he had continued to observe during both exams, and asked
what should be done about it. Enforcement actions should have been
initiated against this warehouse, which had had grain quality problems
in the past. The Program manager told the examiner he would bring
the issue up with Department officials, but he didn’t until May 2003.
That's when federal officials conducted their own inspection and
identified significant grain quality problems. More details about this
case can be found in the box on page 19.
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@® The Program didn’t take any enforcement action against
Oberlin Milling despite evidence the facility repeatedly had
serious quality problems that remained uncorrected for a full
year. A March 2001 exam reported that this facility had crusted
grain. The warehouse owner reported in June 2001 that the quality
problems were being addressed. ANovember 2001 exam showed the
same quality problems at this location (the problem apparently had
never been addressed). Although we found no evidence that the
warehouse provided a corrective action plan in response to this report,
the Program took no action for five months until April 2002. At that
time, the examiner noted that none of the quality problems identified
in the original March 2001 exam had been fixed.

Even though it was now clear the quality problems had not been
corrected for a full year, the examiner only recommended that the
warehouse be inspected again in 30 days, at the warehouse’s cost.
The Program manager was intending to re-license this facility around
this same time period; however, the warehouse filed for bankruptcy.

Program officialsdon’t think they havethestatutory authority to
takemor eaggressiver egulatory actionsagainst war ehousesthat
havegrain quality problems. Asnoted earlier, they think thelaw isn't
specific enoughto alow themto do anything regarding quality issues.
Although Department officialsconsider their handsto betiedinthis
areg, to-datethey haven’t sought any additional statutory guidance or
authority.

Asspelled out on page 13, wedon’t agree with the Department’s
interpretation. Based on our reading of the Grain WarehouseAct, we
think the Department hasthe authority it needsto take appropriate
enforcement actionsagainst warehousesthat aren’t operatingin
compliancewiththelaw to ensurethat farmers storedgrainis
adequately protected and the quaity maintained.

Finaly, athough our review of thefilesfor asample of warehousesfor
2003 and 2004 showed that no enforcement actions appeared to be
needed, there’snoway for usor Program officialsto know whether all
violationshad been reported or werebeing fixed. Asaresult, there’'s
no way to know for certain whether enforcement actionswere needed
inany of these cases.
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/ Most of the Problems We Saw with Grain Warehouse Examinations \
Can Be Seen in the Program’s Handling of Brady Grain,
One of the Warehouses That Went Bankrupt

Brady Grain, Inc., had a licensed capacity to store about 1.4 million bushels of grain in its storage
facilities. About 300,000 bushels were being stored for the federal Commodity Credit Program, for
perhaps as long as a decade. When we reviewed the files for this warehouse, we saw the following:

Program staff didn’t follow-up in a timely manner on serious grain quality and shortage problems
identified during the July 2001 on-site examination. Problems written up in 2001 included insect-
infested and “crusted” grain, and grain shortages. According to the files, the warehouse didn’t report
back within 15 days on the steps being taken to fix the problem, and the examiner took no follow-up
actions before the next examination. The Department didn’t have a policy regarding timely follow-up
at this time.

Program staff didn’t verify that the warehouse had purchased enough grain to cover the shortage of
grain identified during the April 2002 examination. The warehouse sent in a listing of grain
purchases to cover the shortage, with information on names, dates, and amounts. The Department
didn’t have a policy regarding timely follow-up at this time, and accepted this documentation.

The examiner didn’t write an exception report on the grain quality problems he observed during his
December 2002 examination and the January 2003 follow-up. The examiner told us he hadn’t written
up what he saw because the warehouse operator indicated he would address the quality problems,
and because the examiner knew he’d be back out for a follow-up exam. In this case, the examiner
said, the warehouse operator had grain-cleaning equipment on-site in December and had indicated
he was going to use it. The operator apparently still hadn’t used it by the time of the January 2003
follow-up.

Program and Department officials didn’t take timely action to address the grain quality problems at
Brady Grain after the examiner subsequently reported them. Later in January 2003, the examiner
told the Program director about the “serious grain quality problems” he had continued to observe
during both the December 2002 exam and the January 2003 follow up. The Program director
reportedly told the examiner he would discuss the problem with Department officials. Apparently, he
didn’t do so until mid-May. No action was taken by the Program to try to bring Brady Grain into
compliance. In fact, the warehouse was taken off the accelerated examination schedule.

Federal examiners found significant quality problems when they inspected the warehouse. In May
2003, federal officials responding to a tip found broken windows and birds inside the storage facility,
less grain in the bins than indicated on the records, live insects in the grain, crusting of the grain,
and bookkeeping problems. Their tests also found 400,000 bushels of lower-quality wheat than
indicated in warehouse records. Those results were much worse than the Kansas Program had ever
identified.

In August 2003, after federal officials already withdrew about half of their 300,000 bushels of wheat,
the warehouse operator turned control of the warehouse over to the Department of Agriculture, and

\ subsequently filed for bankruptcy. /
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PROBLEMS RELATED TO THE SCOPE AND FUNDING OF KANSAS’
REGULATORY PROGRAM

FarmersWho
Participate in Sale
Contracts Aren’t
Protected Under Kansas
Warehouse Law

When the Warehouse A ct was passed, farmerswho took graintoa
warehouse either stored the grain thereand paid thewarehouse a
storagefee, or sold thegrain outright to thewarehousefor cash. The
Act wasintended to protect farmerswho stored their grain, not those
whosoldtheir grain.

Over thepast 15 yearsor so, however, farmershaveincreasingly
participated inaform of contract sales. Under these contracts, farmers
agreeto defer payment until alater date, to set thesalepriceat alater
date, or both; in essence, thegrainisconsidered to be sold. Asaresult,
if thewarehousefallsbeforethefarmer ispaid, thefarmer isnot entitled
under the Kansas WarehouseAct to receive any of the moneys
recovered from thewarehouse sbond or | etter of credit, becausethose
financial assurancesonly cover stored grain, not sold grain.

Most grain-producing statesregulategrain dealer s, which helps
protect farmerswho sell their graintoadealer, which may bea
war ehouse. Although amagjority of grain-producing statesregulate
dealers, Kansasdoesnot. For comparative purposes, wereviewed
detailed information from thefederal program and the programsin
Nebraska, Oklahoma, lowa, and Illinois. Tablel-3 showstheresults
of our comparison.

Table I-3
Protections Other Programs Have for Grain Sold on Contract

KS federal NE OK 1A IL

financial protection is no no yes no yes yes
provided under a grain
dealer law

farmer may make claim ...grain ...grain ...indemnity
for losses against the... dealer dealer fund

bond bond

Sources: State and federal laws and regulations

Satesthat alow claimsagainst thededer’ sbond or theindemnity fund
alow only alimited amount of timetofilethoseclaims—90-160 days
after thecontractissigned.

TheKansasL egidaturehhasconsidered licensing of grain dealersin
1927, 1953, 1974, and 1985, but each timethe proposed legidation
failled. Most recently, proponentsof licensing have cited the need for

20
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farmersto have someassurancethat thegrain dedler ispublicly
accountable, through a State-issued licensewith financia backing such
asabond. Opponentscited areluctanceto restrict that type of
commerce.

No onetracksthenumber of these contract salesin Kansas, nor
theamount that holder sof such contractshavelost when a

war ehousefailed. However, in conversationswith farmersabout the
recent failure of three State-li censed warehouses, onefarmer told ushis
neighbor lost $300,000 on thistype of sale contract.

It'snot clear how muchtheseindividuaswill receivewhenthe
bankruptciesarefindized, but their contracts make them unsecured
creditors, low onthepayout list. Theselossesarein stark contrast to
thelossesof farmerswho had grain stored in thewarehousesthat went
bankrupt. Accordingto figuresprovided by the Department, their losses
typically averaged lessthan $1,000.

Kansas' Programls
Expected To Run Out of
Money in 2005

Asmentioned inthisreport, the Program has some weaknessesthat
need to be addressed, which will likely take moreresources. The
Program’scurrent funding level isalready inadequate. TheGrain
Warehouse Program hasbeen funded primarily through annud licensing
feespaid by warehouses and drawing down reserveswhich were
created when the Program wastransferred from the Grain Inspection
Department to the Department of Agriculturein 1997.

AsTablel-4 shows, the

Table 1-4 Pr ) di
Difference Between Program Revenues and Expenditures, ogram’'sexpenditures
Fiscal Years 2002 — 2005 have exceeded revenues
substantialy over thelast
Revenues Expenditures Difference severa years.
FY 2002 $338,266 $564,256 -$225,990
Department of
FY 2003 $448,210 @ $580,126 -$131,916 Agricultureofficidstold
FY 2004 $349,273 $461,433 -$112,160 usthat they expect the
reservemoneysto be
FY 2005 (est.) $362,569 $484,429 -$121,860 depleted by March
®@includes $134,409 in recovered expenses from Miller Grain bankruptcy 2005, and tht they"ll
Source: Unverified data from Department of Agriculture budget reports havea$171,000 shortfall
tofundfiscal year 2006

at current Program levels. To addressthisshortfall, Department officids

identified thefollowing options:

® Requesting additional funding from the State General Fund.
Department officials have told us Kansas is one of only three states in
the nation that receive no general fund assistance for its grain

warehouse program.
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® Raising fees. Fees were raised to the maximum allowed by law (for
large elevators) effective January 2004. This increase is expected to
generate an additional $46,000 for both fiscal years 2004 and 2005.
Fees would need to increase an additional 42% to balance with the
Program'’s current expenditures. Appendix B has more information about
the fee increases.

® Cutting staff. The Department would have to cut 5 of the Program’s 8
employees to bring expenditures in-line with current revenues. That
would leave two field examiners and one manager to cover the State (see
the map on the next page). At this level of staffing, however, the Program
would be unable to meet the legal requirement for an examination of
each warehouse each year, and travel expenses could increase
significantly.

® Contracting with the federal program to operate a joint program.
Department staff have indicated the likelihood of this is slim. The
Department knows of no other state where a joint program is operating.
See the profile below on additional concerns related to the federal
program.

® Discontinuing the Program, and allowing grain producers to store
their grain in federally licensed facilities. Because of capacity and
location issues, this option would be feasible only if a significant number
of facilities currently licensed by the State would become federally
licensed. However, federal licensure is optional, so there’s no certainty
that currently State-licensed warehouses would switch. As a result,
farmers would either have fewer options for storing their grain, or less

protection.

TheLegidaturewill need to consder theseand potentia ly other options
during the 2005 |egid ative session to addressthe Grain Inspection

Warehouse Program’sfunding shortfal for fiscal year 2005 and beyond.
Other state staffing and funding information can befoundin Appendix C.

/ Federal Grain Warehouse Regulation Is in a State of Flux \

Federal warehouse laws were extensively rewritten in 2000. New regulations, issued
in 2002, took the former specific regulations for the various commodities and put them
into a single set of regulations. Those new regulations take specific requirements for
net worth, bond, and so forth out of the regulations and give the USDA’'s Farm Service
Agency authority to include them in its licensing agreements with the various types of
warehouses.

States strongly objected to a provision in the new regulations that says federally
licensed warehouses need not comply with state laws relating to warehousing, grading,
weighing, storing, merchandising, or other similar activities. Some states, including
Kansas, objected, saying the language preempts grain dealer laws and some State
warehouse laws.

As a result of the objections, in 2003 Congress passed a joint resolution requiring the
USDA to stop work on the new regulations for 180 days. USDA has voluntarily

continued this prohibition, and a USDA official said it's likely no additional work will be
\done on the new requirements until after the next presidential election. /
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And Examiners’ Regions

Counties with State-Licensed Grain Warehouses,

Source: Kansas Department of Agriculture

D Counties with at least one State-licensed grain warehouse

W\ \Warehouse examiners’ regions

# Number of State-licensed warehouses in the county

N\

3 1
1 2
2 3 1 1 2 5 1 4 Bron Doniphan
Republic .
. - . Washington
Cheyenne Rawlins Decatur Norton Phillips Smith Jewell 3
2 1 |Atchison
2 3 1 1 1 Cloud Leavenworth
Jackson
Sherman Thomas Sheridan Graham Rooks Osborne | Mitchell 3 Wefferson {Wyandotte
1 o 1 5
1 2 1 2 Lincoln 4 Shawnee 1 1
Wallace Logan Gove Trego - Elli Euﬁs 1 . DELElEE , JoliEe
1 Ellsworth I' 2
2 2 2 2 Qsage Franklin
Rush 1 1 ey Fronklin Miami
Greeley | Wichita | Scott Lane Ness on McPher- 3 3
Pawnee Rice son Marion Lyon
— 1 1 Chase Coffey | Anderson | Linn
Hodgeman 2 3 Harvey 1
Hamilton Kearney| Finney B Reno 2 2 Wood-
son Allen
3 2 3 Bourbon
2 2 Greenwood
2 Pratt Sedgwick Butler 1 2
. Ki
Stanton Grant _[Haskell Gray g i) rgman Wilson | Neosho
Elk Crawford
1 & 2 2
1 1 2 2
Mont-
Morton Stevens | Seward | Meade Clark Comanche Barber Harper Sumner Cowle Chautauqua | 90Mery | [abette Cherokee
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Conclusion

Becausegrainissuchanimportant industry inthisState, it'scritical to
ensurethat farmershave safe, solvent warehousesto storetheir grain.
Asdiscussedinthisreport, severa aspectsof the Department of
Agriculture’'sGrain Warehouse | nspection Program hamper its
effectivenessat providing that protection. Anissuethat underlies
many of the problemsweidentifiedisthat Department officialsdon’t
think Statelaw givesthem the specific authority to addressgrain-
quality issuesor to act against State-licensed warehouseswith a
history of financia or quality problems. Wethink the statuteisgenera
enoughto givethemthisauthority.

Resolving thisissue hasto beamong the Legidature' sand the
Department’shighest prioritiesfor thisProgram. Someof the other
weaknesseswe' veidentified can be addressed in the short-term;
othersmay takeadditional study. Finaly, becauseof the Program’s
current funding problems, some action aso will be needed during the
2005 session to determine how and whether to continue the Program.
Strengthening it will take additional resourcesand effort, and will
requireacommitment from both the Department and the L egidature
to operatethisProgram at alevel that provides both adequate and
cost-effective protectionsfor Kansasfarmers.

Recommendations

Recommendationsfor theL egislature

1. Tohelpprovideadequate protection for Kansasgrain farmers, the
House and Senate A griculture Committees should amend the
Kansas Grain WarehouseAct to do thefollowing:

a. increaseKansas bond ratesand minimum bond requirements
to bemorein linewith the other grain-producing statescitedin
thisaudit.

b. requirewarehousesto provideaudited financia statementsas
part of theannual licensing process, or to post additional bond
if “reviewed” (rather than audited) financial informationis
provided. For example, if aNebraskawarehouse submits
reviewed financia statements, that states’ program requiresan
additional bond of 2¢ per bushel of licensed capacity.

c. authorizethe Department toimposefinesfor violationsof the
grainwarehouselaws, a levelscommensurateto those
allowed by other grain-producing states.

PERFORMANCE AUDIT REPORT
Legislative Division of Post Audit
August 2004



d. requirethe Department to consider grain quality in operating
the Program, and specifically authorizethe use of sampling to
observeor test the quality of grain being stored in State-
licensed warehouses. Aspart of other changesrelatingto
qudity, legidation should require the Department to do the
following:

) consder awarehouse' shistory of seriousquality or
shortage problemsbeforere ssuing alicense, and usethis
information to decidewhether alicense should bedenied,
thewarehouse’sbond raised, or other measurestaken

i) takeadditional samplesof grainfrom sidesand bottoms
of certain grain storagefacilitiestolook for evidence of
problems. Thisneed not be arepresentative sampleof all
grain; it could involverandom samplesfrom different
places and depthsto provide abetter ideaof the
existence of grain-quality problemsor the extent towhich
cited problems have been fixed.

iif) when observationsidentify problemswith grain qudlity,
performtesting of grain at itsown expense, or if problems
aresignificant or repeated, require thewarehouseto pay
those codts, at the Department’sdiscretion

Iv) takeappropriate enforcement actionsif warehousesdon’'t
voluntarily comeinto compliancewithAct intermsof
quantity or quality problemsidentified during examswithin
therequiredtime

2. Toconsder issuessurrounding thelong-term future of the Grain
Warehouse I nspection Program, the L egid ative Post Audit
Committee should request an interim study in 2005 to exploreand
makerecommendationsregarding:

a. sugtainablefunding for the Program
b. satutory protectionfor farmerswho sell grain on contract,
through sometypeof graindealer licensing

Toadinitsdiscussion, theinterim study should explore whether
federa program requirements have been finalized and adopted.
Thisinformation might be hel pful inany deliberationsabout what
thefocusof the Kansas program should be.
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Recommendationsfor the Department of Agriculture

1. Tobetter identify State-licensed warehousesthat may beat a
higher risk of failure, the Department should devel op arisk-
assessment tool. It should usetheresultsof that assessment to
increase protectionsfor farmerswho storegraininthose
warehouses (for example, requiring morefrequent examinations
or by increasing bonding requirementsfor thosefacilities). An
assessment tool shouldinclude measuresof financia stability in
additionto those currently required for licensing, trendsina
warehouse' sfinancia data, whether examinershavefound any
quality problems, whether thewarehouse hasrepeated violations
of grainwarehouselaws, and thewarehouse' sphysical facilities.
To help monitor the status of warehouses, the Department al so
should requirethat additiond financia information besubmitted
when more seriousquantity or quality problemsareidentified
during examinations, which may require seeking statutory or
regulatory authority.

2. Tohepensurethat Program and Department officialshave
completeinformation about the problemsbeing identified at
State-licensed grain warehouses, the Department should require
examinerstowriteup al problemsfound during examinationsthat
relateto compliance with the Grain WarehouseAct, regardl ess of
whether those problemsare corrected before the examiner
leaves, or whether the examiner expectsthewarehousemantofix
theprobleminthefuture.

3. Tohdpensurethat examinersare conducting examinationsand
citing violationsof theAct cong stently and in accordance with
law and policy, the Department should increaseitsoversight of
the Program’ sfield staff.

4. Tohepensurethat examinersmaintain anindependent attitude
toward the warehousesthey inspect, the Department should
requiresomelevel of examiner rotation; for example, requiring
every 3 examination to bedoneby adifferent person.
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APPENDIX A
Scope Statement

This appendix contains the scope statement approved by the L egidlative Post
Audit Committee for this audit on February 25, 2004. The audit was requested by
Senator Stan Clark.

Department of Agriculture:
Reviewing the Adequacy of Inspections of Grain Elevators

The Department of Agriculture hasaGrain Warehouse | nspection program which administers
and enforcesthe Kansas Public Warehouse Law. It requiresthat any entity that storesgrain for the
public to belicensed. Facilities that are duly licensed under the Federd Warehouse Act, are not
subject to the Kansas law.

The program isdesigned to ensurethat Kansas grain producershave safe, solvent, warehouses
wherethey may storetheir commodities. Licensed facilitiesareto beinspected at |east once each
year. According to the Department’swebsite, the examinations are designed to eliminate fraud in
the grain industry, ensure the quantity and quality of stored commodities in Kansas-licensed
warehouses, and maintain the percentage of lossto producers at zero.

Recently, severd grain elevator bankruptcieshave occurred in Kansasinwhich grain producers
haveincurred losses. In one particular casg, it isestimated that 450,000 to 475,000 bushels of the
grain storedin thefacility was “out-of-condition” which meansitsvalueissignificantly diminished
and it is't suitable for either anima or human consumption.

These bankruptcies have raised questions in legislators minds about whether the Grain
Warehouse Ingpection Program is doing all that needs to be done to ensure the quality of grain
stored in licensed storagefacilities. Thoselegidatorsaso areinterested in knowing how Kansas
bonding requirements for licensed warehouse facilities compare with other states and federal
requirements and whether they appear to be adequate to protect grain producers who have grain
stored in facilities.

A performance audit of this topic would answer the following questions:

1 Does the Department of Agriculture have and follow appropriate ingpection
practicesto ensurethat both the quantity and quality of grain shown on records
at grain elevator sisaccur ate? To answer thisquestion, wewould review the statutes
relating to the Grain Warehouse | nspection Program. Wewould interview department
ingpection staff and review documents as needed to determinewhat they are supposed
to look at in the course of an ingpection to ensure both the quantity and quality of
grain. Wewould compare those inspection practicesto what isrequired by law, to the
ingpection practices of nearby states and the federa program, and to good inspection
practicesin general. We would select a sample of ingpections to determine whether
Department staff were doing the things their procedures cdl for. In addition, we
would accompany ingpectorson asampleof ingpectionsto observetheprocess. Findly,
we would determine whether program officials took appropriate steps to ensure that
violations were appropriately dealt with.
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2. How does Kansas's program for inspecting and regulating grain elevators
comparewith other states' and federal programs, and hasit been adequateto
protect farmer swho havegrain stored in elevator s? To answer thisquestion, we
would review Kansaslaw rel ated to ingpections, bonding, or other security measures
designed to protect those who store grain in grain elevators. We would contact
officidsinasampleof other grain-producing satesto determinewhat their ingpection,
bonding or other requirementsare, and how they comparewith Kansas' requirements.
We d so would determine whether they license grain dealers, and who isrequired to
have deder’s license. In addition, we would compare their staffing and funding
resources to Kansas. As part of this review, we would determine what flexibility
states have to focus ingpection resources on eevators that are perceived to have
problems. We aso would look to see whether inspectionsin Kansas are prioritized
to ded with elevators that have exhibited problems. Finaly, we would review a
sample of recent grain devator bankruptcies to determine whether the bond was
enough to cover thelosses and if not, by how muchiit fell short. Wewould conduct
additional work as needed.

Egtimated timeto complete: 10-12 weeks
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APPENDIX B

Fee Increases for State-Licensed Warehouses

Effective January 1, 2004, the Department increased its licensing fees for most grain warehouses to the
maximum allowed by State law. As noted on page 22, the Department estimated these changes would
raise an additional $46,000 in fiscal years 2004 and 2005, combined.

capacity in bushels

1 to 100,000
100,001 to 150,000
150,001 to 250,000
250,001 to 300,000
300,001 to 350,000
350,001 to 400,000
400,001 to 450,000
450,001 to 500,000
500,001 to 600,000
600,001 to 700,000
700,001 to 800,000
800,001 to 900,000

900,001 to 1,000,000
1,000,001 to 1,750,000
1,750,001 to 2,500,000
2,500,001 to 5,000,000
5,000,001 to 7,500,000

7,500,001 to 10,000,000

10,000,001 to 12,500,000
12,500,001 to 15,000,000
15,000,001 to 17,500,000
17,500,001 to 20,000,000
fee for each additional
2,500,000 over 20,000,000

rate in
FYO03
$400
$430
$460
$490
$520
$550
$575
$605
$630
$660
$690
$720
$750
$1,010
$1,150
$1,440
$1,725
$1,955
$2,130
$2,300
$2,475
$2,645

$290

rate after
1/1/04
$400
$430
$460
$490
$520
$550
$575
$605
$630
$660
$850
$875
$900
$1,225
$1,400
$1,750
$2,100
$2,375
$2,600
$2,800
$3,000
$3,225

$350

% change
no change
no change
no change
no change
no change
no change
no change
no change
no change
no change
23.2%
21.5%
20.0%
21.3%
21.7%
21.5%
21.7%
21.5%
22.1%
21.7%
21.2%
21.9%

20.7%

Sources: K.S.A. 34-228, K.A.R. 4-25-16, Department licensing records

number of
warehouses
in 2003
potentially
affected

—anNNNOZ PPN OWUTO OO

—_

maximum
allowed by
current law
$500
$525
$550
$600
$625
$650
$700
$725
$775
$800
$850
$875
$900
$1,225
$1,400
$1,750
$2,100
$2,375
$2,600
$2,800
$3,000
$3,225

$350
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APPENDIX C

Comparisons Among States

During this audit, we contacted grain warechouse oversight officials from Kansas,
Oklahoma, Nebraska, Iowa, and Illinois. The table below summarizes some of the basic

statistics about grain warehouses and dealers and their regulation in those states.

Kansas Oklahoma | Nebraska lowa lllinois

number of state-licensed 146 57 135 243 333
grain warehouses @
total warehouse capacity 340 79 446 442 1,155
(millions of bushels)
number of state-licensed n/a n/a 150 477 387
grain dealers ®
number of examiners 7 4 4 16 27
total program staff 8 6 7 21 33
program budget, FY04 $474,000 $255,000 | $727,000® | $1,460,000 ® | $2,464,000 ®
number of licensed
warehouses per 21 14 34 15 12
examiner@©
warehouse capacity per 49 million 20 million 112 million 28 million 43 million
examiner (in bushels )©
program budget per staff $59,000 $43,000 $104,000 $70,000 $75,000
Sources: grain warehouse oversight officials from the listed states

@ many grain warehouse licensees also are licensed grain dealers

®) program budget includes expenses related to both grain warehouses and grain dealers

© examiners may spend time working with warehouses, dealers, or both

@ one license can cover several warehouse facilities
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APPENDIX D
Agency Response

On August 4, 2004 we provided copies of the draft audit report to the
Kansas Department of Agriculture, and its responseisincluded in this Appendix.
The agency generally concurred with our recommendations. We made some
minor corrections and clarifications to the draft audit report that didn’t affect any
of our findings or conclusions.
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DEPARTMENT OF AGRICULTURE KATHLEEN SEBELIUS, GOVERNOR
ADRIAN J. POLANSKY, SECRETARY

August 11, 2004 EGCEIVE
1
Barbara J. Hinton §
Legislative Post Auditor AuG 11 2004 1..-/)
800 SW Jackson |
Suite 1200 LEGISLATIVE DIVISION
Topeka, KS 66612-2212 OF FOST AU

Dear Ms. Hinton:

Thank you for the opportunity to respond to the Legislative Division of Post Audit’s
report reviewing the Kansas Department of Agriculture’s Grain Warehouse Inspection program.
The audit will provide valuable information about funding and other issues affecting the
inspection program, Kansas farmers, and the grain warehouse industry in Kansas.

The warehouse inspection program was transferred to the Kansas Department of
Agriculture in 1997 when the former Grain Warehouse Department was abolished, with
responsibility for grain grading privatized and the warehouse audit program continued as a state
program.

The warehouse program licenses the houses, ensures they meet financial, insurance and
bonding requirements, and performs inspections to protect the depositors of grain in public
warehouses.

Since the program was transferred to the Department of Agriculture, it has been drawing
down reserve funds that were transferred with it. Our awareness that expenditures consistently
are higher than revenues from fees has caused us to initiate discussions with program
stakeholders, look at internal efficiencies, and seek other sources of revenue. In January 2004,
program fees were increased to the maximum allowed under current law for all but the smaller
grain elevators.

Many of the audit observations and recommendations will be helpful to us as we consider
what needs to be done to make this an efficient, effective and solvent regulatory program. We
appreciate the efforts of the professional auditors and their contributions to this effort.

A particular item of discussion during the audit was our agreement with LPA that there
should be an effective way to monitor grain quality problems during the examination process at

109 SW 9th ST., Topeka, KS 66612-1280
Voice {785) 296-3556 Fax (785) 296-8389 http://www.accesskansas.org/kda
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licensed facilities, and our disagreement with them about whether appropriate statutory language
currently exists within the Grain Warehouse Act.

We believe the question of authority should be dealt with through a change to the statute
that would provide the grain examiner with clear authority to obtain representative samples
whenever suspicions of grain quality problems arise during an inspection and the authority to
assess those samples. The statute then should provide clear authority for the secretary of
agriculture to require the warehouse to have suspect grain thoroughly sampled and graded by the
Kansas Grain Inspection Service, with results reported to the secretary. If the facility does not
comply with the required sampling, the secretary would have authority to order it done at the
facility’s expense. This will be a legislative initiative and priority of the department in the 2005
session.

The audit has also made it clear to us that we need to continue to seek a cooperative and
established working relationship with USDA inspectors, and to identify and monitor all federal
CCC-owned grain in state facilities.

Responses to specific audit recommendations for the Department of Agriculture follow.
Recommendation 1

LPA recommended that the department develop a risk-assessment tool to identify those
warehouses that may be at high risk of failure.

We agree that there may be mechanisms that can help provide a better early-waming
system for warehouses that are experiencing difficulties. We will be working to develop these
systems, but at the same time, do not want to increase financial demands on already-stressed
businesses. We have contacted the Iowa Department of Agriculture for more information about
a risk assessment model used in their state, and plan to use this or other methods to identify
conditions that may require additional financial information or inspections.

Recommendation 2 and Recommendation 3

LPA recommended that communications between field examiners and program
administrators be improved, and that all problems in the field be communicated in writing to the
Topeka office, whether or not the examiner receives assurances from the warehouseman that
they will be corrected. It recommended that oversight over field staff be increased.

The audit made it clear that program processes and communication can be improved. We
have begun a thorough review of all forms used in the program to ensure that they collect only
useful, unambiguous and quantifiable data that will benefit the examiner and program
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management. All examiners have been reminded to notify Topeka staff by telephone and
electronically when questionable practices or problems are observed. We believe improved
reporting and communications will provide for prompt response to potential enforcement
situations, and help ensure equitable regulation and interpretation of the grain warehouse statute
in warehouses across the state.

An updated procedures manual is undergoing review in the field at the current time. Our
goal is to have the procedures manual and updated forms in use this fall.

The audit also contributed to our decision to restructure the management of the program.
The goal of all these changes is effective, efficient and equitable regulation.

Recommendation 4

LPA recommended that we look at some method of rotating the examiners so they retain
an independent attitude toward the warehouses they inspect.

Many aspects of the state’s grain warehouse program are in flux at the current time. New
federal regulations can either bring more warehouses into the program or make a state warehouse
program unnecessary. The budget and the economy make it necessary to search for further
efficiencies in this already tightly stretched program. We will consider some system of rotation
as we review grain warehouse processes and consider reforming assignments and territories. We
would note, however, that about a third of the inspections every year are performed by randomly
assigned teams of inspectors. We believe the team approach assists with consistency and
equitable regulation.

Again, we are grateful to the Legislative Post Auditors for their research and analysis.
We look forward to working with the Kansas Legislature to clarify the statute to provide the best
regulatory protections for the Kansas grain industry and clarify our authorities in the area of
grain quality.

Sincerely,

Adrian J. 4msky

Secretary of Agriculture

Attachment:
Detailed comments, corrections and clarifications
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Detailed Comments/Corrections/Clarifications to Grain Warehouse Audit

1] Page 1, paragraph 2- It would be more accurate to state: three grain warehouse
insolvencies or failures have occurred in Kansas since May 2002, and to either use the term
failure or insolvency throughout the document.

2] Page 4, paragraph 3 Although not required, does federal law clearly authorize and
establish the procedure for sampling and evaluating grain quality?

3] Page 7, paragraph 1~ Technically only Marietta Grain declared bankruptcy (chapter 11)
Miller Grain was a chapter 7, involuntary filed by creditors, and Brady Grain was a receivership.
Bankruptcies are the jurisdiction of the federal bankruptcy court; receivership is a process of the

state court that involves only the grain assets.

4] Page 7, paragraph 2 The two facilities referred to were not “failures;” in fact, they were
successes for the program in the fact that the department was able to guide the facilities through
the process of satisfying all of their obligations to their grain customers when the warehouse was
on the brink of insolvency. No grain depositor lost money and neither the grain customer nor the
elevator had to endure the costly and lengthy process of a receivership or a bankruptcy.

5] Page 7, paragraph 4, It should be clarified that the “others” are not within the statutory
scheme of the warehouse act.

6] Page 8, paragraph 1,  The only claim process related to the grain inventory of Brady
Grain was conducted by the Norton County District Court via the receivership. USDA
conducted KDA legal by telephone in May or June of 2004 and was so informed.

7] Page 8, paragraph 2 The USDA inspection of the Brady facility may have been
precipitated by a call from the KDA program manager to USDA in the early spring of 2003
regarding suspected quality problems and the possibility of conducting joint examinations to
utilize the USDA examiner’s ability to sample and evaluate quality. The KDA program manager
does not recall that Brady grain was specifically mentioned or the exact date of the call.

8] Page 9, paragraph 1&2

KDA is in absolute agreement that a meaningful and effective mechanism to monitor grain
quality problems needs to be a part of the regulatory and examination process at the licensed
facilities. We disagree that the statutory language to facilitate that is currently in the grain
warehouse act. The “appropriate action if a quality problem is suspected would be to determine
if the suspicion of the examiner is based upon fact. To establish the facts related to the condition
of the grain a sample or samples based on an established protocol would have to be obtained and
evaluated in a manner that was a representative indication of the quality of the grain involved.
Presently there is no authority or reference to examiners obtaining samples or making a quality
assessment during the examination. KDA will propose a legislative change that would clearly
provide the examiner with the authority to obtain representative samples in any case where his or
her observations indicate a suspicion of a quality problem in grain contained in a licensed
warehouse and to assess the samples obtained to determine if the suspicions are confirmed by the
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samples obtained. In any instance where the examiner’s assessment indicates quality problems,
the Secretary would have the authority to require the warehouse to have any grain suspected of
quality problems thoroughly sampled and graded by the Kansas Grain Inspection service with
the results reported to the Secretary. If the facility fails to have the required sampling and
grading performed, the Secretary would have the authority to arrange for it to be done at the
expense of the facility. [In addition to the statutory change, additional training of examiners,
sampling equipment and the development of sampling protocol would have to be developed.]

9] Page 12, paragraph 1 KSA 34-230 does provide the secretary the discretion afforded by
the word “may” in issuance of the license. It is not accurate to state that meeting the minimum
financial requirements obligates the secretary to issue a license. The statute also provides that a
determination of a violation of the act is also a basis to deny a license.

The discretion afforded the secretary in the statute does not allow him or her to arbitrarily impose
additional financial requirements or deny a license to a facility that meets the statutory minimum
without having a credible and established basis to do so. If a license is denied to someone who
satisfies the statutory requirements the burden would be on the Secretary to provide a credible
basis for the denial that is uniformly applied to all applicants. Currently there is no such
mechanism or system to provide that basis. The mechanism available to increase the bond at the
secretary’s discretion is utilized and was responsible for the elevated bond required of Miller
Grain.

10]  Page 13, paragraph 1, Page 13, paragraph 3, Page 17, paragraph 3

There are recurring statements reflecting the issue of whether the current statutory language
contains the authority and mechanism for KDA to quantify a quality problem accurately enough
to establish a violation of the warehouse act. Another series of statements indicate the inability
of the agency to take enforcement action because of grain quality or shortage problems. These
statements are confusing because they treat two issues are though they are one .

There is no question that a warehouse license may be revoked or suspended by the secretary for a
deficit in the commodities present. Due to the bailment nature of the warehouse operation the
provisions of 34-2,104 provide for the mechanism that must accompany the termination of a
license. When a warehouse is not authorized to operate the commodities, the control of the
commodities must immediately be transferred to the custody of the secretary. The process of
assuming physical control of the inventory and premises and ultimately liquidating the inventory
is a very involved and costly process. We have the means to accurately determine deficits in
quantity to provide the basis for the secretary to confidently determine a deficit and act
accordingly. The significance of any of those actions requires a completely reliable level of
proof that the deficit in the commodities is a fact. The impact of that action by the secretary
involves a significant loss to the grain producers and the warehouse in addition in addition to the
loss in commodity value or quantity that may have already taken place. The point is, that action
of the secretary cannot be based on suspicion or a hunch that quality problems may exist that
might involve sufficient value decreases to create a deficit in the value of the commodities
present. Our present ability to make the quality assessment necessary is as undeveloped as our
quantity assessment is reliably developed. There simply is no currently the means to make a
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reliable assessment. If those tools were available, the department could apply the same
enforcement to quality problems that it does to quantity problems.

111 Page 13, paragraph 1 ~The actual statement made by the department was “Without the
clear authority for KDA examiners to obtain samples they could arguably be charged with theft
if they leave the premises with a quantity of grain”. The statement, if included, should be
included in its entirety.

12]  Page 16, paragraph 1 The rotation of examiners is a concept that we will try to
implement as much as travel and budget constraints allow. Of the 145 licensed facilities, 45 of
those currently involve multi-examiner teams that are randomly assembled, which diminishes the
concern of repetitive examinations by the same individuals.

131  Page 16, paragraph 2 Requiring the submission of financial information on an
accelerated basis has not been previously utilized, but is a concept that will be considered under
the appropriate circumstances. Accelerated examinations are the current response mechanism
when problems are identified.

14]  Page 16 paragraphs 4,5,6 Amending the warehouse act to include civil penalties would
be supported by KDA.

15]  Page 17 paragraph 5 See No. 8

16]  Page 18 paragraph 3  Until presented with the unusual circumstances of the Brady Grain
case, the lack of specific quality authority had not been a problem. The Brady receivership
commenced in the fall of 2003 and the legislative session was nearly concluded before the extent
of the problems at Brady were known.

17]  Page 19 paragraph 7 See No. 8 and 16 The last sentence implies that KDA
had the ability and had conducted quality assessment. It would be meaningful to include the
frequency of USDA quality assessments. In the Brady profile, it would be important to note that
the wheat in question had been apparently been mismanaged in storage for 10 years or longer
due to CCC ownership?
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