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TheRural Electrification Administration is pro- 
viding billions of dollars of loans and loan 
guarantees to finance the construction of elec- 
tric generating plants and related facilities in 
rural areas. In fiscal year 1979 such financing 
totaled about $5.5 billion and, based on pro- 
jections, could more than double in 1990. 

This report provides information on how such 
financing is provided and budgeted for and on 
REA’s policies and procedures governing loans 
and guarantees made to power supply systems, 
including 

--the need to include REA loans and 
guarantees in Federal budget totals 
and to attain greater private credit 
involvement in financing borrowers’ 
needs; 

--opportunities for improving the plan- 
ning of power supply systems; and 

--lessons to be learned from the Coal 
Creek Power Project, a project with 
large cost overruns and other pro- 
blems. 
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COMPTROLLER GENERAL OF THE UNITED STATES 

WABHINGTON. D.C. 20548 

B-198162 

To the President of the Senate and the 
Speaker of the House of Representatives 

'i'his report discusses the Rural Electrification 
Administration's loan program for financing the con- 
struction of electric generating plants and related 
facilities in rural areas. It examines and provides 
information on how the loans are funded and budgeted 
for and on the policies and procedures followed in 
making the loans. 

Our review was made to assess the effectiveness 
of the policies and procedures followed in yuarantee- 
iny and making insured loans to power supply systems 
and to provide the Congress with information on these 
relatively new and growing loan proyrams. A report 
on loans made to rural electric distribution systems 
was issued on May 30, 1980 (CED-80-52). 

We are sending copies of this report to the 
Director, Office of Management and Dudget; the 
Secretaries of Agriculture, Energy, and Treasury; 
interested congressional committees and subcommit- 
tees; and to various Members of Conyress. 

E, 4kA 
Comptroller General 
of the United States 





'COMPTROLLER GENERAL'S REPORT FINANCING RURAL ELECTRIC 
'TO THE CONGRESS GENERATING FACILITIES: A 

LARGE AND GROWING ACTIVITY 

DIGEST .- - - - - - 

The Rural Electrification Administration 
(=A), throuyh insured and guaranteed loans, 
makes available billions of dollars in financ- 
ing to construct electric generating and 
transmitting facilities to meet the increas- 
ing demands for electricity in rural areas. 
To gain better budgeting control and increase 
private credit involvement, GAO believes that 
changes are needed in how this financing is 
budgeted for and funded. 

Also, because of the magnitude of REA assis- 
tance, it has great potential to help solve the 
Nation's energy crisis. REA's primary role 
as banker may need to be changed to fully 
realize this potential. However, REA could 
help solve energy problems without such a change 
through improved power system planning. 

FUNDING MAJOR GENERATING 
AND TRANSMITTING FACILITIES 

REA has financed generating and transmitting 
facilities for many years, however, only when 
the agency was authorized to guarantee loans 
in 1973 did it begin financing projects at 
current levels. In 1979 REA approved $50 
million in insured loans and $5.43 billion in 
guaranteed loans to power suppliers (i.e., 
utilities producing and selling wholesale power 
as opposed to distribution systems that retail 
power). 

Projections of REA borrowers' capital require- 
ments were made in conjunction with two separate 
studies-- one by the Department of Agriculture 
and the Office of Management and Budget and the 
other by two cooperative associations. The 
first projects that $16.7 billion will be re- 
quired in fiscal year 1990 and the second projects 
that $12 billion will be required in calendar year 
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1990. Without a change in present policies, 
nearly all of this financing will be met 
through REA's guaranteed loan program. (See 
pp. 11 to 15.) 

One of the Congress' objectives in authorizing 
the guaranteed loan program was to increase the 
private credit involvement in REA's loan pro- 
grams. But almost all loans REA guarantees 
are made by the Federal Financing Bank, a wholly 
owned Government corporation that receives its 
funds from the U.S. Treasury. This practice 
converts REA guaranteed loans into direct Govern- 
ment loans. 

Alternative credit sources are available to 
power suppliers, including their own financing 
organization. Although such financing will be 
at somewhat higher interest rates, REA must 
move borrowers in this direction to avoid 
placing the entire financing burden on the 
U.S. Treasury, ensure that borrowers have 
an alternative source of credit if the Govern- 
ment is unable and/or unwilling to fund the 
capital requirements projected, and achieve 
greater involvement by private creditors. 

Although REA insured loans and guaranteed loans 
made by the Bank are, in effect, direct 
Government loans, they are not included in 
expenditure totals of the unified Federal 
budget. GAO has consistently opposed such off- 
budget programs primarily because they do not 
have to compete for resources on the same basis 
as on-budget programs. The President has pro- 
posed changes to gain better control over Federal 
credit programs which are expected to be about 
$600 billion by 1980; however, the proposed 
changes do not fully satisfy GAO's concerns. 
(See PP. 15 to 28.) 

REA guarantees, by statute, are for the full 
amount of the loans. As of December 31, 1979, 
cumulative guaranteed loans totaled $16.7 
billion and could exceed $200 billion by the 
mid to late 1990s. While REA borrowers' 
repayment record is excellent, such loans are 
not risk-free. Some of this risk could be 
shifted to private lenders and borrowers by 
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reducing the Government guarantee to less 
than 100 percent and charging a loan guar- 
antee fee to fund a reserve for losses (see 
pp. 28 and 29). 

OPPORTUNITIES FOR IMPROVING 
PLANNING OF POWER SUPPLIERS 

REA's potential to help solve our Nation's 
energy problems is great. Improving the power 
suppliers' planning efforts could help toward 
this end, but to take full advantage of REA's 
potential, a change in its primary role as 
banker may be needed. 

REA borrowers purchased and generated 164 mil- 
lion megawatthours of power in 1978 compared 
with 79 million megawatt hours in 1970. The 
proportion of this total generated by REA 
borrowers has doubled about every 20 years; 
it was 32 percent in 1978. With REA financing 
more than $5 billion a year to construct generat- 
ing and related facilities, this trend is likely 
to continue, if not accelerate. (See pp. 39 to 
48.) 

Determining the need for powerplants begins 
with a forecast of power requirements. 
Accurate forecasts are a critical part of 
planning --overforecasts can result in costly 
idle capacity and underforecasts can result 
in lack of electricity. Although REA has 
improved its forecasting procedures, it basic- 
ally relies on forecasting techniques used before 
the guaranteed loan program and the energy 
crisis--a single forecast developed primarily 
on historical data. . 

GAO examined the accuracy of five power suppli- 
ers' forecasts made in the early and mid-1970s, 
when forecasting was difficult because of rapidly 
changing use patterns. The 5-year forecasts 
of four of the borrowers overestimated energy 
demand by 5.8 to 24 percent and the 4-year 
forecast of the remaining borrower overestimated 
demand by less than 1 percent. 

Rapidly changiny energy-use patterns complicate 
forecasting because historic growth rates cannot 
serve as accurate indicators of future growth. 
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REA has recognized the need for change and is 
reviewing forecasting methods and techniques 
to develop a forecasting manual sometime in 
1981. (See pp. 48 to 57.) 

REA has acted to help solve our Nation's 
energy problems. Many actions taken have 
been directed at distribution systems. But, 
GAO believes the power suppliers, with their 
overall responsibility for power planning 
and supply, could be better used in this effort. 
To do this power suppliers, as part of their 
planning effort, should be required to per- 
form in-depth, systemwide studies of all 
reasonable supply options, including conser- 
vation, load management, renewable energy 
sources, purchased power, power pooling, and 
joint projects. 

Power suppliers prepare detailed feasibility 
studies of the supply alternatives considered. 
However, the alternatives studied are limited 
to those judged most appropriate by REA and 
borrowers during the exploratory planning 
phase. To ensure that the most appropriate 
mix of supply alternatives is selected, the 
suppliers need to formally study the feasi- 
bility of, and use, all reasonable alterna- 
tives and supplemental supply sources. 

Recent REA actions should result in borrowers 
giving greater consideration to various supply 
options. For example, January 1980 instruc- 
tions governing environmental impact studies 
stress the importance of showing the options 
considered, and a proposed revision to these 
instructions specifically requires a discus- 
sion of options such as conservation, load 
management, and renewable eneryy sources. 
Also, REA's January 1980 reorganization, in 
part, was designed to assist borrowers de- 
velop alternatives and supplemental supply 
sources. 

In making and guaranteeing loans, REA's prime 
concern must be the borrowers' ability to repay 
their loans. The agency has little funding 
flexibility to finance demonstration projects, 
studies, or programs designed to solve the 
Nation's energy problems. 
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Other Federal agencies and non-Federal organ- 
izations, however, are funding such efforts. 
REA should act as a catalyst by evaluating 
and disseminating information about these 
studies and projects to its borrowers. 
Later, REA may wish to seek broadened fund- 
ing authority from the Congress to conduct 
its own demonstration projects, studies, 
or programs. (See ix+ 57 to 74.) 

Power planning is viewed as highly technical 
and is primarily done by the borrowers, with 
REA and other agencies reviewing the plans. 
Because decisions by electric utilities can 
have an impact on the lives of individual 
consumer/ members and other private citizens, 
their participation in the early stages of 
developing the power suppliers' long-range 
plans should be increased. (See pp. 74 to 
78.) 

THE COAL CREEK PROJECT--A CASE STUDY 

The Coal Creek Power Project--a joint effort by 
two Minnesota power supply cooperatives--has 
been beset with problems and public controversy 
due to escalated construction costs, siting 
of the transmission line, and uncertainty 
about possible adverse effects of extra high- 
voltage transmission lines on people, animals, 
and plants. These problems could have been 
minimized through better and more effective 
planning. 

Estimated to cost $537 million in mid-1973, the 
project's latest estimate is $1,262 million. 
The initial estimate covered the cost of con- 
structing a generating plant and transmission 
line which are now estimated at $1,047 million. 
Development costs for a coal mining complex were 
not included in the initial estimate but were 
later estimated at $96 million. This estimate 
has been increased to $215 million. 

In a November 1979 report on the Coal Creek 
Project, GAO concluded that while some cost 
increases were beyond the cooperatives' control, 
there was inadequate planning for a project of 
this size, and that the decision to proceed with 
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the project should have been reevaluated based 
on changed conditions. 

One main factor affecting the project was public 
opposition. Although the project was being con- 
sidered in 1972, many individuals whose lives 
and property were affected did not learn of the 
project until the spring of 1974. 

Although the power suppliers began a concerted 
effort to address the public concerns about 
the project in 1976, the effort came too late. 
Also, an opportunity to obtain public comment 
was missed when the REA Administrator elected 
not to hold the usual public hearings on the 
project’s environmental impact statement. 

Individual consumer/members are insulated from 
the affairs of the power suppliers. To affect 
power supply decisions, individual members must 
work through their local distribution system 
cooperative. GAO found, however, that this 
avenue is not used extensively. (See pp. 83 
to 105.) 

RECOMMENDATIONS TO THE AGENCY 

To encourage more private credit sector in- 
volvement in the guaranteed loan program, 
REA should require borrowers to obtain part 
of their loans from private lenders. (See 
p. 30.) 

To improve power system planning and help 
solve national energy problems, REA should 

. 
--evaluate and disseminate information on 

demonstration and study projects funded by 
others and determine whether it should 
have broadened authority to fund its own 
projects; 

--require power suppliers to make in-depth, 
systemwide studies of all reasonable power 
supply options to ensure that the most 
appropriate mix of alternatives for meet- 
ing estimated demand is chosen; and 
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--require borrowers to take aggressive action 
to involve individual members and private 
citizens in the early stages of their long- 
range planning process. (See pp. 79 and 
80.) 

To help preclude major cost overruns on proj- 
ects, GAO recommends a number of actions REA 
should take to intensify its evaluation of the 
adequacy of feasibility studies. (See pp. 106 
and 107.) 

RECOMMENDATIONS TO 
THE CONGRESS 

The Congress should enact previous GAO recom- 
mendations that would result in the Federal 
credit assistance activity that currently 
goes through the Federal Financing Bank being 
more adequately reflected in the budget 
totals. 

Also, to avoid placing the full contingent 
liability of REA guaranteed loans solely 
on the Government, the Congress should 
revise the Rural Electrification Act of 
1936 to limit the REA guarantee of loans 
made by private lenders to less than 
100 percent and to require that a loan 
guarantee fee be assessed to fund a 
reserve for losses. (See pp. 30 and 31.) 

AGENCY COMMENTS 

The Departments of Agriculture and Treasury 
and the Cooperative Power Association and the 
United Power Association--the two owners of 
the Coal Creek Project--commented on all or 
a part of this report. Their comments are 
incorporated where appropriate and their 
letters are included in appendixes V through 
VIII. 

Agriculture disagreed with GAO’s recommenda- 
tions concerning the need to (1) include 
REA program outlays in the Federal budget 
totals, (2) obtain increased private credit 
involvement in the guaranteed loan program, 
and (3) require borrowers and lenders to 
share in the risk of guaranteed loans. 
(See PP. 31 to 36.) 
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Regarding the need to include REA program 
outlays in the budget totals, Agriculture 
said that all RCA programs are extensively 
reviewed by the Administration and the Con- 
gress. This, however, does not alter other 
equally important facts, particularly that 
such off-budget programs are not reviewed 
in competition for resources with on-budget 
programs. 

GAO continues to believe that increased pri- 
vate credit involvement in the program, 
a congressional objective, needs to be 
attained. 

Although, as Agriculture stated, the Congress 
specifically required full guarantees 
and prohibited guarantee fees in the 1973 
amendments to the act, GAO believes these 
statutory provisions should be reassessed 
in light of the huge contingent liability 
resulting from the guarantee program, 
the magnitude of which may not have been 
fully appreciated in 1973. 

Agriculture agreed that planning improvements 
could be made and said that it had already 
begun to implement many actions recommended 
by GAO (see pp. 80 to 82). It also said 
that REA's cost-estimating record compares 
favorably with private utilities and other 
Government agencies (see pp. 107 and 108). 

Treasury agreed that REA borrowers should be 
encouraged to use private credit sources. 
It said, however, that the increased interest 
costs of private credit would weaken borrowers' 
financial positions and delay their eventual 
transition to private credit. (See pp. 36 to 
38.) 

GAO believes that involving private credit in 
the guarantee program would best be done on 
a gradual basis. In this way the impact of 
increased interest costs on the borrowers' 
financial operations could be minimized with 
increased proportions of private credit 
required only as warranted. 
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Cooperative Power Association and United - 
Power Association, in commenting on chapter 
4, said they believe that planning for the 
project and the cost estimates made were 
adequate considering the time period in 
which they were made. (See pp. 108 and 109.) 
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GLOSSARY 

Maximum power output of a gener- 
ating plant, expressed in kilowatts 
or megawatts. 

Capacity 

Conservation 

Demand 

Demand forecast 

Improving the efficiency of energy 
use: using less energy to produce 
the same product. 

The rate at which electric energy 
is delivered to or by a system, 
expressed in kilowatts or megawatts, 
over any designated period. 

Projection of the future demand for 
electricity. Various types of de- 
mand forecasting models include 
trending, econometric, and end-use 
(or engineering). 

Econometric model A forecasting model based on assumed 
relationships between electricity 
consumption and general demographic 
and economic variables such as gross 
national or State product, prices of 
electricity and competing fuels, 
prior year's electricity sales, and 
population. 

End-use (engineering) A forecasting model relying on a 
model detailed enumeration of all energy- 

using equipment that is expected to 
be functioning during the forecast 
period. A use-rate is applied to 
each type of equipment to forecast 
total eneryy consumption. 

Energy The ability to do work; the average 
power production over a stated in- 
terval of time; expressed in 
kilowatt-hours, megawatt-hours, 
average kilowatts, or average 
megawatts. Equivalent terms: 
energy capability, average genera- 
tion, and firm-energy-load-carrying 
capability. 

Gigawatt The electrical unit of power which 
equals 1 billion watts or 1,000 
megawatts. 



Gigawatt-hour 

Kilowatt 

Kilowatt-hour 

Load 

Megawatt 

Megawatt-hour 

Load manayement 

Power 

Reserve capacity 

Trend forecast 

A basic unit of electrical energy 
which equals 1 gigawatt of power 
applied for 1 hour. 

The electrical unit of power which 
equals 1,000 watts. 

A basic unit of electrical energy, 
which equals 1 kilowatt of power 
applied for 1 hour. 

The amount of electric power deliv- 
ered to a given point on a system. 

The electrical unit of power which 
equals 1 million watts or 1,000 
kilowatts. 

A basic unit of electrical energy 
which equals 1 megawatt of power 
applied for 1 hour. 

Influencing the level and state of 
the demand for electrical energy so 
that demand conforms to individual 
present supply situations and long- 
run objectives and constraints. 

The time rate of transferring or 
transforming energy; for electri- 
ci.ty, expressed in watts. Power, 
in contrast to energy, always 
designates a definite quantity 
at a given time. 

Extra generating capacity avail- 
able to meet unanticipated demands 
for power or to generate power 
in the event of scheduled or 
unscheduled outages of regularly 
used yenerating capacity. 

A forecast that relies heavily on 
historical consumption patterns to 
project future consumption. 





CHAPTER 1 

INTRODUCTION 

The Rural Electrification Administration (REA) was 
established by Executive Order 7037 on May 11, 1935, as part 
of an unemployment relief program under the Emergency 
Re.Ij.ef Appropriation Act of 1935 (49 Stat. 115). REA was 
made an independent agency in 1936 by the Rural Electrifica- 
tion Act (7 U.S.C. 901) and became a part of the Department 
of Agriculture (USDA) in 1939. 

Public Law 93-32 (87 Stat. 65), enacted May 11, 1973, 
ame;nded the act to, among other things, establish the Rural 
Eleictrification and Telephone Revolving Fund and authorize 
RE& to make insured loans and to fully guarantee loans made 
by lothers. The insured loans are funded through the Fund's 
reqeipts and through the sale of certificates of beneficial 
owr(ership (certificates) to the Federal Financing Bank (FFB), 
a tiholly owned Government corporation. The guaranteed loans 
are made by non-REA lenders, usually the FFB, and guaranteed 
by REA. Prior to Public Law 93-32, REA was only authorized 
to make direct loans which were funded through REA borrowings 
from the Department of the Treasury. The law also provided 
that REA loans would be excluded from the totals of the 
Federal budget. 

HEA, through insured and guaranteed loans, makes bil- 
liqns of dollars of financing available to power supply 
sy terns to meet the electrical energy requirements of rural 
co sumers. i This report examines and provides information 
on;this relatively new and growing loan program to assist 
thh Conyress with its oversight responsibilities and offers 
so$e recommendations for improvements and changes. 

OBjJECTIVES OF REA's 
ELFCTRIC PROGRAM 

The Rural Electrification Act, as amended (7 U.S.C. 902), 
authorizes the REA Administrator to make loans for rural 
electrification and for furnishing electric energy to persons 
in rural. areas who are not receiving central station elec- 
trmicity (that is, electricity received from a central gsner- 
atring plant as opposed to an individually owned electric 
generator). As defined in the act, a rural area is any area 
ncjt within the boundaries of a city, village, or borough 
hiving a popu.Lation in excess of 1,500 inhabitants. Once a 
rural area qualifies for and receives financial assistance, 
i$ remains eligible for REA assistance even though its pop- 
ulation goes above 1,500. 



Nearly all persons living in rural areas now have 
central station electricity. Currently, most electric loans 
are made to finance the continuing need for improving sys- 
tems and providing new facilities to accommodate the growth 
of rural areas. 

In amendments to the act enacted May 11, 1973, the 
Conyress set forth the following policy. 

"That it is hereby declared to be the 
policy of the Congress that adequate funds 
should be made available to rural electric 
and telephone systems through direct, 
insured, and guaranteed loans at interest 
rates which will allow them to achieve the 
objectives of the Rural Electrification Act 
of 1936, as amended, and that such rural 
electric and telephone systems should be 
encouraged and assisted to develop their 
resources and ability to achieve the 
financial strength needed to enable them 
to satisfy their credit needs from their 
own financial orqanizations and other 
sources at reasonable rates and terms con- 
sistent with the loan applicant's ability 
to pay and achievement of the Act's objec- 
jectives." (Underscoring supplied.) 

The objectives of REA's program, as stated in REA Bul- 
letin 2-1, August 15, 1969, are as follows: 

"The objectives of the Rural Electrification 
Administration programs are to provide, 
throuyh self-liquidating loans under the 
Rural Electrification Act of 1936, as 
amended, and through technical a?sistance, 
adequate, dependable electric and telephone 
service sufficient to meet the needs of 
beneficiaries of the Act, both farm and non- 
farm, in rural areas on an area coverage 
basis, under rates and conditions that per- 
mit full and productive use of these 
utility services." 

REA Bulletin 2-l also prescribes the policies REA will 
follow in achieving program objectives. One of the policies 
is that REA is to help develop the borrowers' resources and 
ability to meet their financial and other needs, handle their 
own affairs effectively, and achieve as soon as possible 
the internal strength and soundness to assure success as an 
independent enterprise. It states also that as borrowers 



de;velop adequate internal strength and financial soundness, 
dilrect REA assistance will diminish accordingly. 

Responding to our request, the REA Administrator 
provided us with a letter describing the objectives of REA's 
el,ectric loan proyram. (See app. I.) One objective states 
that REA is to carry out the President's directives to con- 
serve eneryy and assist in developing renewable energy sources 
by: 

--Requiring borrowers, as a condition for future 
financing, to have energy conservation programs 
and providing financial assistance for load con- 
trol and load-management equipment. 

--Encouraging and promoting development of supple- 
mental sources of energy by the systems or their 
consumers, using such renewable resources as solar 
heating and cooling equipment, solar crop drying, 
small wind generators, farm-based biomass genera- 
tars, and small-scale hydroelectric facilities. 

--Requiring generation and transmission coopera- 
tives, as part of their loan application, to 
consider those resources capable of producing 
central station electric power, such as hydro- 
electric plants, biomass facilities, woodchips, 
or peat, wherever it is technologically feasible 
and cost effective. 

I --Working with other Federal agencies, as 
appropriate, to develop promising solar 
demonstration projects. 

ELECTRIC LOAN PROGRAM 

REA makes insured and guaranteed loans to rural elec- 
tr'ic systems to finance the construction and operation of 
e1:ectri.c yenerating, transmission, and distribution facili- 
ties. Insured loans are made at a standard interest rate 
of 5 percent or at a special rate of 2 percent to borrowers 
meeting certain criteria specified in the act. The maximum 
repayment term authorized is 35 years. 

Guaranteed loans are to be made at an interest rate 
agreed to by the borrower and lender, generally with maximum 
repayment terms of 35 years. Most of the loans REA guaranteed 
(o'ver 90 percent) have been made by the FFB. 

Insured loans are made to both distribution and power 
su~pply systems, while guaranteed loans are generally made 
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only to power supply systems. A distribution system typi- 
cally buys its power at wholesale rates from existing sup- 
pliers and sells it to retail consumers, whereas a power 
supply system generates electrical power and wholesales it 
to others for resale. As of December 31, 1978, there were 
983 active REA borrowers, of which 934 were engaged pri- 
marily in operatiny distribution systems and 49 engaged pri- 
marily in operating generation and transmission facilities. 

Although REA is authorized to make loans to investor- 
owned utilities (IOUs), the act requires that preference be 
given to public entities and cooperative, nonprofit, or 
limited-dividend associations. Most of REA's electric loans 
(over 90 percent) have been made to cooperatives. 

LOAN FUNDING AND COSTS ---- - 

During fiscal year 1979 REA approved 431 insured loans 
totaling about $1 billion, including about $223 million 
made at the special Z-percent interest rate, and 14 guaran- 
teed loans totaling $5.43 billion. For fiscal year 1980 
the Congress authorized a minimum of $850 million and a max- 
imum of $1 billion of insured loans, and REA estimated that 
$5 billion of loans would be guaranteed. L/ Through 
September 30, 1979, REA cumulative loan commitments totaled 
$13.7 billion for insured and direct loans and $15.6 billion 
for yuaranteed loans. 

REA loan levels have increased substantially since the 
act was amended in 1973. In fact, the amount of insured 
and guaranteed loans REA approved during this period is over 
2-l/2 times the amount of direct loans it approved in the 
previous 38 years. From inception of the program in 1935 
through the end of 1972, 2/ REA approved a total of $8.4 
billion of direct loans, whereas, from May 1973 through 
December 1979 it approved about $5.6 billion of insured 
loans and $16.8 billion of guaranteed loans, or a total of 
$22.4 billion. 

L/Although specific levels for yuaranteed loans are not 
authorized by appropriation acts, pending legislation, 
if enacted, would include such limits for fiscal year 1981. 

z/In December 1972 USDA announced the termination of the 
direct loan program and that future REA loans would be 
funded through the Farmers Home Administration's Rural 
Development Insurance Fund. As a result of this action, 
a number of bills were introduced in the Congress, cul- 
minating in the enactment of Public Law 93-32 in May 1973. 



REA is authorized to guarantee loans made by a quali- 
fie;d lender. The lenders under this program are shown 
below. 

Lender 
REA loan guarantee commitments 

through December 31, 1979 

Amount Percent 

(millions) 

Federal Financing Bank $14,868.5 88.7 

Banks for cooperatives (BC) 729.0 4.4 

Lender had not been selected 
by borrower 1,158.4 6.9 

Total $161755.9 100.0 

Currently FFB obtains its funds from the Treasury. The 
interest rate FFB pays is based on Treasury's estimate of 
the interest rate it would pay on long-term borrowings. FFB 
in turn makes loans to the electric systems at the same inter- 
est rate it pays the Treasury plus an add-on of one-eighth 
of 1 percent to cover its administrative costs and marketing 
risks. 

Although it is intended that the Treasury will not loan 
funds to the FFB at lower interest rates than it can borrow, 
wh/Etther this is the case depends on the accuracy of the 
Tr asury’s estimates and other factors (see pp. 18 and 19). 

1 Es.imates are necessary because the Treasury does not actually 
bokrow the funds for the loans it makes to FFB on a one-for-one 
baBis. Rather the funds are obtained from a pool of moneys 
whiich includes tax receipts and borrowings of various 
maiturities. 

Insured loans are funded through the Rural Electrifi- 
caition and Telephone Revolving Fund established by Public 
Law 93-32 in May 1973. Public Law 93-32 required that the 
outstanding assets of the electric and telephone programs be 
transferred into the Fund. Also, the Fund would receive 
all1 subsequent receipts of principal and interest, and in- 
terest payments on outstanding Treasury borrowinys used to 
finance the program would be canceled. The law also author- 
iced the sale of assets (borrowers' loan notes) in the form 
of certificates, which are sold to FFB. 

The Fund finances insured loans for electric and tele- 
phone proyrams, interest subsidy costs incurred, and 
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defaults on insured and guaranteed loans. Income for the 
Fund is derived from principal and interest payments on 
out.st.and ing loans, and interest expense is incurred on the 
funds obtained from FFB through sales of certificates and 
on interim borrowings from the Treasury. 

Funds for loans are obtained through principal repay- 
ments and interest receipts paid into the Fund on outstand- 
ing loans. Loans made in excess of principal repayments 
and interest receipts are funded on an interim basis by 
borrowings from the Treasury. In March and September of 
each year, certificates are sold in an amount necessary to 
refinance the interim borrowings plus interest expense 
incurred on the in%erim borrowings and on the balance of 
certificates outstanding at the beginning of the period. 

As of December 31, 1979, a total of $7,865 million of 
unpaid, interest-free Treasury notes was outstanding in 
the Fund. These notes will mature and become due between 
1993 and 2016. Primarily because of the large sum of 
interest-free Treasury notes outstandiny, the Fund's inter- 
est earninys have exceeded its interest expense, and there- 
fore no direct appropriations by the Congress have been 
needed. Based on REA projections, the Fund's interest ex- 
penses will exceed its interest earnings by 1988, and REA 
could choose to ask the Congress for appropriations to make 
up the difference. However, if REA should choose not to do 

the Fund's disbursements are projected to exceed its 
Ezieipts by about (1) $24 million in 1999, (2) $2.3 billion 
in 2000, and (3) greater amounts in succeeding years, which 
will require appropriations. 

According to data obtained from REA's Assistant Budget 
Director, REA estimates that for fiscal year 1981, the Fund's 
actual interest expense applicable to electric loans will be 
$133.7 million and that the imputed net interest cost to 
the Government (REA and the Treasury) will-be $652.4 million. 
These estimates were based on the 9.75-percent average inter- 
est rate in effect on all marketable issues of the Treasury 
outstanding as of February 29, 1980. REA estimates that the 
imputed interest expense on the $850 million of insured loans 
it projects will be made in fiscal year 1981 will cost the 
Government $1,246.6 million over the 35-year life of the loans. 
Estimated administrative expenses of the electric program for 
fiscal year 1981 are about $15 million. 

PROGRAM ACCOMPLISHMENTS 

When REA's electrification program began in 1935, about 
11 percent of the Nation's farm families had electricity, 
whereas nearly all have electricity today. REA has con- 
tributed significantly to this accomplishment. 
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With REA funding and support, rural electric coopera- 
tibes were formed to build and maintain distribution systems 
to serve their rural members. For the most part, the coop- 
eratives purchased electric power from Federal power projects 
or electric companies and distributed it to consumers. 

As the distribution network expanded nationwide, the 
distribution cooperatives began to form member-owned genera- 
ti9n and transmission (power) cooperatives. L/ Initially, 
th&se power cooperatives served largely as a service organi- 
zation for the members, arranging and contracting for the 
putchase of bulk power which in turn was sold to distribution 
merhbers. Subsequently, some of these power cooperatives began 
to,build their own generating capability to reduce their de- 
pendence on outside sources of electric power. 

According to REA, part of the reason for the lack of 
central station electricity in rural areas before REA's 
creation was that costs were prohibitive. For example, the 
co&t of building electrical lines before REA was estimated 
at $1,500 to $2,000 per mile. By the end of 1936, REA was 
fur$ding projects with line costs of $941 per mile and by 
1949 this cost averaged less than $825 per mile. REA was 
in$trumental in reducing these costs. 

/ The elect.rical power provided by cooperatives and other 
REA borrowers has resulted in increased prosperity and pro- 
dudztivity and a better quality of life for millions of 
fa mers 

1 

and other rural residents. By January 1980, 1,098 
fo mer and present REA borrowers were providiny electricity 
tomabout 10.3 million consumers, or an estimated 30 million 
pe+ple, in 46 States, Puerto Rico, and the Virgin Islands. 

Cooperatives and other REA borrowers have grown sig- 
nificantly t.hrouyh the years. In calendar year 1978 active 
di$tribution system borrowers 2/ sold 135 million megawatt- 
hours (MWH) of electricity and had revenues from sales of 
el$ctric energy of about $4.8 billion, as shown below. 

-c - - - -_ --.-- 

l-/ 

i 

he maj0rit.y of distribution systems now are members of a 
ower supply system. Notable exceptions are those obtain- 
ng their total power needs from Federal power agencies. 

z/Based on data reported by 925 of the 934 active distribu- 
tion system borrowers. 

7 



Type of consumer 

Residential (farm and 
nonfarm) 

Commercial and industrial, 
small 

Commercial and industrial, 
large 

Irriyation 
To others for resale 
Other electric service 

85.9 $3,262 7,644,130 

10.1 415 525,072 

30.3 860 44,500 
4.6 148 124,457 
2.5 55 290 
1.6 58 57,262 

Total 135.0 $4,798 8,395,711 

MWH sold Revenue Consumers 

(millions) 

Power supply systems A/ sold about 97 million MWH of 
electricity and had revenues from sales of electricity of 
about $2.1 billion in calendar year 1978. As of December 31, 
1978, the assets of the distribution systems totaled $10.1 
billion and those of the power supply systems totaled $9.8 
billion, with equities of 31.5 and 3.5 percent, respectively. 

REA's accomplishments have been achieved with minimal 
lossas. For example, of the cumulative loans REA had made, 
only two, with principal and interest totaling about $45,000, 
have been written off as bad debts. 

In addition to financial assistance, REA has provided 
rural electric systems with management and technical assist- 
ance in areas such as engineering, accounting, and financial 
manayement. This assistance included technical bulletins 
and manuals as well as training and direct assistance. 

OBJECTIVES, SCOPE, A1JD 
METHODOLOGY 

. 

The primary purposes of our review were to assess the 
effectiveness of the policies and procedures REA follows in 
guaranteeing and making insured loans to power supply systems 
and to provide the Congress with information on these rela- 
tively new and expanding loan programs. A report on loans to 
distribution systems was issued May 30, 1980. (See app. II.) 

L/Based on data reported by 46 of the 49 active power supply 
system borrowers. 
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We reviewed legislation and policies pertaining to REA’s 

e1:ect.ri.c loan program and various studies relating to electric 
en~eryy and to financing activities. Our review focused on the 
lo~ans made to five power supply borrowers located in four of 
REh's five area offices, selected primarily on the basis of 
lo:cation, size of loans, and congressional interest. REA 
approved $4.2 billion of insured and guaranteed loans to 
these five borrowers from July 1, 1973, to December 31, 1978-- 
th'e general period in which the loans covered by our review 
we're approved --or about 38 percent of all such loans to power 
supply systems approved during this period. 

We reviewed borrowers' power requirements forecasts, 
power supply surveys supporting their loan justifications, 
feasibility studies, and other documents prepared in 
co'njunction with their loans. For some of these matters, 
ou:r review was expanded to include loans to borrowers other 
than the five we focused on. 

The review was made primarily at REA's national head- 
quarters in Washington, D. C., where all loan records are 
maintained. We also visited 5 power supply borrowers and 
13 distribution borrowers in four States. We interviewed 
officials and representatives of REA, other yovernment 
ayencies, cooperative oryanizations, power supply and 
distribution borrowers, and lending institutions. 

The Chairman, Subcommittee on Family Farms, Rural Develop- 
ment, and Special Studies, House Committ.ee on Agriculture, 
reyuested information on the REA-financed Coal Creek electric 
generation and transmission project and on REA activities. 
(See app. III.) Because we had ongoing reviews in the electric 
utli.li.ty and REA areas, the chairman ayreed with our proposal 
t.0' divide the request. and incorporate the audit work for the 
twb areas in the scope of these two reviews. Consequently, 
wee issued a report on November 26, 1979 (see app. II), on the 
Cola1 Creek Project which discussed several of the chairman's 
co;ncerns, including the larye increase in costs, the transmis- 
sion line sitiny process, and the potential health hazards 
of the hiyh-voltage, direct. current. transmission line. 

This report discusses these and other concerns of the 
chairman reyardiny REA's power forecasting procedures, 
particularly the consideration given by REA and borrowers to 
small decentralized generat.ing units, the impact. of suburban 
yrowth on rural cooperatives, and the individual consumer/ 
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member’s role in the decisionmaking process of power supply 
systems. The Coal Creek Project is also included in the 
report as the subject of a case study (see ch. 4). 
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CHAPTER 2 

NEED TO ENCOURAGE PRIVATE CREDIT SECTOR 

INVOLVEMENT IN REA'S GUARANTEED LOAN PROGRAM 

The major portion of the loans REA guarantees are 
madk by the Federal Financing Bank. This practice, in ef- 
fect, converts REA's guaranteed loan program into a direct 
Government loan program. According to one estimate, 
$12,billion will be needed in calendar year 1990 to fund 
the construction of generation and transmission facilities. 
Unlbss the present guaranteed loan program is revised, 
the~,Government will be asked to fund nearly all of these 
proDacted capital needs. 

~ Alternative credit sources are available for funding the 
power supply systems' capital needs --including the systems' 
own' financing organization. 

s 
Although such financing will be 

at omewhat higher interest rates, we believe REA must begin 
to hove the borrowers in this direction to (1) avoid placing 
a major burden upon the U.S. Treasury, (2) help ensure that 
power supply systems have an alternative source of credit in 
the'event the Government is unable and/or unwilling to fund 
such large loan amounts, and (3) be more in line with the 
Con$ress' objective of encouraging private credit sector 
inv+lvement in the program. 

~ Other matters discussed in this chapter are: 

! --The need to include REA insured loans and FFB loans 
guaranteed by REA in the totals of the Federal 
budget. 

~ --The need to consider the desirability of shifting 
some of the risk of these fully guaranteed.loans 
to the lenders and borrowers by guaranteeing only a 
portion of the loans made by private lenders and 
by requiring the payment of a loan guarantee fee. 

INChEASING CAPITAL NEEDS 
OF POWER SUPPLY SYSTEMS 

From May 1973 through December 1978, REA approved 
insured loans of $4.6 billion and guaranteed loans of 
$10,4 billion, or a total of $15 billion in less than 6 
years. While this sum is large, future loan amounts 
app#oved by REA are expected to be much greater. 
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Projections of the capital needed by REA borrowers 
to finance the construction of electric generating plants 
and transflission lines were ,nade in conjunction with two 
different studies. While substantial differences in these 
projections exist, both indicate large anounts of capital 
will be needed by the borrowers. For example, the middle 
estinate fron one projection shows $16.7 billion of capital 
will be needed in fiscal year 1990 and the other shows $12 
bi.llion will be needed in calendar year 1990. 

Unless changes are nade in the policies and procedures 
REA follows in making insured and guaranteed loans to 
these systems, nearly all of their capital requirenents will 
be financed through REA. l-/ REA's policies and procedures 
governing loans nade to power supply systems are discussed 
below. Those yoverniny loans to distribution systens were 
discussed in our May 1980 report. 

REA loans to power supply systens have far exceeded pre- 
vious projections. For exanple, in an REA April 1972 study 
on alternative sources of funds available to borrowers, it 
was projected that in fiscal year 1978 power supply systens 
would require about $500 nillion of long-tern financing, of 
which $150 to $225 nillion would be provided by REA. The 
axount of insured and yuaranteed loans REA approved for power 
supply systens in fiscal year 1978 totaled about $2.4 billion. 

As illustrated above, projecting the future financing 
needs of power supply systens is difficult. One reason for 
this is that the financial projections are closely related 
to the future requirements for energy which, as discussed in 
chapter 3 of this report, can be difficult to predict. 

In conjunction with a study that was beiny made of REA's 
electric proyran by USDA and the Office of Manageflent and 
Dudyet, projections of the capital power supply systens need 
to finance the construction of electric generating plants and 
transnission lines were .nade through 1995. USDA supplied 
these projections for the record in hearings on REA appropria- 
tions for fiscal year 1979. The followiny schedule shows the 
projected annual capital power supply systems will need to 
provide facilities needed to neet low, noderate, and high 
levels of yrowth of eneryy requirements. 

L/Power supply systens do obtain lony-ter,n financiny through 
non-REA sources. Such financing totaled about $424.4 
nillion in fiscal year 1979. Alnost all of this financing 
was obtained through pollution control bonds, interest 
on which is exenpt fro.n Federal incone taxes. 
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Fiscal 
E 

1980 

,19&l 

~1982 

11983 

11984 

'1985 

'1986 

1987 

'1988 

1989 

1990 

1991 

1992 

11993 

PRCAJECJ!EX)CAPITALREXJJIREWNTS OF PCNJZR SUPPLY 

SYSTEMS AT VAFUOUS LEVELS OF ENEFGY DEMAND 

Low yrowth Moderate growth High growth 
amounts amounts amounts 

Current Constant Current Constant Current Constant 
dollars dollars dollars dollars dollars dollars 
(note a) (note b) (note a) (note b) (note a) (note b) 

--------------_I_- (millions)------- ----------- 

$ 5,147 $ 5,005 $ 7,251 $ 7,053 $ 8,726 

3,426 3,048 5,167 4,597 6,849 

3,628 3,048 5,615 4,715 7,617 

3,846 3,048 6,185 4,899 8,456 

4,323 3,231 6,800 5,089 9,681 

4,582 3,231 7,640 5,385 10,957 

5,489 3,651 8,904 5,924 12,951 

6,302 3,953 10,779 8,764 15,472 

7,278 4,308 12,227 7,237 17,175 

8,138 4,544 14,137 7,894 20,136 

9,872 5,201 16,678 8,787 23,608 

10,703 5,319 18,526 9,207 26,376 

12,246 5,740 21,045 9,863 31,413 

9,090 4,019 16,042 7,092 24,052 
(notx? c) 

~1994 10,485 
(+lote c) 

1995 11,410 
(@oW cl 

Wtal $115,965 

4,373 

4,492 

$66,211 

18,420 

21,018 

$196,434 4 

7,683 

8,274 

$112,463 

28,621 

$285,429 

$ 9,168 

6,094 

6,396 

6,693 

7,237 

7,723 

8,616 

9,693 

10,166 

11,243 

12,438 

13,108 

14,723 

10,638 

11,938 

13,120 

$158,994 

I? Includes inflation factor of 6 percent. 
JBase year is 1977. 
_clre forecast includes funds to be mitted for plants to be online 

by the year 2000. Amounts decline after 1992 because nuclear plants 
financed after that year could not be online by 2000. 
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The moderate growth amounts projected were based on an 
8.5-percent growth rate in demand for 1977-85 and a 7.1- 
percent rate for the remaining years. 

The projected capital needs may be overstated somewhat 
because the demand for energy is growing at a significantly 
lower rate than anticipated at the time of the projections 
(the growth rate declined from 6.4 percent in 1978 to 3.3 
percent in 1979). At the same time, however, the inflation 
rate for utility construction has been much higher than the 
6 percent used in the projections (about 10 percent in 1979). 

USDA objected to using the above projections on the basis 
that they were made in conjunction with a study that was not 
completed. In discussing this matter with REA officials, 
they suggested that we present the projections of capital 
requirements made by the National Rural Electric Cooperative 
Association (NRECA) and the National Rural Utilities Coopera- 
tive Finance Corporation (CFC) Power Supply Study Committee. 
The committee's projections, published in a January 1980 study, 
are discussed below. While lower, these projections still 
show that the future capital requirements of borrowers will 
be substantial. 

The committee made low, middle, and high projections of 
which the middle projection was considered the most likely 
to occur. Capital requirement projections were made for 
the 1981-90 period (calendar years) based on the added plant 
capacity needed during the 1986-96 period. The projections 
range from $2.6 billion in 1981 to $12 billion in 1990, or 
a total of $62 billion for the period. Note that the pro- 
jections do not include capital required during the 1981-85 
period for plants which would become operational before 1986. 

The committee's middle projections were based on a 
6-percent rate of growth in demand and included an inflation 
factor of 8 percent, with 1980 as the base year. 

While the projections made in conjunction with the two 
studies vary, they show the general magnitude of the capital 
requirements of REA borrowers for generation and transmission 
facilities and they are enormous. If current methods of 
funding remain the same, the vast majority of these capital 
requirements will be financed through REA's loan program. 

Regarding the large financing requirements of power 
supply borrowers, there are three issues which should be of 
immediate concern to REA and the Congress. These are (1) 
expanding the use of non-Government lenders, (2) shifting 
some of the risk of the guaranteed loans to lenders and 
borrowers, and (3) the off-budget nature of REA loans. 
These matters are discussed below. 
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REA's POLICIES AlJD PROCEDURES 
GOVERtJItJG LOANS TO POWER 
~UPPLVSYSTEMS 50 140~ ENCOURAGE 
PRi$?$E CREDTT.mO-EI%i??- ----- ~-~---.--~.- ~- - 

The Conyress' declared policy is that rural electric 
systens should be encourayed to work toward satisfying their 
credit needs through their own financial organization and 
other sources. Also, one of the Congress' objectives in 
authoriziny the yuaranteed loan pr0yra.n was to increase the 
involvenent of private sources of credit in REA's loan pro- 
grans. Since FFB is a wholly owned Government corporation 
ant/ obtains its funds directly fron the Treasury, REA- 
guaranteed loans are, in effect, direct Govern-nent loans. 
Sirice nearly all loans REA guarantees are .nade by FFB, we 
do~not believe the congressional objective of increasing 
th 

1 
involvenent of private credit sources is being ‘net. 

Pe ,haps of greater iaportance fr0.n the borrowers' standpoint 
is the possibility that the Governnent 'nay be unwilling 
anq/or unable to fund the huge anounts of capital projected 
to :be needed in the future. 

I Under the present policies and procedures REA follows 
in,naking loans to power supply syste’ns, there is little 
hope for involviny the private credit sector in financing 
gerieration and transnission facilities in any significant 
'manner. Because of the low interest rates FFB charges, 
REA encourayes the borrowers to use FFB. 

Guaranteed loans -~-- 

The power supply system' 
d 

major source of long-term fi- 
na cing is through loans REA yuarantees. Under the guar- 
anteed loan prograx, established by Public Law 93-32 in 
May 1973, REA is authorized to guarantee loans ,nade by qual- 
ified lenders for electric distribution, generation, and 
transmission facilities. Section 306 of the act-states, 
in apart: 

"The Adainistrator -nay provide financial 
assistance to borrowers for purposes pro- 
vided in the Rural Electrification Act of 
1936, as axended, by guaranteeing loans, 
in the full anount thereof, xade by the 
Rural Telephone Bank, National Rural 
Utilities Cooperative Finance Corporation, 
and any other legally organized lending 
agency * * *.lr 
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When the guaranteed loan program was initiated, REA and 
others thought that REA would guarantee loans made by private 
lending institutions, one of which was the cooperatives' own 
financing organization--CFC. In fact, the CFC was prepared 
to make such loans. 

The establishment of FFB provided a cheaper source of 
funcls for the yuaranteed loan program, and REA worked out 
arrangements with FFB for funding borrowers' needs. FFB 
soon became the primary source for funding loans REA 
guarantees. 

The Federal Financing Bank Act (12 U.S.C. 2281) estab- 
lished FFB on December 29, 1973. One of its basic functions 
is to coordinate the borrowing activities of individual 
Federal agencies with the overall economic and fiscal poli- 
cies of the U.S. Government. In this role FFB serves as a 
financial intermediary, lending funds to or purchasing the 
loans of Federal agencies. FFB is also authorized to pur- 
chase any obligation which is yuaranteed by a Federal agency. 

On August 14, 1974, REA entered into an agreement with 
FFB whereby FFB would purchase loan obligations guaranteed 
by the Administrator of REA. Although under this arrange- 
ment FFB is acting as a lender in the first instance (that 
is, loaniny funds directly to the borrower), the transaction 
takes the legal form of purchasing the borrower's note from 
the borrower. Legally, therefore, FFB is acting in accord- 
ance with its statutory authority to purchase obligations 
guaranteed by a Federal agency. However, we question whether 
the REA/FFB arrangement satisfies the objective of the Con- 
gress to involve the private credit sector in REA's program. 

Before enactment of Public Law 93-32, REA was only 
authorized to make direct loans to eligible borrowers (at 
an interest rate of 2 percent). These leaps were financed 
throuyh appropriations or borrowings from the Treasury. 
In December 1972 USDA announced the termination of REA's 
direct loan program and i.ts replacement with an insured and 
guaranteed loan program under the Rural Development Act 
of 1972. 

To a considerable extent Public Law 93-32 was enacted 
in response to USDA's action and represented a compromise 
that was designed to meet certain objectives the Administra- 
tion had in replacing REA's direct loan program with insured 
and guaranteed loans. One of the Administration's objectives 
was to eliminate direct Federal loans and substitute credit 
from private sources at interest rates that were more in 
line with market rates. 
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In replying to certain legal questions we raised in a 
Nobember 22, 1978, letter, REA recognized this program 
objective, REA said, in part: 

"While one of the general purposes of the 
1973 RE Act A'nendnents was to facilitate 
the involvenent of private capital, as 
opposed to federal fundinq, into the REA 
loan progra'n, it does not follow that it 
was the intent of Congress to prohibit the 
yuarantee of a loan nade by a federal 
instrunentality where the federal instru- 
.nentality provides an efficient mechanisn 
for eventual private source funding." 
(Underscoriny supplied.) 

We agree that REA is not prohibited fron guaranteeing 
lopns nade by a Federal entity. We do not believe, however, 
that the use of Treasury funds through FFB satisfies the 
ob~jective of the Congress to involve the private credit 
sector in financing REA's proyram. Rather, the guaranteed 
loan proyraa is funded through the Treasury using funds 
which include tax collections and public borrowings. 

Before guaranteeing a loan, REA publishes a notice in 
the Federal Register. This notice invites financial insti- 
tuitions to subnit proposals for making the loan to the ap- 
plicant under the REA guarantee provisions. The notice also 
infor,ns such institutions that funding is available fron FFB. 
Prcspective lenders have 30 days from the date of the notice 
to/ subnit their proposals. 

REA will consider guaranteeing a loan fron a lender 
ot(her than FFB if the loan applicant requests it. If such a 
re~quest is .nade, REA will review the financiny options to 
delternine whether the alternative financing is at least as 
ec;ononical as FFB financing. 

REA's position on financiny for guaranteed loans is 
that the funds will co'ne from FFD unless the borrower can 
obtain funds nore economically elsewhere. FFB financing 
is available at a rate only slightly higher than the Govern- 
nent's cost of borrowiny, is sinple to arrange, can be ob- 
tained in sufficient quantities at virtually any ti'ne, allows 
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for conplete servicing by REA, and requires no equity invest- 
ment by the borrower. According to REA's Assistant Ad.nini- 
strator-Administration, FFB actually makes 'noney on the 
pr0yra.n because the one-eighth of l-percent adninistrative 
fee nore than covers actual costs. 

In his November 1978 letter to us, the REA Adninistra- 
tor nade the following comments on the use of FFB financing: 

"The FFB-REA arrangenent is extrenely si*n- 
ple and economical both in financing costs, 
legal details, and tine required for hand- 
ling as co,npared to initial borrowing fron 
the private market. By starting with FFB 
which can co.nbine individual REA borrower 
loans with other progra'n obligations and 
market them at the ‘nest opportune time either 
directly or through the Treasury, savings of 
many .nillions of dollars in interest cost 
may be achieved, not only on those agency 
obligations but on Treasury obligations 
generally which night otherwise be marketed 
in competition with the-n. * * * In addition, 
private money -narkets will also benefit fron 
the orderly timing of government funding 
of all agency programs, including those of 
REA made possible by FFB operations." 

We agree that FFB .nakes 'noney on this program. 
However, whether the Government loses or nakes money on loans 
nade by FFB and guaranteed by other Federal agencies such as 
REA has not been deter.nined. In fact, in co,nnenting on our 
April 27, 1977, report on FFB (see app. II), Treasury 
stated that it is doubtful as to whether a study could be 
desiyned that could separate FFB borrowings from other 
Treasury undertakinys and clearly delineate a gain or a loss. . 

FFB is authorized to borrow funds fr0.n the Treasury 
and to issue its own securities to the public. Initially it 
was contemplated that FFB would obtain funds through the 
sale of securities in the private 'money market, and one such 
sale was .nade. Subsequent to this sale, however, FFB 
established a policy of borrowiny only from the Treasury. 

The interest rate FFB pays on its borrowings from the 
Treasury is conputed on the basis of a "rate curve" the 
Treasury prepares daily. The curve shows the Treasury's 
expected borrowiny cost for new issues of all .naturity 
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lenyths. In making loans to Federal agencies and to private 
orbanizations such as power supply systems, FFB adds one- 
eighth of 1 percent to the rate it pays Treasury. 

The maturities of FFB's loans to Federal agencies and 
others arc! matched with the maturities of its borrowings 
frbm the Treasury. The matching of maturities precludes 
the possibility that FFB will incur a loss due to fluctua- 
tions in interest rates since the interest rate FFB pays 
the Treasury will remain the same for the entire loan 
pekiod. 

On the other hand, the Treasury does incur a banking- 
type risk on the loans made to FFB because the Treasury does 
nott borrow funds to meet the needs of FFB by issuing spe- 
ci.fi.c securities of the same maturities. The maturities 
of,Treasury borrowings will rarely if ever match the 
maiturities of the loans to FFB. Therefore, the Treasury 
co/uld make as well as lose &oney on borrowings for financ- 
in/g loans to FFB. 

Although the maturities of Treasury borrowings vary, 
ranginy from a few days to over 30 years, many are short 
term. The average maturity of Treasury debt in January 
1980 was 45 months. On the other hand, FFB loans to REA 
borrowers are generally made to meet long-term financing 
neleds , wi.th maturities of up to 35 years. Normally interest 
raites for loans of short maturity are lower than those for 
lolng maturities; in recent times, however, the reverse has 
been true. Therefore, to the extent that Treasury is using 
stiort-term borrowings to fund long-term loans, it could incur 
pqriodic losses. However, over the life of long-term loans 
ma/de by FFB, it would be difficult to accurately determine 
wtjether money is made or lost as a result of the Treasury-FFB 
bcjrrowing arrangement. 

It-jsured loan program . 

Power supply borrowers are also eligible for insured 
lqans funded through REA's revolving fund. Since the huge 
requirements for generation and transmission facilities would 
soon deplete the resources of the fund, however, REA places 
limits on the insured loans that can be made to power supply 
systems. Insured loans can be made only for certain types 
of? facilities, such as low-voltage transmission lines, general 
plant, and certain other facisities approved as a part of a 
3+year workplan. Insured loans may also be made on occasion 
t@ distribution borrowers for generation and transmission 
fiCciliti.es or to power supply borrowers for emergency or 
s#eci.al situations; however, these are considered on a 
cbse-by-case basis. 
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Insured loans to individual power supply borrowers are 
limited to a maximum of $10 million. Additionally, REA 
limits the loans to a percentage of the borrowers' total 
needs for facilities which are eligible for insured loans. 
This percentage is determined through a formula that con- 
siders (1) the borrower's cost of money, (2) the average cost 
of power to the borrower's member systems, and (4) the averaye 
per capita income in the borrower's service territory. 

Insured loans make up a small proportion of the REA fi- 
nanciny provided power supply systems. For example, in fis- 
cal year 1979, REA approved about $50 million of insured loans 
to power supply systems compared to over $5.4 billion of 
guaranteed loans. 

ALTERNATIVE SOURCES 
OF FINA1JCING ARE AVAILABLE - 

The Congress specified that rural electric systems 
should be encouraged to work toward satisfying their credit 
needs throuyh their own financial organization and other 
sources. Also, one of the Congress' objectives in establishing 
the yuaranteed loan program was to achieve greater involve- 
ment of the private credit sector in financing the capital 
needs of rural electric systems. We believe that there 
are opportunities for increased involvement by the private 
credit sector, particularly CFC, in financing the facili- 
ties power supply systems need. A brief discussion of 
the financing alternatives afforded by CFC, the banks for 
cooperatives, private lending institutions, and leveraged 
lease financing arrangements follows. 

National Rural Utilities 
Cooperative Finance Corporation 

As the growth of the rural electric systems expanded in 
the 1950s and 196Os, program leaders became concerned about 
the availability of adequate amounts of long-term capital. 
Concern centered around the credit gap between the capital 
needed and the loan funds available through congressional 
appropriations. In 1963 NRCCA, the national service organi- 
zation for rural electric systems, initiated studies to 
examine alternative sources of financing to meet this 
credit yap. 

As a result of those studies, legislation was introduced 
in the Conyress in 1966 and 1967 to establish a rural electric 
bank. Efforts to enact legislation were unsuccessful. Sub- 
sequently, NRCCA appointed a committee to, amony other things, 
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develop recommendations for developing additional sources of 
credit. One of the committee’s recommendations was to estab- 
lish a supplemental financing institution to secure outside 
f ihancing . 

In accordance with the committee’s recommendation, CFC 
wa$ established in April 1969. CFC is a nonprofit financing 
cooperative organized by rural electric systems to provide 
themselves with an independent source of funds. Over 90 per- 
cent of the Nation’s rural electric cooperatives are members 
of CFC. 

One of the primary reasons for establishing CFC was 
to assist in financing generation and transmission facilities 
of I power supply systems. Shortly after its creation a financ- 
ing plan was developed whereby REA would provide 30 percent 
of;a borrower’s loan needs, CFC 10 percent, and the remaining 
portion would be obtained in the money market. 

When the guaranteed loan program was established in May 
1953, it was thought that private lenders, primarily CFC, 
would make such loans. In fact, CFC was prepared to do so 
becore FFB was established. Its plan was to pass the REA 
guarantee to bondholders using certificates of beneficial 
ownership. At that time CFC expected that it could sell 
such certificates at a rate at least equivalent to that 
of securities having a AAA rating. However, this was still 
above the interest rates available through FFB. 

I CFC’s former loan officer and other CFC officials told 
us that if FFB loans became unavailable, CFC anticipates 
it’ could provide loans to power supply systems under REA’s 
gubranteed loan program, but that the interest rates charged 
woiuld be somewhat higher. They said they would expect 
th$t initially CFC could borrow funds at rates somewhere 
be~tween those for AAA-rated bonds and the Treasury rate 
fair long-term bonds. Based on a long-term analyflis, they 
sa~id that the average spread is about 25 basis points 
(1~00 basis points equal 1 percent). They would expect 
th~at the rate CFC would pay would gradually grow closer 
to: the Treasury rate as bond buyers became more familiar 
with CFC certificates. 

CFC will loan funds to power supply systems at its cost 
plus a minimal charge to cover administrative expenses. 
CRC’s former loan officer and other CFC officials said that, 
CFC’s charge for administrative expenses would generally 
be less than FFB’s charge. 
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According to CFC's former loan officer, CFC's posi- 
tion is that its members should seek the lowest possible 
interest rate available, and the FFB has the lowest interest 
rates available. 

Banks for cooperatives 

The banks for cooperatives, along with the Federal land 
banks and production credit associations, are a part of the 
Farm Credit System. The BC system is composed of 12 district 
banks, each serving a distinct geographic area, and a central 
bank. BC's are owned by their member users, and net income 
is returned to members on the basis of patronage. 

BC loan funds are primarily raised by selling 
securities in the private money markets. These securities 
are backed by all the banks within the Farm Credit System. 
The System is able to borrow funds at favorable interest 
rates. Based on data supplied by a central bank vice pres- 
ident showing the monthly differences in the rates the 
System and the Treasury paid on 6-month securities, the 
System's rate averaged about 19 basis points above the 
Treasury's for the January 1974 to August 1980 period. 

BC interest rates and policies are established by each 
district bank, subject to the approval of the Farm Credit 
Administration. Ldans are generally made on a variable 
interest rate plan (i.e., interest rates may be adjusted 
up or down during the period of the loan). Fixed interest- 
rate loans are available; however, certain restrictions are 
placed on amounts and terms. 

To qualify for a BC loan, an electric borrower must be 
a cooperative with at least 70 percent of its voting members 
enyaged in ayricultural production (pendiny legislation 
would decrease this requirement to 60 percent). Generally 
borrowers must purchase stock in an amount determined by the 
bank's board of directors. By statute this amount cannot 
exceed 10 percent of the loan. Althouyh there is a limit on 
the amount any district bank can loan one cooperative bor- 
rower, these limits can be exceeded if the central bank 
participates. The BC system limit is adjusted every 6 
months-- for guaranteed loans to electric cooperatives the 
limit was over $430 million in August 1980. 
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Participating BCs have adopted an objective to provide 
financial assistance to electric cooperatives through "sound 
and constructive loan programs” to meet their specialized 
needs. An example of this is BC's package financing which 
includes front-end and construction financing provided in 
connection with generation and transmission loans guaranteed 
by : liEA. 

BCs have been making loans to rural electric systems for 
a number of years. Throuyh January 25, 1980, BCs had loan 
guarantee committments of $729 million, about 4.3 percent of 
the total amount of REA loan yuarantees. 

While BCs have made and continue to make loans to electric 
cobperatives, under present REA policies and procedures it 
appears unlikely that BCs will be a major source of funding 
under REA's guaranteed loan program. The major reason for 
thps is the lower interest rates available through FFB; how- 
ever, other factors, such as member eligibility criteria, 
map also contribute to this. 

Private lenders 

Power supply systems can, under REA's guaranteed loan 
program, obtain long-term financing directly from the pri- 
vate money markets or from private lenders such as insurance 
companies. We contacted two investment firms regarding the 
availability of such financing. Officials of these firms 
told us that the most likely source of private lending would 
be through private placements of bonds with insurance com- 
pahies. They said the potential for power systems to sell 
bond issues in quantity through public offerings is unknown. 

Private placements are sold by an offeror (borrower) 
th:rouyh a banking service directly to financial institutions 
su;ch as insurance companies and pension funds. They are not 
fo:r resale. The borrower may have to meet certain lender 
requirements such as financial ratios and sinking funds. 

Public offerings are usually handled by a lead under- 
wr;iter for a syndicate of underwriters. The underwriters 
p&chase the security offerings and then market them to 
inlvestors. Securities sold through public offerings must be 
relyistered with the Securities and Exchange Commission. 

The officials we met with told us that: 

--Private placements are quicker and require less 
paperwork than public offerings. 
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--The interest rates on private placements are from 
one-eighth to one-quarter of 1 percent above those 
sold through public offerings. 

--With the Government guarantee, the power systems' 
debt securities would be rated AAA. 

In addition to the interest costs, the borrower would 
incur costs to arranye for selling its securities and 
for legal services. 

Leveraged leasinq 

Leveraged lease financiny plans are arrangements made to 
take advantage of available tax deductions. Under a typical 
arrangement, a financial institution will own the property 
and as owner be entitled to income tax deductions for accel- 
erated depreciation, interest, and an investment tax credit. 
The financial institution leases the property to a utility, 
sharing the tax savinys with the lessee in the form of lower 
lease rates. The idea is for the financial institution to 
cover its risk and earn a satisfactory rate of return on its 
investment and, at the same time, save the utility money. 

There are several problems inherent in leveraged leas- 
ing for REA-financed systems. One is that leveraged leasing 
agreements are yenerally very complex and difficult to arranye. 
Another major problem is that, to qualify for tax benefits, 
the lessor must be the true owner of the property, which means 
that the property cannot revert back to the utility when the 
lease expires. Although the property can be sold to the lessee 
at the fair market value, this may require refinancing. 

The fact that the lessee does not own the property at 
the time the lease expires may not be a problem if the prop- 
erty involved has a limited life, for example, equipment. 
It could be a very difficult problem, however, if the property 
involved is an electric generating plant and/or transmission 
line. One reason for this is that such property may still 
be useful and needed by the utility when the lease expires. 

Another problem is that the owner of the property, under 
current Internal Revenue Service provisions, is not entitled 
to the investment tax credit where the lessee is a tax exempt 
oryanization. Nearly all power supply systems are tax exempt. 
CFC's former loan officer and others told us, however, that 
several systems are considering changing their tax exempt 
status so that they can more readily participate in leveraged 
leasiny arranyements. 
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The Director, Electric Loans and Management Division, 
REA, told us that REA questions leveraged leasing proposals 
by its borrowers closely. Normally, REA restricts using 
such arrangements to financing major machinery and equipment. 
At least one system we know of used a leveraged leasing 
arranyement to finance an electric generating plant and re- 
lated facilities, and several other systems are considering 
this alternative. 

Analyzing the pros and cons of leveraged leasing arrange- 
ments, particularly those matters relating to taxing policies, 
is beyond the scope of this review. Despite the problems 
involved, leverayed leasing arrangements apparently do have 
some potential as an alternative to REA financing. 

REA INSURED LOANS AIJD FFB LOANS GUARANTEED 
BY UREA SHOULD BE oli BUDGET 

The Rural Electrification Act, as amended (7 U.S.C. 935 
and 936), provides that insured and guaranteed loans shall not 
be ~included in the Federal budget totals and shall be exempt 
from any limitation imposed by statute on net lending of the 
United States. The receipts and disbursements of FFB are 
also exempted by statute (12 U.S.C. 2290(c)) from the Federal 
budget totals. lJ 

Annual ceilings on the amount of insured loans REA can 
make are established by appropriation acts. Although no 
sudh ceilings exist for the guaranteed loan program, if the 
credit control program the President proposes is implemented, 
a ueiling would be imposed for loans made in fiscal year 1981. 
Al+), the House and Senate appropriation committees require 
REA to notify them of any loan above $10 million to be made 
for! generation and transmission facilities. 

Before FFB was established, many Federal agencies sold 
their own securities to the public to raise needed funds. 
FFB was established to coordinate such borrowings. Rather 
than each agency selling securities, FFB would sell securities 
to the public to raise funds for the agencies. 

IJFor a detailed discussion of FFB see the Congressional 
Research Service report entitled "The Federal Financing 
Bank: Background, Operations, and Budget Status" (Report 
110. 79-37-E, Feb. 2, 1979). 
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By statute, FFB's outstanding securities to the 
public cannot exceed $15 billion unless additional amounts 
are authorized in appropriation acts. This ceiling would 
limit FFB's activity if all of its funds were raised through 
the capital markets; however, currently all of its funds 
are raised through borrowings from the Treasury on which 
there is no ceiling. IJ 

Both FFB and REA are off-budget agencies. Hence, REA's 
insured and guaranteed loans are excluded from the Federal 
budget totals. This despite the fact that insured loans and 
FFB loans guaranteed by REA, are, in effect, direct Government 
loans funded ultimately through the Treasury. Outlays under 
these programs have been high in the past and projections 
are that they will increase further. That such outlays, 
coupled with the burgeoning outlays of other off-budget 
credit programs, are not included in the Federal budget 
totals is of concern to us. 2/ 

We have consistently opposed off-budget programs prin- 
cipally because such programs do not have to compete 
for resources within the same decision framework that 
is applied to on-budget programs, although such programs 
may be equally worthwhile. 

Further, FFB purchases of loans guaranteed by REA and 
other Federal agencies pose additional budgetary problems. 
This is because such purchases change the nature of Federal 
credit programs by substituting direct Government loans for 
loan guarantees. 

In our August 3, 1977, report (see app. II) dealing with 
the off-budget status of FFB, we stated that the off-budget 
operations of FFB can cause substantive changes in the meaning 
of Federal outlays and deficits, the design of Federal assis- 
tance programs, and the allocation of Federal resources. Re- 
garding FFB purchases of loans guaranteed by Federal agencies, 
the report stated in part: 

L/The Treasury, however, is not required to hold more than 
$5 billion in FFB obligations at any one time. 

/The Administration estimates that Federal and federally 
assisted credit outstanding at the end of fiscal year 
1980 will total about $600 billion. Much of these loans 
and loan guarantees are off budget. 
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"FFB's off-budyet status leads to direct 
loans occurring outside of the budget in 
the guise of guaranteed loans. Conse- 
quently, it offers the potential for a 
failure to design into appropriate loan 
yuarantee programs the essential in- 
gredients of risk sharing. In addition, 
the potential exists to favor credit 
assistance programs when they may not 
be appropriate. The potential for this 
to occur exists in all FFB transactions 
that occur off the budget under current 
budget conventions. It is most likely 
to be realized, however, for FFB pur- 
chases of Government-guaranteed borrow- 
ing of private borrowers." 

In our 1977 report we recommended that, for Federal credit 
assistance funded through FFB to be more adequately reflected 
on khe budyet, the Congress require that: 

--FFB's receipts and disbursements be included in 
the Federal budget totals. 

--The receipts and disbursements of off-budget 
ayencies that borrow from FFB be included in 
the Federal budget totals. 

--Certificates of beneficial ownership be treated 
as ayency obligations and, therefore, be treated 
in the Federal budget as borrowiny. 

We ~believe our recommendations are still valid. L/ 

~ In his 1980 budyet message, the President recognized 
thei need for better control over Federal lending. He stated 
tha~t he is proposiny a new system to control the yrowth of 
Fed~eral credit activities, particularly federally guaranteed 
credit. The President's proposal, which was incorporated 
in Ihis 1981 budyet, is to establish a control system over 

l-/Although several bills were introduced in the 95th Congress 
w:hich would require, among other things, that FFB's receipts 
and disbursements be included in the totals of the Federal 
budyet, the proposed legislation was not brought up to the 
floor of the House for a vote. 
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Federal credit programs based on annual limitations on loan 
activities for both direct and guaranteed loan programs. 
Under the proposed credit control system, Federal credit pro- 
yrams are to be more fully integrated into the budget process 
to help coordinate credit and fiscal policies and to help 
synchronize the allocative aspects of Federal credit activity 
with budget allocations. 

We believe the President's proposal is an important 
first step toward gaining better budgetary control over Fed- 
eral credit programs. It should be noted, however, that the 
proposal does not fully implement the recommendations con- 
tained in our 1977 report. 

GOVERNMENT ASSUMES FULL 
BURDEN OF RISK ON LOANS 
GUARANTEED BY REA 

Section 306 of the Rural Electrification Act, as amended, 
states that (1) REA may provide financial assistance to bor- 
rowers by guaranteeing loans, in the full amount, made by 
a legally organized lending agency and (2) no fees or charges 
shall be assessed for any such guarantee. Under these pro- 
visions, the Government assumes the total risk on loans 
yuaranteed by REA. 

We have previously stated that loo-percent loan guaran- 
tees should be avoided. One of the primary reasons for this 
is that if private lenders are not exposed to risk, the normal 
incentives for them to carefully evaluate the applicant's 
prospects and provide adequate loan servicing are absent. 
(For a more detailed discussion of this matter see our August 
1977 report.) 

Under the present REA/FFB financing arrangement, the 
Government is both the lender and guarantor and, therefore, 
the question of sharing risk exposure is moot. However, if 
the private credit sector is to become involved in the guar- 
anteed loan program as the Congress desired, then we believe 
the guarantee should be reduced to 90 percent or some other 
appropriate percentage. 

The act precludes REA from charging a loan guarantee fee. 
Although REA established a reserve for losses for its guaran- 
teed loans, the reserve has not been funded. If a borrower 
should default, the moneys needed to back REA's guarantee 
would come from the Rural Electrification and Telephone 
Revolving Fund and/or appropriations by the Congress. 

28 



Historically, losses on REA loans have been small. This 
record has been built primarily on relatively small individual 
loans-- generally less than $2 million --made to approximately 
l,aOO distribution systems. Under the yuaranteed loan pro- 
gram, large loans --some in excess of $1 billion--are made 
to a small number of borrowers (about SO), some of which 
have little or no experience in building and manayiny large 
yeneration and transmission facilities and/or have poor earn- 
inys and equity positions. 

Althouyh the risk associated with REA loans has tradi- 
tionally been low, such loans are not risk free. Even if it 
is assumed that the risk of default is minimal, the huge sums 
of 'moneys loaned to individual borrowers creates a potential 
10s~~ which, if materialized, could jeopardize the entire 
guaranteed loan program. Because of this, we believe that 
the Congress should reevaluate the prohibition in the act 
ayainst loan guarantee fees. 

COflCLUSIONS 

Under REA's policies and procedures governing its guar- 
anteed loan program, private credit sector involvement has 
been, and can be expected to remain, extremely limited. 
This is not in accordance with one of the Congress' objectives 
for establishing the guaranteed loan program and is inconsis- 
ten't with the Congress' policy declaration that rural electric 
systems should be encouraged to work toward satisfying their 
cre'dit needs through their own financial organization and 
othler sources. 

~ While presently large, the power supply systems' need 
fork capital is expected to increase further. REA must begin 
to ~encourage borrowers to use CFC and other credit sources 
to :(l) avoid placiny this entire burden on the U.S. Treasury, 
(2)~ help ensure the power supply systems an alternative 
sou~rce of capital if the Government is unable and/or unwill- 
inyl to fund such larye loan amounts, and (3) be more in line 
with the Conyress' objective of encouraging private credit 
sector involvement in the program. 

Usiny FFB as a lender under REA's yuaranteed loan pro- 
y r am, althouyh legally permissible, changes the proyram to 
a direct Government loan proyram. This arrangement, while 
benmefiting the borrowers through lower interest costs, 
sev;erely limits private credit sector involvement in the 
prcqram. 
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According to CFC officials, CFC could provide loans 
with an REA guarantee at interest rates somewhat above 
those available through FFB. Other financing alternatives 
are also available. REA should begin to involve these 
credit sources in its program. 

Initially REA should require that borrowers finance 
a minimum portion of their loan needs through CFC or some 
other private lender. This portion could be increased grad- 
ually as experience is gained and circumstances warrant. 

REA’s insured loans and guaranteed loans made by FFB 
are off-budget even though both types are, in effect, direct 
Government loans. The huge amounts of outlays made under 
programs administered by REA and other off-budget Federal 
agencies is of concern to us because such outlays are not 
included in the expenditure totals of the unified Federal 
budget. While the President’s proposed control system for 
Federal credit programs would more fully integrate such 
programs into the budget process, it does not fully implement 
our past recommendations. Because these recommendations are 
still valid, they are repeated in this report. 

The Government is bearing the full risk on REA guaranteed 
loans which, by the mid to late 199Os, could amount to over 
$200 billion in contingent liabilities. At least a part of 
this risk should be shifted to private lenders and borrowers 
by (1) reducing the Government guarantee to 90 percent or 
some other percentage of the loan and (2) charging a loan 
guarantee fee to fund a reserve for losses. Both these 
proposals would require legislative changes. 

RECOMMENDATION TO THE 
SECRETARY OF AGRICULTURE 

To encourage greater involvement of the private credit 
sector and to assist borrowers to become’financially self- 
sufficient, we recommend that the Secretary direct the REA 
Administrator to require applicants seeking a guaranteed loan 
to obtain at least part of their loan from CFC or other pri- 
vate lenders, which portion would be gradually increased as 
conditions warrant. 

RECOMMENDATIONS TO THE CONGRESS 

The President’s proposal to help integrate Federal credit 
assistance programs in the budgetary process, while a major 
improvement, would not fully implement the recommendations 
we made to the Congress in a previous report. Therefore, in 
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order for Federal credit assistance funded through FFB to be 
more adequately reflected on the budget, we are repeating our 
recommendations that the Congress require that: 

--FFB's receipts and disbursements be included 
in the Federal budget totals. 

--The receipts and disbursements of all off-budget 
Federal ayencies that borrow from FFB be included 
in the Federal budget totals. 

--Certificates of beneficial ownership be treated as 
ayency obligations and, therefore be treated in 
the Federal budget as borrowing. 

To avoid placing the risk of the huge contingent 
liability of REA guaranteed loans solely on the Government, 
we recommend that the Conyress revise the Rural Electrifi- 
cation Act of 1936 to: 

--Limit REA's yuarantee of loans made by non-FFB 
lenders to 90 percent or some other appropriate 
percentaye. 

--Eliminate the prohibition against REA charging 
a fee for the guarantee and, instead, require 
that a loan cjuarantee fee be assessed and used 
for funding a reserve for losses. 

Specific legislative language for implementing our 
recommendations to the Congress is presented in appendix 
IX.~ 

AGENCY COMMENTS AND OUR EVALUATION 
/ 

~ USDA said that the joint study made by it and the Office 
of ;Management and Budget referred to in our report was never 
completed and that officials responsible for evaluating the 
study and its policy implications had not finished their re- 
view before the study was discontinued. USDA said that using 
the discontinued, incomplete, and unevaluated report as 
a basis for conclusions about the REA loan program invali- 
dates such conclusions. 
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Our report presents projections of borrowers' capital 
requirements that were developed in conjunction with the 
joint study. The study itself was not finalized: how- 
ever, we do not believe that this fact,would, by and 
of itself, be sufficient reason not to use these projec- 
tions to show the general magnitude of the borrowers' 
future capital requirements. USDA supplied these same 
projections for the record in hearings on REA appropria- 
tions for fiscal year 1979. 

Capital requirements projections made by the NRECA/CFC 
Power Supply Study Committee, which REA officials said 
better reflect the current situation, were added to 
the report. While lower, these projections still indicate 
that huge amounts of capital will be needed by REA 
borrowers. 

Regarding our concern that REA insured loans and guar- 
anteed loans made by the FFB are not included in the Federal 
budget totals, USDA said that (1) all REA programs receive 
extensive reviews by the Office of Management and Budget 
before being included in the Administration's budget, 
(2) hearings on REA appropriations are held by both Houses 
of the Congress, and (3) annual appropriation bills establish 
limitations on both insured and guaranteed loans. Further, 
it noted that the statute excludes REA loans from budget 
totals and that it notifies congressional subcommittees 
of all guaranteed loans and of all insured loans in excess 
of $10 million for generation and/or transmission facilities. 

We recognize that REA loan levels are reviewed by the 
Administration and the Congress and that, beginning in 
fiscal year 1981, limitations may be imposed on guaranteed 
loan levels. This does not alter other equally important 
facts. 

First REA is a Federal entity and unless there are com- 
pelling reasons for doing otherwise, the outlays of any 
such entity should be included in the budget totals to 
present a complete picture of the scope of Federal involve- 
ment in the U.S. economy. Second, although REA's electric 
loan program may get extensive review, it is not reviewed 
in competition with other programs for Federal. resources 
as are programs included in the budget totals. This 
process is very important because it establishes prior- 
ities for using Federal resources within some overall 
ceiling. 

USDA said that our recommendations for shifting some 
of the risks involved in REA guarantees to private lenders 
and borrowers by reducing the Government guarantee to less 
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than 100 percent and by charging a guarantee loan fee would 
add to already escalating energy costs and inflation. Fur- 
ther, it said that the Congress reviewed and rejected such 
provisions when it enacted Public Law 93-32. 

We recognize that reducing the guarantee percentage and 
charying a guarantee fee would result in increased costs to 
borrowers. The extent of the increased costs would depend on 
the proportion of financing REA would require the borrowers 
to obtain from private lenders (under our recommendations, 
REA yuarantees of FFB loans would remain at 100 percent) and 
upon the fee established. Even with these increased costs, 
however, the power systems' costs of borrowings should still 
be,substantially less than they would be without a Government 
gudrantee. 

Regarding USDA's statement that the Congress previously 
reviewed and rejected such provisions in enacting Public 
La 

3 

93-32, we believe that current circumstances warrant a 
re ssessment. Of particular importance in the need for a 
re ssessjnent is the large and growing contingent liability 
resulting from the program, the magnitude of which may not 
hatie been fully appreciated in 1973. 

USDA said that our criticism of using Treasury 
funding through the FFB because this procedure does not 
satisfy the Congress' objective to involve the private 
crcJdit sector in financing REA's program overlooks the fact 
that the same Congress enacted the law establishing the FFB. 
It said that this act's purpose was to make more effective 
use of the private credit sector in financing programs 
adainistered by REA and other Government agencies. To sup- 
poy't its position, USDA quoted the appendix to the Federal 
budget for fiscal year 1981 which states, in part: 

"The Federal Financing Bank was created by the 
Federal Financing Bank Act of 1973 to: (1) te- 
duce the cost of Federal and Federally assisted 
borrowing from the public, (2) assure thdt such 
borrowings are financed in a manner least 
disruptive to private finance markets and 
institutions." 

We do not consider that power supply system borrowings 
frdm the FFB, which in turn receives its funds from the 
TrcCasury, qualify as "Federally assisted borrowing from 
the public." Rather, we believe the REA-FFB arrangement 
is, in effect, a direct Government loan program. Our 
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position is that while this arrangement is legally per- 
missible, it does not meet one of the Congress' objectives 
for the REA guaranteed loan program, that is, to attain 
private credit sector involvement. 

USDA took exception to a statement made in the draft 
report that CFC could provide loans under REA's guaranteed 
loan proyram at interest rates only slightly higher than 
FFB rates. It said that such a statement does not 
consider '* * * the fact that CFC would be providing 
such financing riyht now if it could provide such 
financiny at the rates indicated." Also, USDA said that 
the statement does not consider (1) any CFC requirements 
for purchasing capital term certificates which would 
increase CFC's effective interest rate or (2) the increase 
in rates as a result of implementing our recommendations 
for less than 100 percent financing and a yuarantee 
fee. 

The report was revised to reflect more recent statements 
by CFC officials that the spread between interest rates on 
AAA rated securities and Treasury long-term borrowings could 
vary by about 25 basis points (rather than the 7 to 25 basis 
points cited in the draft). CFC officials said that this 
spread, of course, changes but that based on long-term anal- 
ysis they believe their statements to be true. CFC officials 
told us that CFC would not require borrowers to purchase 
capital term certificates under the guaranteed loan program. 

The interest rates at which CFC could borrow and 
loan funds under REA's guaranteed loan program must 
be a matter of speculation since CFC has never loaned 
moneys under the program. Nevertheless, the interest 
rate would still be less than that available on the 
private credit market without a Government guarantee 
and, as indicated in the report, the difference between 
the CFC and FFB rates would likely narrow over time. 
Since private credit sector involvement was a congressional 
objective in establishing the guaranteed loan program, 
we believe that REA should work with CFC and other private 
lenders to gain their participation to achieve this 
objective. 

Borrowers can be expected to borrow funds at the lowest 
interest rates available, other things being equal. With- 
out some action by REA to require and/or encourage private 
credit involvement, it is unlikely that CFC will make loans 
under the guaranteed loan program reyardless of how small 
the difference is between its rates and those of FFB. 
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USDA said that: 

"In summary it appears that the current 
GAO report is built on the questionable 
premises that: (1) the 1973 Rural Elec- 
trification Act amendments, as enacted, 
do not carry out the intent of Congress 
in enacting them and in enacting the 
Federal Financing Bank Act and (2) new 
legislation should be enacted to 
(a) 'Limit the REA guarantee of loans 
made by non-FFB lenders to 90 percent 
or some other appropriate percentage,' 
and (b) 'Eliminate the prohibition 
against REA charyiny a fee for the 
guarantee * * *' 

"We believe these objectives of GAO do 
not reflect the Congressional intent to 
assure rural areas of a viable, continu- 
iny financing system for rural electri- 
fication, and the means thereby to sus- 
tain and encourage agriculture and 
development in the more sparsely settled 
areas of the country. Furthermore, 
acceptance of these premises with respect 
to the financing of power supply projects 
to serve consumers in rural areas would 
increase the cost of providing service to 
rural people without saving the Government 
money. For these reasons, this Department 
cannot endorse them." 

We believe that our position is consistent with the 1973 
Rural Electrification Act amendments and the Federal Financ- 
in4 Bank Act. The Congress' intent is clearly stated in 
the preamble to the 1973 amendments, (see p. 2) and is 
reflected in REA proyram yoals (see pp* 2, 3, and 113)., 
Further, our position that one congressional objective in 
engctiny these amendments was to involve the private credit 
sector in HEA's loan proyrams was acknowledged by REA 
inresponse to a question we raised (see p. 17). 

We do not ayree that our recommendations to limit the 
guarantee to something less than 100 percent and to charge 
a guarantee fee would jeopardize the objective of 
as$uriny rural areas a viable financing system and the 
means to sustain and encourage rural development. While 
borrowers would experience some increased costs, we 
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believe that they should be willing to help share some of 
the risks involved in return for a Government guarantee 
which lowers interest costs substantially below that 
available through unassisted borrowing. 

Treasury 

Treasury said that it supports our general conclusion 
that REA borrowers should be encouraged to use CFC and 
other private credit sources. This, it said is consistent 
with the conJressiona1 declaration of policy in the 1973 
amendments to the,Rural Electrification Act. Treasury 
views the guaranteed program as a major step toward 
the goal "of substituting unassisted private credit 
for Federally-assisted credit." 

Treasury said, however, that shifting the financing 
from FFB to the private credit market would (1) not 
result in any meaningful private participation and (2) 
delay the ultimate transition to unassisted credit. 
In explaininy its position on the first point, Treasury 
pointed out that a full guarantee, in effect, converts 
a guaranteed loan to a direct loan, regardless of whether 
the loan is financed in the private market or through FFB. 

Regarding its second point, Treasury said that rural coop- 
eratives must strengthen their financial positions to meet 
the test of the private credit market. Shifting the REA 
guarantee program to the private market would result in 
higher financing costs which would weaken the borrowers' 
financial position and thus delay the eventual transition 
to private credit. 

We do not fully agree that a fully guaranteed loan con- 
verts a loan to a direct Government loan regardless of the 
funding source. Although it is true that the Government 
assumes the full liability of the loan in the event of 
default, we believe the private source of funds (rather 
than Treasury taxes and borrowings) is also a dominant 
feature distinguishing guaranteed and direct loans--one 
that the Congress wanted to encourage. Further, if our 
recommendations for revised legislation were adopted, 
loans from private sources would not be fully guaranteed 
by REA. 

Shifting the REA loan guarantee program to the private 
market, in our view, would best be done on a gradual basis. 
The impact of increased interest costs on the borrowers' 
financial operations could be minimized if increased 
proportions of private credit were required only as 
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conditions warrant. Also, this approach would have the 
advantage of taking the first step toward what could be 
a Ilong-term pro]ect while providing experience with a 
pr~ivate funding program and an opportunity for the private 
money markets to become familiar with securities sold 
by' CFC and others under the proyram. 

Treasury said that the report contains some common mis- 
conceptions about the FFB's purposes and functions. 
It said that, contrary to a statement made in the draft 
report, neither the Secretary of the Treasury nor 
the FFB is authorized to coordinate the lending policies 
of individual Federal ayencies. It said that the FFB 
Act seeks to assure that the lending activity of agencies 
is' financed in the most efficient manner. The draft 
wa6 revised to reflect Treasury's position on FFB's role. 

Accordiny to Treasury, our recommendations that the 
receipts and disbursements of the FFB be included in the 
Federal budget totals reflect the common misconception 
that the FFB is in itself a means of avoiding budget 
controls. 

Treasury said that the FFB does not affect the budget 
status of the programs it finances. Thus, under current 
statutes, the budget treatment of REA guarantees and sales 
of certificates would be the same whether they are sold 
in the market or to the FFB. We recognize this; however, 
our position is that the outlays of all Federal entities, 
including those of the FFB, should be included in the 
budye t totals. 

I Treasury said that placing the FFB in the budget would 
encourage REA and other Government agencies financing 
yuhrantee programs to bypass the FFB and return to their 
priavious practice of financing their programs directly in 
the securities market in order to remain outside'the budget. 
Th'is, it said, would result in increased costs and poten- 
tially serious adverse effects on the Government securities 
market. 

If all our recommendations concerning budget treatment 
of FFB and Federal agencies and sales of certificates were 
adopted, agencies would not be able to remain outside 
the budget by selling securities either to the FFB or in 
the private market. 
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Treasury said that should the guarantee be reduced below 
100 percent, it recommends that the financing be structured 
so as to avoid the problems created in other programs where 
the yuaranteed portion is separated from the unguaranteed 
portion of the loan and financed in the securities market, 
with the result that fully yuaranteed securities are issued 
in direct competition with Treasury securities and at higher 
financing costs. 

We believe that the question of whether the guaranteed 
and unguaranteed portions of the loans are separated should 
be left open. We are concerned that certain major purchas- 
ers of securities, such as insurance companies and pension 
funds, might be effectively eliminated from participating 
in the proyram without such a separation because of limi- 
tations and/or restrictions they might have on their in- 
vestment portfolios. 

According to Treasury, the Administration is concerned 
that, because loan yuarantees are not reflected in the 
budget totals, they may not be as carefully scrutinized 
in the budyet process as other Federal activities. Accord- 
iwly, the Administration established a credit program 
control system. To implement this system, the Office of 
Manayement and Budget required Federal agencies, including 
HEA, to include in their fiscal year 1981 appropriation 
requests limits for direct and guaranteed loans. The major 
impact of this new system will be on loan guarantee programs. 
Treasury said that it stronyly supports this approach of 
improving controls over all credit programs regardless of 
whether they are included in or excluded from the budget 
totals. 

As we said in our report, we believe the proposed credit 
control system is an important first step toward gaining 
better budyetary control over Federal credit programs but 
that the proposed system does not fully implement our 
recommendations. 

38 



CHAPTER 3 

REA LOANS TO POWER SUPPLY SYSTEMS-- 

OPPORTUNITIES EXIST TO IMPROVE PLANNING 

The IJation's energy crisis presents problems of great 
magnitude. REA, in manaying resources of billions of dollars, 
could have a substantial impact in helping to solve these 
problems. To take full advantage of REA's potential toward 
this end may require a change in its primary role of a banker. 
Contributions toward solving these problems could be made 
without such a change, however, by improving the power supply 
systems' planning process. 

: Central to our Nation's energy problems is our depen- 
dence on imported fuels. Concern about this problem was 
manifested in the Administration's National Energy Plan of 
April 1977 outlining strategies for reducing our dependence 
on foreign energy supplies. Two of the basic principles 
cited in the Plan are that the (1) growth of energy demand 
must be restrained through energy conservation and improved 
eneryy efficiency and (2) use of nonconventional sources of 
eneryy must be vigorously expanded (see app. IV for a list 
of the basic principles). Portions of the Plan were incor- 
porated in the energy acts enacted in November 1978. A/ 

I The growth in demand for electrical energy by consumers 
of!REA borrowers, although slowing, is still increasing at a 
sorpewhat faster rateethan the rest of the Nation. Much of 
this yrowth will be supplied by power supply systems financed 
with billions of dollars of Government loans. REA must take 
the lead in rural areas to ensure that the planning of its 
power supply system borrowers to meet such demand is sound 
and in accordance with the basic principles cited in the 
National Energy Plan. To do this, improvements are needed in 
forecasting power requirements, ensuring that the most appro- 
priate mix of alternatives to meet electric consumers' demands 
have been selected, and involving individual members and 
private citizens in the up-front planning process of the 
power supply systems. 

L/These acts were the National Energy Conservation Policy Act; 
the Public Utility Regulatory Policy Act of 1978; the 
Powerplant and Industrial Fuel Use Act of 1978; the Energy 
Tax Act of 1978; and the Natural Gas Policy Act of 1978. 
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REA has improved the procedures followed by power supply 
systems to forecast power requirements but still basically 
relies on the relatively unsophisticated forecasting tech- 
niques of a single forecast developed primarily on the basis 
of historical growth data. Such procedures do not adequately 
reflect chanying use patterns. REA has recognized the need 
for change and has contracted with a consulting firm to de- 
velop new procedures. 

REA, working primarily through its distribution system 
borrowers, has taken actions to help solve our Nation's 
eneryy problems. We believe, however, that the power supply 
systems could be better used as a focal point for this effort. 

The power systems, with their overall responsibility for 
planning for and meeting the power requirements of the distri- 
bution systems they serve, are in a good position to help plan 
and coordinate their members' efforts toward aggressive action 
to (1) reduce the demand for energy through conservation meas- 
ures, (2) use available plant capacity as efficiently as possi- 
ble throuyh effective load-management efforts, and (3) use 
alternative renewable energy sources to the maximum extent 
practicable to reduce our Nation's dependence on foreign oil 
and to conserve our own natural resources. The systems also 
need to study the alternatives of purchasing power and parti- 
cipating in power pooling and joint projects. 

To help improve planning and solve our national energy 
problems REA needs to revise its power planning bulletin to 
require power supply systems to perform @in-depth, systemwide 
studies of all reasonable alternatives and supplemental 
supply options and to carefully review the adequacy of such 
studies. The studies need to be incorporated into the systems' 
loan application packages and long-range plans. 

Planning by power supply systems is viewed as highly 
technical and, as a result, individual consumer/members and 
other private citizens have generally not been involved in 
this process. With increasing concerns about the impact 
large generation and transmission facilities have on peoples' 
lives, individual members and other private citizens should 
be more involved in the up-front planning process of the 
power supply systems. 

REA has recently taken actions to help ensure that bor- 
rowers give greater consideration to alternatives and supple- 
mental supply options and to gain increased involvement 
by consumer/members and the public in the borrowers' activi- 
ties but, we believe additional actions are needed. 
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GROWTH OF DEMAND IN RURAL AREAS 

The yrowth in demand for electrical energy by the con- 
sumers of REA borrowers, although slowing, is still increasing 
at a somewhat faster rate than that for consumers of other 
utilities-- 3.3 to 2.9 percent, respectively, in calendar year 
1979 and 6.4 and 3.4 percent, respectively in 1978. Increas- 
ingly this demand is being met by generation and transmission 
facilities financed by REA. The Subcommittee on Family Farms, 
Rural Development and Special Studies, House Committee on 
Agriculture, asked us to determine the extent to which the 
need for these facilities is based on suburban/urban growth. 
Welcannot precisely answer this question; however, the results 
of!our analysis indicate that while a substantial portion 
of~the growth in demand for electricity by consumers served 
bylREA borrowers is related to suburban/urban growth, the 
majority of such growth in demand is related to the increased 
needs of rural areas. 

tiny the increased power 
needs of REA borrowers 

Power purchased and generated*by REA borrowers increased 
from about 0.4 million MWH in 1940 to 164.4 million MWH in 
1978. As shown below, the proportion of this total supplied 
through borrower-owned generating facilities has doubled about 
every 20 years, from 8 percent in 1940 to 16 percent in 1960 
an4 to 32 percent in 1978. 

Sourbe of power 

Purchased fran IOUS 
a& others 

Purqhaeed from Federal 
pohJer agencies 

Genkated by FtEA 
b+TOWtXYS 

:lPotal 

Power Generated and Purchased by REA 
Borrowers, 1940 through 1978 (note a) 

1940 1950 1960 1970 1978 
MWH Percent MWH Percent MWH Percent m Percent m Percent 

----------- (m in millions) - - - - - - - - - - 

0.295 70 4.808 63 13.202 45 30.608 39 70.204 43 

0.094 22 1.825 24 11.495 39 27.291 35 41.742 25 

0.034 8 0.972 13 4.569 16 20.638 26 52.472 32 ---m--p- 

0.423 100 7.605 100 29.266 100 78.537 100 164.418 100 

g/Data is shown for year ending June 30 for 1940 through 1970 and the year ending 
December 31, for 1978. 
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The substantial increases in REA loan funds available 
to power supply systems in recent years indicate that the 
rate of increase in the proportion of the power needs met 
through borrower-owned facilities is likely to continue, if 
not accelerate. The increase in REA loans to power supply 
systems is shown in the following graph. (Note: Some of 
the loans made to distribution systems were also used to 
fund yeneration and transmission facilities.) 

42 



REA LOANS APPROVED BY TYPE OF BORROWER 
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Impact of suburban growth 
on rural electric systems 

Due to population shifts through the years, many rural 
electric systems are now serviny areas that are primarily 
suburban. Because of these shifts, some areas served by 
rural electric systems no longer meet the traditional rural 
image; however, they continue to qualify for participation 
since they were eligible when their systems received initial 
funding. According to REA, the suburban areas served are 
integral parts of the systems’ service areas and vital to 
the continued economy and efficiency of the systems. 

Residential and large commercial and industrial con- 
sumers are the two largest classes of customers--in terms of 
MWH sales-- of distribution systems, accounting for 64 and 23 
percent of total MWH sales, respectively in 1978. From 1970 
to 1978, MWH sales to residential consumers increased by 
91 percent and to large commercial and industrial consumers 
by 128 percent. The growth in MWH sales by class of con- 
sumer is shown on page 45. 

44 



1’ 

I- 

m 

m 

70 

60 

60 

40 

/ 

REA DISTRIBUTION BORROWERS’ SALES BY 
MAJOR CLASS OF CONSUMER 

CALENDAR YEARS 1970-79 

7 - - RESIDENTIAL (FARM AND NONFARMJ. 
- *- * -* COMMERCIAL AND INDUSTRIAL ILARQL 
-- - ---- COMMERCIAL AND INDUSTRIAL ISMALI 

IRRIQATION. 

CALENDAR YEAR 

45 



Sales statistics which would show the growth in demand 
for electrical energy in rural, suburban, and urban areas are 
unavailable. REA has, however, made surveys to determine 
the number of consumers served by REA borrowers that are lo- 
cated in standard metropolitan statistical areas (SMSAs) and 
non-SMSAs. JJ 

The latest survey, conducted in 1973, 2/ showed that 
about 80 percent of consumers served by REA-borrowers were 
located in nonmetropolitan areas. A comparison of 1967 and 
1973 survey results shows that the number of consumers living 
in nonmetropolitan counties increased by about 1.2 million or 
three times the 0.4 million increase in metropolitan areas. 
However, the qrowth in metropolitan counties increased at a 
faster rate than did the growth in 
during this period, about 39 to 27 

Metropolitan 
counties (SMSAs) 

Counties within 
SMSAs of l,OOO,OOO 
or more residents 

Counties within 
SMSAs of 250,000- 
999,999 residents 

Counties within SMSAs 
of less than 
250,000 residents 

Total 

Nonmetropolitan 
counties (non-SMSAs) 

Counties with 20,000 
or more urban 
residents (note a) 

Counties with 
2,500-19,999 
urban residents 

Counties with 
no urban 
residents 

Total 

Total 

a/Urban residents are 

259,162 4.9 405,769 5.8 56.6 

433,737 8.1 538,183 7.8 24.1 

381,071 7.1 547,493 7.9 

1,073,970 20.1 1,491,445 21.5 

43.7 

38.9 

638,781 11.9 862,967 12.5 35.1 

2,473,472 46.3 3,091;597 44.6 25.0 

1,157,198 21.7 1,484,752 21.4 28.3 

4,269,451 79.9 5,439,316 78.5 27.4 

5,343,421 100.0 6,930,761 100.0 29.7 

1967 1973 
Consumers Percent Tonsumers Percent -- -- 

nonmetropolitan counties 
percent, respectively. 

defined as those residents living in towns 

Percentage 
growth 

or cities of at least 2,500 persons. 

L/A metropolitan county or SMSA is generally defined as a 
county or group of contiguous counties which contain at 
least one city of 50,000 persons or more or twin cities 
with a combined population of at least 50,000. 

z/HEA is presently conducting a new survey. 
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The usefulness of the above data ‘in studying the impact 
of suburban growth is limited because it is outdated and 
be$ause metropolitan counties can include rural areas and 
nonmetropolitan counties can include suburban areas and 
towns and cities with less than 50,000 people. These and 
other problems-- most notably the lack of sales data and any 
clear definitions of rural, suburban, and urban areas--make 
it difficult to determine the impact suburban and urban 
growth has had on the growth of REA’s program. 

Information developed in the State of Georgia, however, 
indicates that the impact of suburban/urban growth can be 
substantial. Eight Georgia cooperatives serving counties 
in the greater metropolitan area of Atlanta accounted for 
35 ~percent of all the consumers served and 37 percent of 
ally the power sold by the 41 REA distribution systems in 
Georgia in 1977. They accounted for 43 percent of the 
total increase in power sales between 1970 and 1977. 

~ Part of the reason power sales by REA borrowers are 
incsreasing at a faster rate than the national average appears 
to !be attributable to a general movement back to rural areas. 
This reversal of the historic trend of migration to urban 
areas is shown in the following comparison of the U.S. pop- 
ula:tion living in metropolitan and nonmetropolitan areas in 
197’0 and 1977. 

U.S. population 
Percent 

1970 1977 change 

(millions) 

Metropolitan counties 148.9 157.0 5.4 

Nonmetropolitan counties 54.4 59.4 9.2 

~ Total 203.3 216.4 6.4 

AJprOpriateness of REA 
assgstance to suburban systems 

There have been questions regarding the appropriateness 
of REA-financed systems’ serving “suburban” areas which could 
be served by IOUs and publicly owned utilities. REA maintains 
that the continued financing of these systems is in accordance 
with the act and that the suburban loads are a legitimate and 
necessary part of the rural systems’ operations. 
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The act defines a rural area as any area of the 
United States not included in the boundaries of any city, 
village, or borough having a population in excess of 1,500. 
REA policy is that, once an area is determined eligible for 
assistance, an REA borrower can continue to serve the area 
regardless of subsequent increases in its population. This 
practice was affirmed by the Senate in the so called Aiken 
Resolution adopted in 1959, which states 
in part: 

“It is the sense of the Senate that the Rural 
Electrification Act of 1936, as amended, con- 
tinue to be interpreted to authorize the making 
of loans * * * to (1) bring electric service to 
persons in those areas defined in the Act as 
rural areas if such persons are in fact not 
receiving central station service, and 
(2) continue to serve those who are pre- 
sently being served with the aid of funds 
loaned under the Act.” 

REA requires that borrowers offer service at standard 
rates to anyone in its service area. This includes those 
consumers located in the more isolated areas. According 
to REA, the more easily served suburban loads help to offset 
the higher costs of serving the more sparsely populated areas. 

Also, many States have territorial protection 
prevent competition and duplicate services between 
rural electric systems and other utilities. Under 
laws the utilities are generally required to serve 
sumers in their service areas. 

laws to 
the 
such 
all con- 

IMPROVEMENTS NEEDED IN 
FORECASTING POWER REQUIREMENTS 

The energy problems the Nation encountered during the 
1970s have resulted in rapidly changing energy-use patterns. 
Such changes make it much more difficult to project future 
energy requirements than it was when the Nation was experi- 
encing a steady increase in demand for electricity. Hence 
it is no longer a simple matter of using historic growth 
patterns to forecast demand. The importance of reliable esti- 
mates is critical to help avoid costly investments in unneeded 
capacity and to ensure adequate capacity to meet demands. 

REA , like most utilities in the 1950s and 196Os, relied 
primarily on trending to forecast energy demand. This fore- 
casting method uses historical growth patterns to project 
future growth trends. Although appropriate at that time, 
trending was not adequate to reflect the changes that were 
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occurring in the early and mid-1970s. REA has improved 
an9 refined its forecasting procedures, but still relies 
pr$.marily on trending. New and improved forecasting pro- 
ceflures designed to better reflect changing conditions are 
needed. REA is studying such procedures and plans to 
imblement changes sometime in 1981. A/ 

The power supply systems' forecasts we reviewed showed 
a general pattern of overestimating requirements in the early 
and mid-1970s. Since such forecasts support the need for 
major projects financed by REA, with some costing over 
$1 billion, the problems associated with building excess 
capacity could result. 

While the Chief of REA's Forecasting Branch acknowledged 
th't many forecasts overestimated requirements in the early 
an 1 mid-1970s, he said that financing projects supported 
byisuch estimates did not result in an oversupply. 
reasons cited for this were that: 

The major 

--Most power supply systems were purchasing far more 
power than they were generating. Therefore, the 
purchased power could be displaced with self- 
yenerated power. 

--The long period of time required to plan and con- 
struct a generating plant allows time to identify 
any decrease in demand through updated forecasts. 
In such a case, the construction of the plant 
could be postponed or the construction schedule 
allowed to slip. 

He blso said that the forecasts supporting the need for 
powerplants are currently better prepared and are more 
accurate. 

REA procedures for forecasting 
power requirements 

REA borrowers are responsible for preparing forecasts 
of power requirements in accordance with the procedures and 
yuidelines established by REA. The forecasts are used in 
engineering and financial studies, including long-range plan- 
ning, rate studies, and financial forecasts. They are a 
prerequisite to and basis for any studies done supporting 
applications for REA loans. 

lJR$A has also contracted with a firm to develop a method 
of projecting energy requirements of borrowers nationwide. 
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Under REA procedures the power supply systems’ fore- 
casts are based on the individual forecasts of their dis- 
tribution system members. Distribution systems make 5- and 
lo-year forecasts which are combined to form the power sup- 
ply system’s forecast. The power supply systems also make 
15-year forecasts by extending their lo-year forecasts at 
the same compound growth rate projected for the 6th through 
10th years. 

The distribution systems’ forecasts are primarily based 
on trending. This requires developing historical growth data, 
generally for an 11-year period, as a basis for projecting 
the future growth trend. The distribution systems provide the 
historical growth data, adjusted for any abnormal fluctuations, 
to their power supply system. Through the use of mathematical 
techniques, the power supply system uses the historic data to 
project an energy usage trend which, in turn, is used to pro- 
ject a power demand trend. 1/ After the mathematical trends 
have been computed, the distribution systems may, using sub- 
jective analysis of various factors, adjust them. 

In making these adjustments, REA suggests that the 
systems analyze the impact on forecasts that may result from 
anticipated changes in such factors as population, per capita 
income, industrial activity, appliance saturation levels, re- 
lationships between residential and commercial consumers, 
consumption patterns, costs, price elasticities, conservation, 
competitive fuels, and government policies. REA does not, 
however, prescribe any particular method for considering the 
impact of such factors on the forecasts. 

Using their knowledge of the area served and/or special 
studies, the distribution systems arrive at separate fore- 
cast information on any irrigation and large commercial 
loads served. The projected needs of these consumers are 
incorporated into the system’s overall forecast. 

The power supply systems review each member’s forecast, 
make suggestions for any revisions, and agree to the final 
forecast. The completed forecasts of its members are then 
consolidated to form the basis for the power supply system’s 
forecast. REA reviews and approves all forecasts supporting 
applicants’ loan requests. 

l-/Energy usage refers to the total amount of energy used over 
a period of time (e.g., a homeo!Jner’s monthly bill is based 
on the number of kilowatt-hours of electric energy used). 
Demand measures the rate at which electric energy is deliv- 
ered to or by a system over any designated period. 
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REA forecastiny procedures 
have not produced consistently 
accurate results 

The accuracy of the forecasts prepared by five power 
supply systems supporting their loan requests ranged from 
one nearly perfect 4-year forecast to one 5-year forecast 
which overestimated actual demand by about 24 percent. The 
rsmaininy three 5-year forecasts overestimated actual demand 
by 5.8, 10.2, and 12.6 percent. 

There are no precise standards to measure what is an 
accurate forecast and what is not. In making a judgment about 
thee accuracy of the above forecasts, one must consider, among 
otlher things (1) the unsettling period in which the forecasts 
we're made, (2) that the forecasts were for 5 years or less 
whlile it takes from 8 to 10 years to plan and construct a 
fakility, and (3) when the demand is to be met by constructing 
a benerating plant a reserve capacity of as much as 20 or 
25: percent above tie forecasted demand may be added to the 
cabacity of the plant. 

Even if all five forecasts of the power systems were rea- 
sonably accurate, this would not necessarily mean that one 
could conclude that the forecasting procedures prescribed by 
REA will yenerally produce accurate results. We say this 
because of the wide variations from actual requirements 
found in some of the individual forecasts of the distribution 
sy$tems which, when combined to form the power system's 
forecast, offset each other. When, for whatever reason, 
this does not occur, the power system's forecast may 
not be accurate. (See borrower E's forecast on p. 52.) 

We analyzed the forecasts which five power supply sys- 
tems had submitted to REA supportiny their applications 
for yuaranteed loans. The 5-year forecasts of four of 
the five borrowers overestimated energy demand by 5.8 
to 24.3 percent and the I-year forecast of the remaining 
borrower overestimated demand by 0.4 percent. The results 
of our analysis are summarized on the next page. 
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COMPARISON OF S-YEAR POWER 

REQUIREMENT FORECASTS WITH ACTUAL 

Power supply systems Power supply systems' members 
Date Energy requirements Demand Energy requirements Demand 

Bor- of overstated/ overstated/ Bighest % Highest % Highest % 
forecast (understated) 

Highest % 
rower (understated) overstated understated overstated understated 

__-------------- -(percent)- - - - - - - - - - - - - - - - - - - 

(iote a) 
DCX. 1975 (3.8) 0.4 16.3 8.6 18.3 10.7 

B Feb. 1974 13.1 12.6 130.5 37.5 166.1 27.8 

C Oct. 1972 13.8 10.2 49.6 16.9 23.6 17.8 

D May 1972 5.4 5.8 18.0 22.0 30.7 14.2 

C&D See above 9.2 7.7 49.6 22.0 30.7 17.8 

ut (note b) 
h) 

E Aug. 1973 26.8 24.3 54.7 none 48.7 6.1 

a/Data shown is for 4th projected year (1978) because actual data for 5th projected 
year was not available. 

b/Borrowers C and D participated in joint project. 



As shown on page 52, the comparisons are 4- and 5-year 
forecasts, which should be more accurate than the power 
supply systems' For example, as 
d&cussed below, 

lo- and 15-year forecasts. 
based on revised forecasts, borrower E's 

15-year forecast may overestimate actual requirements by 
more than 185 percent. 

A detailed discussion of our analysis of the forecasts 
three power supply systems made, two of which were in- 
volved in a joint project, follows. 

Borrower E 

I In January 1975 REA approved an initial loan of $0.5 
biplion. (Total loans approved for this borrower as of 
December 31, 1979, were $2.1 billion.) The loan was made 
for the purpose of buying a share of facilities being built 
byian IOU. 

The forecast supporting this loan, completed in Aug- 
ust 1973, showed a S-year projection for 1977 energy require- 
ments of about 9,067 gigawatt hours (GWH). This was 27 per- 
cent more than the actual energy requirements of 7,148 GWH 
used by the power supply system's members in 1977. An inter- 
polation L/ of the power supply system's 5- and lo-year fore- 
casts showed that the estimated energy requirements for 1978 
were about 10,294 GWH, or 38.5 percent greater than the 
actual of 7,430 GWH used. 

At the time of our review this power supply system had 
alao prepared revised forecasts in 1975, 1976, and 1977. 
The revised forecasts estimate a much slower growth rate 
than did the 1973 forecast. For example, the 15-year fore- 
cadt made in 1973 projected estimated requirements of 
32,~900 GWH for 1987, whereas interpolated estimates of the 
forecast made in 1977 show requirements of 17,760. GWH, a 
difference of 15,140 GWH (85 percent more than projected in 
1977). Further, the REA power requirements officer, in recom- 
mending approval of the 1977 forecast, noted that the fore- 
cas>t should be regarded as "the high limit of a range of 
probable estimates" and suggested that it be "used with 
cau,t ion. '1 

VA mathematical method of determining estimated requirements 
between forecasted years. 
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Borrowers C and D 

In February 1974 REA approved loans to two power supply 
systems to finance the construction of a joint generation 
and transmission project for $537 million, which subsequently 
increased to $1.3 billion including about $90 million of non- 
REA financiny. (This REA-financed project is discussed in 
ch. 4.) 

The forecasts of the two power supply systems support- 
ing the need for this project were prepared in 1972. The 
S-year combined projection for the two systems' members 
for 1977 was 4,106 GWH compared to actual requirements of 
3,760 GWEi, a difference of 9.2 percent. One system's fore- 
cast was overstated by 13.8 percent and the other by 5.4 
percent. 

Although the consolidated 5-year forecasts of the two 
power systems were reasonably accurate, the individual fore- 
casts of their members' requirements differed from actual by 
as much as 49.6 percent. Compensating differences, however, 
offset each other in the consolidated forecasts. 

Although REA does not systematically track the accuracy 
of the forecasts prepared by its borrowers, it did, in early 
1978, review the accuracy of forecasts made by 30 distribution 
system borrowers. These borrowers were selected at random 
from amony 645 which were members of power supply systems. 

The analysis included a comparison of 5- and lo-year 
forecasts for total power requirements made since 1960 with 
actual requirements through 1977. An analysis was made of 108 
5-year forecasts and 67 lo-year forecasts prepared by the 30 
borrowers. 

The results of the analysis of the 108 5-year forecasts 
showed that about 5 percent overstated and 22 percent under- 
stated energy requirements by over 20 percent. Of the lo-year 
forecasts, 4 percent overstated and 58 percent understated 
eneryy requirements by over 20 percent. 

Some of the observations REA personnel made on the basis 
of their analysis follow. 

--Individual analysis of large errors showed that they 
resulted mostly from difficulties in determining when 
large power loads (such as a large industry) would 
come on line. 
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--Most of the largest errors seemed to occur in the 
large systems with the fastest growth rates. 

--Forecasts done in the 1965-68 period tended to 
underestimate requirements, while the more recent 
forecasts tended to overestimate requirements. 

REA actions to improve 
forecastinq methodology 

Althouyh REA's forecasting method is basically the 
same method used before the guaranteed loan program was 
established in 1973, a number of refinements have been 
maide. Also, REA has hired a consultiny firm to develop 
an improved forecastiny method for its borrowers. 

REA has long recognized the need for changes in its 
forecasting procedures and has encouraged borrowers to make 
imbrovements. We noted that the more recent forecasts have 
be(en more systematically prepared, power supply systems have 
beicome more involved in preparing forecasts by their mem- 
bebs, the systems are using private consultants more, and 
new forecastiny techniques are beiny studied and used to 
supplement the method prescribed by REA. 

In December 1978 the REA Administrator appointed an 
internal task force to review forecasting procedures and 
make recommendations for improvements. The task force con- 
cluded that the factors most likely to affect the accuracy 
of forecasting were population changes, price elasticity, 
weather, and appliance saturation and recommended that 
changes requiring the consideration of these factors be 
made a part of REA's forecasting requirements. 

Although no formal changes were made to REA's forecast- 
ing methodology as a result of the study, agency personnel 
did develop some information on the effect price'elasticity 
has had on usage of electricity by residential customers and 
techniques for appliance sampling and end-use forecasting. 
This information has been provided to selected borrowers. 

Also, REA now emphasizes the need for the systems to 
include as a part of their power requirements study a de- 
tailed narrative description of the basis for any subjective 
judgments made in conjunction with the forecasts. This helps 
REA officials review the methodology followed and assumptions 
made to determine the validity of the forecasts. 

In early 1979 REA began returning forecasts to the bor- 
rowers when questions about the validity of the forecasts 
arose. Prior to this, although any reservations about 
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the forecasts might be noted by REA officials responsible 
for reviewing them, the forecasts were generally accepted 
and approved for use in support of the borrower's loan 
application. 

REA has had difficulty determining how more sophis- 
ticated methods of forecasting could be applied to rural 
electric systems. For example: 

--Econometric modeling is a forecasting technique 
which uses a series of equations to predict 
electric demand as a function of such factors as 
price, income, and population. The usefulness 
and applicability of this method for some REA 
borrowers may be limited, however, due to the lack 
of an adequate data base. 

--End-use modeling is a technique used to forecast 
residential power requirements on the basis of an 
analysis of electric appliance saturation. This 
involves a forecast of the number and type of 
appliances which will be used in the area served 
and the energy consumed by these appliances. The 
accuracy of this method depends heavily on the 
ability of the forecaster to predict growth of 
appliance use, new uses of electricity, and 
changes in the efficiency of the appliances. 

A joint IJRECA/CFC task force studying forecasting, in 
a May 1979 report, made a number of recommendations to im- 
prove the forecasting methods used by REA and its borrowers. 
These were that: 

--The relationship between power supply systems and 
their members in developing forecasts should be 
maintained, recognizing the potential for coor- 
dination of such activities as automation of data 
and special studies. 

--Forecasts should be refined by including more 
quantitative analysis with an emphasis on end-use 
analysis in forecasting residential loads. Methods 
should be developed for analyzing the historical 
effects of weather, price changes, and other 
factors. 

--Procedures should be developed for the periodic 
evaluation of estimates of the various factors 
influenciny the forecasts. 
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--Permanent forecast study committees should be 
created at the national and individual power supply 
system levels. 

--A broad education program should be developed to 
emphasize the importance of forecasting and to 
train forecasters. 

In May 1979 a private consulting firm wrote REA a 
proposal to develop an improved forecasting methodology for 
use in rural areas. The firm will review forecasting methods 
used by others and new techniques for the purpose of develop- 
ing an HEA forecasting manual sometime in 1981 to be used 
by its borrowers in preparing their forecasts. 

We believe that in developing new forecasting procedures 
for power supply systems, REA needs to require several fore- 
casts showiny the yrowth levels which can be expected based 
on different scenarios. In this way, the impact of different 
levels of conservation efforts upon projected needs could 
be analyzed and a determination made as to the costs and 
benefits of such efforts in relation to other alternatives 
for meeting demand. The advantages of using multiple fore- 
ca$ts to evaluate the benefits and costs of alternative 
courses of actions in power program planning were discussed 
indetail in our report on the Tennessee Valley Authority. 
(See app. II.) 

PLANNING BY POWER SUPPLY SYSTEMS-- 
NEI$D TO ENSURE THAT ALL ALTERNATIVES 
1N;MEETING DEMAIJD ARE ADEQUATELY 
CO@SIDERED 

1 Increasingly REA borrowers are meeting the needs of 
their consumers through the construction of large central 
stdtion generating plants. In reviewing applications for 
financing such projects, we believe REA could do'more 
to ,ensure that all reasonable alternatives of power supply 
have been adequately assessed, evaluated, and used. These 
alternatives include conservation and load management, 
purchased power, renewable energy sourcesl and expanded 
use of coordination agreements with other utilities. While 
we recognize that other alternatives may not eliminate the 
need for large centralized plants, they could be advantageous 
from a standpoint of national energy goals and policies, 
deferment and/or reduction of capital investments, and 
costs. 

. 
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For the loans we reviewed, we could not assure ourselves 
that all such alternatives were adequately considered. REA 
officials told us that such alternatives would be considered 
in the exploratory planning phase, however, this was frequently 
done on an informal basis relying heavily on the euperience 
and knowledge of REA and borrower personnel. 

We believe that this process needs to be formalized 
with the borrowers required to show, as part of their loan 
application package and lony-range plans, what alternatives 
were considered along with a detailed study and assessment 
of each-- particularly those relating to conservation, load 
management, and renewable energy sources. This would enable 
the borrower to assure REA and others that the most appro- 
priate mix of alternatives for meeting consumer needs are 
selected. REA has recently taken actions to help ensure 
that borrowers give greater consideration to such alterna- 
tives (see pp. 81 and 82). 

Actions to help solve national 
eneryy problems primarily directed -- 
at distribution systems _--- 

REA requires loan applicants to prepare feasibility 
studies which analyze in detail the alternatives considered 
in meeting projected power requirements. The alternatives 
considered, however, are those previously judged most 
appropriate by representatives of REA, the applicant and, 
if applicable, the engineering firm performing the feasi- 
bility study. Hence, some very important decisions regard- 
ing power supply alternatives are made prior to the feasi- 
bility study itself. 

REA instructions governing power system planning are 
contained in Bulletin 105-7, September 12, 1972. This 
bulletin is intended to provide a summary of the management, 
enldineeriny, and financial considerations which go into the 
system planning study. In discussing plans to meet future 
power supply obliyations, the bulletin provides that in the 
"exploratory phase of planning" consideration should be given 
to the followiny alternative supply sources 

--various types of generatiqn and available fuels and 
fuel prices, 

--joint ownership, 

--possibilities for purchasing power or increasing 
arrangements already in effect, and 
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--power pooling arrangements. 

It is in the exploratory planning phase that decisions are 
made about which alternatives are the most appropriate to 
be analyzed in the feasibility study. 

According to REA officials, REA works with the applicant 
to insure that the feasibility study considers the most appro- 
priate alternatives in accordance with REA's instructions 
governing power system planning. The feasibility studies we 
reviewed generally compared costs, and in some cases other 
factors, of (1) the applicant owning generating facilities 
versus its purchasing power from other utilities or (2) alter- 
native types and/or site locations of generating plants (e.g., 
a plant built near a coal mine versus one built near the area 
served with the coal hauled by rail). 

RCA's bulletin on power system planning emphasizes 
achievement of the following objectives 

--operating economy and efficiency; 

--reliability of service; 

--establishiny new capital requirements: 

--minimum practicable environmental impact; and 
.".. 

--assurance of an adequate and reliable power source 
at as low a cost as is consistent with prudent 
management, operations, and fiscal control. 

REA's bulletin on power system planning is silent on such 
mat/ters as conservation, load management, and renewable energy 
sou' ces. 

k 
However, REA has issued other bulletins and instruc- 

tio s emphasiziny the importance of consideriny these supply 
alternatives. For example, according to the Administrator, 
REA now requires applicants to consider, as a part of their 
loan application packaye, the use of renewable and nonconven- 
tional eneryy sources wherever it is technoloyically feasible 
and cost effective. 

REA has taken a number of actions to help solve our 
national energy problems. These actions have been directed 
primarily at the distribution system borrowers. We believe 
a need exists for the power supply systems to formally study 
what additional efforts could be made in the areas of con- 
servation, load management, and renewable energy sources 
and to help plan and coordinate their members' efforts in 
these areas. 
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Following is a brief description of some of the actions 
REA and others have taken to help solve our national energy 
problems in rural areas. 

Enerqy conservation 

Electric eneryy conservation generally refers to the 
actions taken by consumers to reduce consumption through 
such actions as better weatherization of homes and buildings, 
seasonal adjustments of thermostats, use of more energy- 
efficient appliances, and wise and prudent use of electricity. 
Conservation of electric eneryy is a year-round consideration 
dependiny on consumer attitudes, energy costs, and many other 
factors. 

The REA Administrator expressed his commitment to energy 
conservation in a January 1979 memorandum issued to REA bor- 
rowers. In part, he said that 

I,* * * Energy conservation is the best 
means for the people we serve to 
reduce their cost of electric energy. 
The most efficient use of energy by the 
members can reduce, in the long runt 
the need for new yenerating facilities." 

REA has taken several actions to promote energy con- 
servation. 

--In January 1979 REA issued instructions which 
require distribution system borrowers to develop 
eneryy conservation programs as a precondition 
to obtaininy REA loans. When applying for an 
REA loan the applicant rnust submit a copy of the 
system's official policy on conservation, as well 
as a report on the system’s conservation efforts, 
including a work plan, budyet, and estimate of 
the benefits to be derived from the program. REA 
also issued recommendations its borrowers can use 
to develop their programs- 

--In February 1979 REA issued an Energy Conservation 
Handbook which cites a number of ways consumers 
can use energy more efficiently. 

--REA has been encouraginy distribution systems to 
stop using declining block electric rates (i.e., 
lower rates for higher usages) which promote 
increased usage of electricity. 
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--The Farmers Home Administration has a program 
administered by it and rural electric systems 
to conduct energy audits of homes in rural areas 
and make available loans and grants for weatheri- 
zation of low-income rural households. L/ Through 
September 30, 1979, weatherization loans and grants 
made by Farmers Home totaled $1.2 million. The 
Department of Energy (DOE) and the Community Ser- 
vices Administration also have weatherization 
programs for low-income families. 

--In June 1980, REA implemented a program to stimulate 
consumer involvement in energy conservation. This 
program permits borrowers to defer principal pay- 
ments on REA loans to make funds available for 
low-interest rate conservation loans to consumers. 
These loans, not to exceed 7 years in duration, 
can be made to purchase such energy-saving items 
as insulation, clock thermostats, attic fans, 
and storm windows and doors. (See p. 81 for 
additional comments on this program.) 

In January 1980 NRECA reported the results of a survey 
made of 908 distribution systems to obtain information on 
their energy conservation and load-management activities. 
Of the 908 systems surveyed, 789 responded. The survey 
showed that the systems' growth rate for 1978 was half that 
of'the previous 10 years. A summary of the systems' conser- 
vation activities stated that 

--95 percent of the systems responding plan to make 
personal visits and/or energy audits to help their 
consumers conserve energy: 

--about one-third of the systems have weatherization 
or conservation loan programs available; and 

--the majority of the systems promoted conserva- 
tion throuyh personal contacts, newsletters, and 
other methods. 

i?Legislation is pending (S. 2658) which would establish 
a rural weatherization grant proyram within USDA. 
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Load manayement 

The demand for electric eneryy by an electric utility's 
customers varies greatly between different times of the 
day and between seasons. To avoid brownouts or outages the 
utility must be able to meet the highest or peak demand of 
its customers. Efforts to shift the demand away from peak 
periods of usaye is referred to as load management. 

Load rnanayement can be achieved through voluntary ac- 
tions of consumers to reschedule their use of electricity 
and through load control devices such as a timer or a remote 
controlled switch. It may be encouraged through time-of-day 
use rates under which higher rates are charged during peak 
demand periods and through lower rates for customers agreeing 
to interruptable service during peak periods. 

Through load management a utility may be able to limit or 
defer construction of new facilities and/or reduce its need 
for peaking power which is generally provided through generat- 
incj units fueled by oil or natural gas--both scarce, high- 
cost fuels. A load-manayement program could, however, have 
adverse effects on the power systems' operations if not 
adeyuately implemented. 

While the cost benefits of load management depend on 
the individual circumstances of the utility, they can be 
substantial. In January 1978 DOE estimated that a nationwide 
savings of up to $15 billion in reduced capital expenditures 
could be achieved throuyh better load-management efforts 
by all electric utility systems. 

RCA issued a bulletin in January 1977 recommending that 
all borrowers implement some type of load management program. 
REA will make loans for this purpose if the equipment pro- 
posed is feasible from engineering, economic, public rela- 
tions, and power supplier standpoints. As of fiscal year 
1979 WEA electric system borrowers had spent more than 
$35 million on load control systems with anticipated growth 
in expenditures of almost $200 million by 1986. 

RCA does not require borrowers to initiate a load 
manayement program because the value of such a program l 

varies considerably between systems. REA has promoted 
the concept, however, by making presentations on the 
potential savinys involved and by helpiny the systems 
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develop load management programs. Also, according to 
the Administrator, REA's recent reorganization l/ will 
he'lp strengthen the agency's loanmaking and technical 
assistance efforts and enable REA to better help borrowers 
develop load management and to develop new energy sources. 

About half of the 789 respondents to the NRECA survey 
said that they had initiated either direct or voluntary load 
manayement programs. The 121 systems using direct control 
devices reported that 143,000 consumer loads were involved. 

Alternative energy sources -- 

The costs and environmental impact of producing elec- 
tr~ical energy from fossil and nuclear fuels has spurred 
substantial interest in various types of renewable energy 
sources such as hydropower, windpower, solar energy, and 
bibmass. Concern has been expressed over whether rural 
electric distribution systems, which appear to be particularly 
we{1 suited to using small-scale projects using renewable 
energy sources, are taking advantage of the opportunities 
available to them in this area. 

REA policies and procedures governing loans for gen- 
eration facilities favor constructing large centralized 
electric yenerating plants to take advantage of economies 
of scale such projects offer. In accordance with its 
legislative mandate, REA must insure that its loans are re- 
patid and, therefore, a prime concern is whether the project 
to be financed is the most economical available. 

According to the former Director of REA's North Central 
Area Office, experience has shown that centralized units are 
more economical than decentralized units. Decentralized 
plgnts, however, can have advantages over centralized plants, 
particularly when renewable energy sources are used. There- 
fore, we believe they need to be one of the options studied 
in selecting the appropriate mix of supply sources. 

REA recently beyan requiring power supply systems, as 
part of their loan application, to consider renewable energy 
sources capable of produciny central station electric power 

A/REA reorganized in January 1980. The principal goal of the 
reorganization is to focus more attention on the specific 
concerns of both distribution and power supply systems. 
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wherever it is technologically feasible and cost effective. 
REA has also taken other actions to promote the use of renew- 
able energy sources. One of its major efforts has been 
to help develop small-scale hydroelectric projects. 

In conjunction with the "White House Rural Development 
Initiatives" the President announced in May 1979 that several 
steps are being taken to help rural communities develop local 
energy resources. One includes an agreement among several 
agencies-- including USDA-- to have up to 100 small-scale 
hydroelectric plants under construction by the end of fiscal 
year 1981 and up to 300 projects by 1985. L/ 

As a part of this effort, REA has asked its borrowers 
to identify existing dams which could be used for generating 
electricity. Potential sites will be screened to determine 
which appear to be most feasible. Those selected will 
qualify for up to $50,000 of low-interest rate loans from 
DOE for a feasibility study. If the study shows the project 
is not feasible, DOE may cancel the unpaid loan and interest. 
In February 1980 the Special Assistant to the Administrator 
told us that DOE had approved loans to 42 REA borrowers. 

REA borrowers and their consumers are involved in other 
projects to determine the feasibility of using alternative 
energy sources. For example: 

--DOE has funded a 150-megawatt solar unit and a 
2-megawatt windmill and has purchased 125 windmills 
for individual consumers to use. 

--REA, DOE, and rural electric systems are studying 
the possibility of using mine gas to generate 
electricity. 

--Farmers Home is providing technical assistance on 
potential biogas plant projects to use animal manure 
to produce gas for energy use on dairy farms and 
feedlots and has contracted for a demonstration pro- 
ject of low-cost, solar-heating systems for homes. 

A/In a recent report on the Rural Energy Initiative Program 
for Small Hydropower we concluded that it is doubtful that 
the goal of having 100 projects under construction by the 
end of fiscal year 1981 will be met (EMD-80-66, Apr. 1, 
1980). 
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In the past HEA suggested that its borrowers adopt "all 
requirements" provisions in their bylaws to insure that con- 
sumers could not develop other sources of power. In October 
1977 WEA issued a bulletin suggesting that systems change their 
bylaws to require consumers to buy all "purchased power" from 
the system. An REA energy resource engineer said that although 
some borrowers had chanyed their bylaws, the total number was 
unknown. 

Most of the systems NRECA surveyed were providing infor- 
mation and assistance to consumers installing solar, wind, 
or other supplemental energy sources, and some have adopted 
policies to buy excess energy from such sources. The survey 
showed that the systems were participating in a wide array 
of studies and projects involving the use of alternative 
eneryy sources. 

While some efforts are being made to use alternative 
energy sources, the impact is small compared to the con- 
ventional, large centralized generating units financed by REA. 
Experiments and studies are being performed, however, on 
the various alternative energy sources to determine their 
feasibility and applicability to rural electric systems and 
their consumers. 

REA has been cautious in recommending the rapid develop- 
ment of alternative energy sources because there are poten- 
tial problems involved. These include the following: L/ 

--Some types of projects would, without storage 
capability, be unable to generate electricity 
during peak load periods and therefore would 
not reduce the peak demand placed on the system. 

--The interconnection of small consumer-owned 
units could effect overall system reliability 
because of the difficulty the borrower could have 
in insuring that they are properly operated and 
maintained. 

--Power supply systems may have based additions to 
their Generating capacity on the expectation that 
they will meet the full consumer loads. In such 

l/There are opposing views regarding some of these matters 
(for example, small, consumer-owned generating units could 
be considered very reliable because of their simplicity). 
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cases, reduced sales resulting from alternative 
energy sources used by distribution systems and/or 
their consumers could create financial difficulties 
for the borrowers and/or result in higher electric 
rates for consumers. 

--There may be problems in determining when certain 
units will be operational and how wholesale power 
rates will be established. 

--Many distribution systems, which have the greatest 
incentives to develop these small projects, are 
not experienced in constructing generating 
facilities. 

--Sotile units are more likely to create interference 
with normal telephone communications and radio 
and television reception. 

Further, REA has no funds for demonstration projects. 
In makiny loans the agency must insure that its loans will 
be repaid. Its procedures provide that a loan application, 
to be approved, must demonstrate that a proven technology 
is being used and that the project is the most economical 
and reasonable alternative available. 

In this regard the Administrator, in a speech given 
at the annual IJRECA meeting in March 1980, said that a review 
has shown that there are actions REA can take to expedite 
borrower involvement in supplemental energy-producing pro- 
jects such as coalbed gas recovery, geothermal energy, low 
head hydro, wind generators, and wood by-products and solid 
waste uses. The Administrator also noted a recent 
Comptroller General decision, solicited by REA, that REA has 
the authority to make loans for feasibility studies, licens- 
ing, and other up-front costs associated with initiating 
eneryy-produciny projects. In light of this decision, REA is 
prepariny criteria for making loans for studies and licensing 
of hydro and other renewable fuel projects. 

REA procedures for making loans 
to finance yeneration and 
transmission facilities 

Throuyhout most of the history of the REA program there 
has been much controversy over the need for and desirability 
of REA financiny yeneration and transmission facilities. 
Controversy centered around whether the financing of such 
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facilities was an encroachment upon the business of investor- 
owned utilities and/or a duplication of their facilities. 
Also, before the guaranteed loan program was established, 
the Conyress and others were concerned that the amounts of 
financiny needed for costly yeneration and transmission 
facilities would divert too great a proportion of the rela- 
tively small amounts of loan funds authorized away from 
the needs of the rural electric distribution systems. 

Because of these factors, congressional yuidance pro- 
vided to REA required that rigid restrictions be placed upon 
the financiny of yeneration and transmission facilities. 
Far example, in its 1966 report, A/ the House Committee on 
Adpropriations stated that the construction of generating 
fa,cilities by REA borrowers 

II* * * is a secondary function con- 
sidered to be necessary to preserve 
the bargaining position of REA coop- 
eratives in securing power at reason- 
able rates and under reasonable terms." 

The Congress' position was summarized in the following state- 
ment made by a former REA Administrator before the Subcommit- 
tee on Agricultural Credit and Rural Electrification, Senate 
Committee on Ayriculture and Forestry, on October 27, 1971. 

"Congress has given strict admonition 
to REA over a period of years to give 
priority to the needs of distribution 
systems. This admonition was repeated 
and emphasized in each year. . . . All 
of these admonitions emphasize two points: 
(1) devote as much of the annual loan 
authorization as possible to the needs, 
of distribution borrowers, and (2) hold 
G& T loans to a minimum." 

Regarding the Congress’ concern that facilities financed 
by RCA not supplant power provided by IOUs, the former Adrnin- 
is!trator said that it was REA's policy to make such loans 
only when the borrowers "are unable to purchase an adequate 
and dependable supply of power, or when wholesale power costs 
would be reduced." 

l/H. Report No. 1446, April 22, 1966. 
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Recognizing the congressional guidance it received, REA 
designed its procedures to limit the financing of generation 
and transmission facilities. Circumstances have changed 
markedly throuyh the years, both regarding loan funds avail- 
able for generation and transmission facilities and IOU 
opposition to cooperatives owning such facilities. Except 
in certain cases where the existing private supplier is 
opposed, it appears that REA could approve virtually any 
yuaranteed loan application received from power supply 
systems. 

REA procedures yoverning loans for generation and trans- 
mission facilities, last revised in May 1969, provide that 
an initial loan made to a borrower to finance generation and 
transmission facilities can only be made if 

--no adequate and dependable source of power is 
available to meet the consumers' needs or - 

--the rates offered by existing power sources would 
result in a higher cost of power to the consumers 
than the cost from facilities financed by REA, and 
the amount of the power cost savings that would 
result from the REA-financed facilities bears a 
siynificant relationship to the amount of the pro- 
posed REA loan. 

REA will provide subsequent loans to borrowers if the 
proposed facilities to be financed are the most effective 
and economical arrangements available to meet its increasing 
needs. 

In their 1963 reports l/ the House and Senate Commit- 
tees on Appropriations instructed REA to insure that every 
effort be made to obtain for the borrower a reasonable con- 
tract to purchase power from private suppliers so that REA- 
financed facilities would not supplant purchased power. The 
Senate committee clarified its intent in both 1966 and 1977 
that this effort should be made "for initial loans * * * 
where the facilities to be constructed would displace exist- 
ing contractual agreements with private power companies." 
The Administrator must certify compliance with these instruc- 
tions to the Secretary of Ayriculture. For initial loans in 

A/Ii. Report I?o. 355, June 3, 1963, and S. Report No. 497, 
September 12, 1963. 
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excess of $10 million, certification letters are also sent 
to the legislative and appropriation committees and to the 
Comptroller General. 

Responding to the instructions contained in the Senate 
committee's 1963 report, REA developed procedures for conduct- 
iny a power supply survey. RCA's stated purpose in this survey 
is to determine 

II* * * the basis upon which the exist- 
ing supplier is prepared to cooperate 
in the development of an assured source 
of power financed with the proposed loan 
or loan guarantee." 

If! the supplier proposes to continue to provide power, REA 
prbcedures provide that it will review the proposed contracts 
for their reasonableness and attempt to resolve any points 
thbt make them unreasonable. 

REA's policy is to perform power supply surveys on 
initial loans for generation or major transmission facili- 
ties which would displace existing power supply purchase 
arrangements with private suppliers. (Prior to April 1978 
RCA performed surveys on initial and subsequent loans.) 
Contacts with potential suppliers are limited to "existing 
suppliers," (i.e., those suppliers under contract to pro- 
viide power to the REA borrower). 

Generally, only after a required power survey has been 
ma;de can a power supply system submit a loan application to 
REA. In applying for an REA loan for generation and trans- 
mission facilities, the system must prepare a power require- 
ments forecast, a feasibility study, an environmental impact 
statement, and a financial forecast. 

Implementing REA procedures 

We reviewed the power surveys made in conjunction with 
REA guaranteed and insured loans made to seven power supply 
systems. Based on our review of the documents available 
and talks with REA and power supply system officials, it 
appears that the power surveys are yenerally performed 
by the borrower, who in effect certifies that continued 
power purchasiny is not a reasonable alternative. 

According to an REA power survey officer, REA actively 
participates in the survey when (1) purchased power will 
be displaced by that generated by the proposed facilities 
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and (2) the borrower and its existing supplier(s) cannot 
reach a mutually satisfactory settlement. Except for the 
power supply surveys made in conjunction with the initial 
loans made to three of the borrowers we reviewed, there 
generally were no formal documents showing what offers were 
made , why they were considered unreasonable, what efforts 
were made to make them reasonable, and/or how the problems 
were eventually resolved. 

As noted earlier one of REA's main concerns is the 
relationship between the borrower and its existing supplier. 
REA's definition of "existing supplier" refers to the sup- 
plier who holds the contracts to supply wholesale power to 
the distribution systems. In some cases this is the power 
supply system seeking the loan, even though the power system 
has no generating capability of its own but merely contracts 
with IOUs and others for power for its members. Five of the 
seven power systems included in our review were treated as 
the existing supplier on initial loans even though they did 
not own yeneration facilities. (Two of the five did own 
transmission facilities.) The remaining two had received REA 
financiny for generation facilities prior to May 1973, and as 
such, the loans we reviewed were properly treated as subsequent 
loans. 

One loan guaranteed by REA for generation and transmission 
facilities serves to illustrate the survey process. In 1974 
39 distribution systems in Georgia formed a power supply system 
cooperative. The power supply system applied for a $1 billion 
loan of which about $513 million was approved in January 1975 
to cover the first phase of the system's power supply program. 

The loan was made to purchase a 30-percent share of two 
nuclear and two coal-fired generating units being built by 
the IOU which was supplying power to the 39 distribution 
systems and to acquire or build transmission lines. The 
distribution systems held indefinite period contracts with 
the IOU. These contracts provided that the IOU would meet 
the existing and future needs of the cooperatives and that 
either party intending to terminate the contracts must pro- 
vide at least 3 years' written notice. 

REA, in responding to USDA Office of Audit's questioning 
of the justification of this loan, said that the loan was 
appropriate because the IOU had assigned the contracts to 
the power supply system, making it the existing supplier. 
Thus, it said the certification that a loan was needed to 
implement an existing or proposed contract with a power 
supplier was accurate. 
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RCA said that (1) since the contracts were not firm as 
to price and duration, the arrangement with the power supply 
system would correct these weaknesses and (2) the loan could 
also be justified on the basis that it would result in less 
costly power to the distribution systems. REA also said that 
"there is ample precedent establishing that unavailability 
of power from commercial sources, or unavailability of a power 
contract, is not a prerequisite for an RCA loan." 

The circumstances surrounding the power survey are 
confusing. REA and the power supply system officials said 
that an assured source of power was not available, yet the 
loan was used to purchase portions of plants under construc- 
tion by the IOU. Also, the feasibility study contrasts the 
cobt of power through the purchase of the facilities with 
tho cost of power by continuing to purchase it from the IOU 
which RCA said was not an available option. 

The ayreement between the system and the IOU made in 
conjunction with this loan noted the power system’s plan to 
eventually provide for the total power requirements of its 
met~lbers . In accordance with its plan, the system has partici- 
pated in additional joint projects with the IOU. As of 
December 31, 1979, REA had approved $2.1 billion of guaran- 
teed loans to this borrower. According to an NRECA news- 
letter, A/ the power system’s manayer said that an agreement 
made in May 1980 to purchase a 60-percent share of a plant 
be;ing constructed by the IOU is a major step toward fulfill- 
iny the system's Goal of self-sufficiency. 

All of the joint generation projects provide for arranye- 
mepts whereby the system sells back part of the power of the 
capacity acquired to the IOU, on a diminishing basis, over 
a certain period of time. For example, power from the latest 
pliant the system ayreed to buy will be sold back to the IOU 
over a lo-year period, 100 percent the first year with de- 
creases of 10 percent in each of the following years. 

Reyardiny a question we raised about whether REA con- 
siders one of its objectives to be to assist borrowers to 
become self-sufficient with respect to their total power 
requirements, the KEA Administrator, in a March 9, 1979, 
letter, said that: 

L/Rural Electric Newsletter (May 30, 1980 - No. 936). 
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"Assuming 'self-sufficiency' means owner- 
ship by a cooperative of generation and 
transmission resources sufficient to pro- 
vide for all power requirements of the 
cooperative then 'self-sufficiency' is 
neither an objective of REA nor a matter 
taken into consideration in conjunction 
with generation and transmission loans 
and loan guarantees. 

"AS a result of the disruptions caused by 
the oil embargo in 1973 and subsequent 
supply disruptions such as coal shortages 
caused by weather, labor problems, and 
environmental uncertainties, there appears 
to be a mood among power users (including 
electric suppliers) which could be called 
seeking 'self-sufficiency.' It would be 
more properly described as taking the 
responsibility for assuring ones users of 
a firm, uninterruptable, power supply. REA 
concurs strongly in borrowers taking an 
attitude of responsibility for supplying 
the growth needs of their users." (Under- 
scoring supplied.) 

Under REA procedures for approving loans to power supply 
systems for generation and transmission facilities, it ap- 
pears that, if the existing private supplier is not opposed, 
any request for a loan could be approved, providing it meets 
REA loan approval criteria, irrespective of the availability 
of power from other utilities. Concerning an initial loan, 
any power system which contracts for power for its members 
is considered an existing supplier even though it has little 
or no generating capability of its own. Such a borrower need 
not demonstrate that power is unavailable from its existing 
supplier(s), since it is the existing supplier. Borrowers 
applying for subsequent loans are also considered as the 
existiny supplier. 

In view of REA's procedures for making loans to power 
supply systems and the fact that most electric distribution 
systems are presently members of power supply systems (about 
two-thirds as of December 1979), L/ it can be expected that 

l-/Distribution systems receiving power from Federal power 
suppliers such as the Tennessee Valley Authority may have 
no need to join a power supply system. 
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much more of the growth of consumers' energy needs will be 
met through borrower-owned generating facilities financed 
by REA than was true in the past. 

Under its procedures REA would get involved directly 
in power survey negotiations when the borrower and the IOU 
cannot reach agreement. However, according to the Director 
of REA's Southwest Area Office and officials of the Edison 
Electric Institute, due to the problems encountered by the 
electric utility industry involviny such matters as environ- 
mental reyulations, hiyh costs of capital, and the infla- 
tionary impact on construction costs, the IOUs are more 
williny to have the cooperatives provide for their power 
requirements than they were in the past. The changing atti- 
tude of the IOUs is reflected in the number of joint genera- 
tion and transmission projects they have participated in 
width cooperatives. For example, as of April 10, 1980, about 
40; percent or $6.9 billion of all REA loan yuarantees made 
or' approved were to finance such joint projects with about 
$3.6 billion for joint nuclear projects. L/ 

Many power systems are also members of regional power 
pools. A power pool is a group of electric utilities that 
join toyether to attain the benefits of integrated planning 
and operation through interconnection of systems. Power 
pooliny allows the members to achieve greater economy and 
reliability. 

Under some power pool arrangements, the members take 
tujrns constructing needed generating facilities. For ex- 
ample, the two Minnesota power systems discussed in chapter 
4 belony to the Mid-Continent Area Power Pool. Under this 
power pool agreement, members are obligated to own or other- 
wise provide sufficient generating capability to meet re- 
yu;irements plus a reserve capacity of 12 percent. The agree- 
meant provides that the installation of generating units are 
to be rotated amony the members. 

Since the power supply systems receive below-market 
interest rate Government loans and, as cooperatives, are 
yenerally exempt from Federal income taxes and are non- 
profit, one would expect that they could construct facili- 
ties and provide power at a lower cost than would an IOU. 

lJUsually occurs as an administrative settlement under the 
Nuclear Reyulatory Commission's anti-trust provisions 
governiny licenses, where the IOUs agree to offer coopera- 
tive electric systerns and others a share in the ownership 
of proposed nuclear plants. 
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According to REA’s Deputy Assistant Administrator-Electric 
and others, however, this is not always true because, among 
other reasons, the IOU’s embedded plant costs are generally 
lower (that is, the IOUs have proportionately more older 
plants built at lower costs to blend with newer higher cost 
facilities than do REA borrowers). 

We recognize that congressional guidance to REA limits 
the power survey to initial loans only. However, because 
the possibility exists that at least a part of the power 
needed could be purchased at a lower cost than it could be 
produced through new facilities, we believe that REA needs 
to ensure that purchasing power is one of the options bor- 
rowers study in determining how best to meet demand regard- 
less of whether the applicant is seeking an initial or sub- 
sequent loan. Other options considered should include 
participating in power pools and joint projects, L/ reducing 
demand through increased conservation efforts, and building 
centralized and decentralized plants. Only by studying all 
reasonable options can it be assured that the best mix of 
alternatives for meeting demand has been selected. 

MEMBER PARTICIPATION IN DECISION- 
MAKING OF POWER SUPPLY SYSTEMS 

Concern has been expressed as to whether individual 
consumer/members are insulated from the decisionmaking 
process of the power supply systems. We found that member 
participation in the decisionmaking process of the power 
supply systems as well as the distribution systems is limited. 

Planning for the construction of generation and trans- 
mission facilities is viewed as highly technical and is pri- 
marily done by the power systems, with REA and other Federal 
and State agencies reviewing the acceptability of the plans. 
With increasing concerns over energy costs, the environ- 
ment, and conservation, there apparently is a need to gain 
increased participation of individual members, private citi- 
zens, and others in the early planning stages of the power 
systems. 

L/A recent DOE study “The National Power Grid Study,” 
(Jan. 1980) makes a series of recommendations to 
capture opportunities for greater economy, reliability, 
and conservation in the utility industry. The study 
calls for increasing coordination in power system 
planning, development, and operation. 
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Organization of power supply 
and distribution systems 

REA power system borrowers, as cooperatives, are ulti- 
mately owned by the individual consumer/members. 
however, 

Technically, 
the power supply system’s members are the distribu- 

tion systems, most of which are also cooperatives. 

Distribution cooperatives have boards of directors 
which establish policy for the system. The directors are 
elected by individual members, who have one vote each, at 
the cooperatives' annual meetings. 

A fairly typical example of the organization of a power 
supply cooperative is found in Minnesota. The 21 members of 
the board of directors of this cooperative are selected by 
the boards of the 15-member distribution cooperatives from 
amony their own individual directors. Five distribution 
cooperatives choose two directors each, and the other 10 
cooperatives select one member each plus one at large member. 

This power system’s 21 board members attend monthly 
ancl annual meetings to set policy and agree on major deci- 
sions. The annual meeting is also attended by all the 
board members and managers of the 15 distribution coopera- 
tives who attend as observers. Individual consumer/members 
are not invited to attend the monthly or annual meetings. 
To attend a meeting, an individual member must submit a 
written request to the board, which considers each request 
individually. 

Individual consumer/members can make their opinions 
and concerns known to the distribution cooperatives' 
board of directors. If sufficient numbers of such consumer/ 
members are dissatisfied with the actions and/or poli- 
cies of the board, the directors can be replaced at the 
annual meetings. Although the annual meetings are the pri- 
mary means the individual consumer/member has to effect the 
activities of the distribution cooperatives and, indirectly, 
its power systems, attendance at such meetings is generally 
poor. 

We reviewed the averaye attendance of members at the 
annual meetinys of 70 randomly selected distribution coopera- 
tives for the period 1974-78. The attendance at the annual 
meetings of only 23 of the 70 cooperatives (about 33 percent) 
averayed more than 10 percent. Even with vote proxies added 
to the attendance figures, only 26 (about 37 percent) of the 
cooperatives averaged more than lo-percent participation by 
their members. 
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According to the REA Administrator, member participation 
has not always been a problem. When the REA program was first 
established and the cooperatives were being formed, the members 
were actively involved. Once members became "sold" on the 
concept and familiar with the benefits, they were eager to 
take part in a cooperative venture with their neighbors. 
Most cooperatives were small and relied heavily on the direct 
assistance of members. 

As rural electrification became established and the 
cooperatives grew larger, there was a gradual lessening of 
direct member participation. There were relatively few new 
issues in which member participation was necessary. Rates, 
a primary member concern, were in a steady period of de- 
cline up through the 1960s. Under the REA area concept, 
virtually every area of the country was reached with service 
and this service was increasingly more reliable. The opera- 
tions of the cooperatives were, for the most part, left to 
tile staff and boards of directors. 

Management officials of REA borrowers told us that there 
is currently relatively little direct member participation 
in the business of the cooperatives. There are exceptions to 
this, of course, such as members expressing concerns over rate 
increases. Most direct participation, however, is limited 
to the annual meeting and the election of board members in 
distribution cooperatives. As discussed above, however, the 
attendance at such meetings is low. 

While the annual meetinys of the distribution coopera- 
tives differ in format, they do not generally appear to 
function as a forum for member participation. The primary 
order of business includes presenting a financial report, 
hiyhliyhtiny the year's activities, and electing board 
directors. 

There is even less participation byconsumer/members in 
tile affairs of the power supply cooperatives. This is be- 
cause the boards of directors of the power supply coopera- 
tives are typically selected directly by the directors of 
the member distribution systems. The power supply coopera- 
tives view the distribution cooperatives as their members 
and are accountable only to them. Normally, the consumer/ 
members are not asked to participate in the power supply 
cooperative's annual meetings. 

RCA is increasing its efforts toward getting more 
consumer/member involvement in cooperative affairs. In 
Auyust 1979 REA placed its Office of Information and Public 
Affairs in the Office of the Administrator to give higher 
priority to member involvement and effective communications. 
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This office is now working with cooperatives to improve their 
member services, communications, and public affairs functions. 

Effective communication is seen as a coordinated effort 
by distribution and power supply cooperatives. In his Feb- 
ruary 1979 address to the NRECA members, the Administrator 
said that: 

'* * * an all out effort must be mounted now 
to get the facts on power supply to the 
member/consumers, utilizing all the assis- 
tance available from your G & T or other 
supplier. We cannot think of the distribu- 
tion system service areas as private 
territories, but must work closely with 
the G & T to provide the most effective 
information required to tell the story." 

1 As a prelude to preparing an environmental impact 
st4tement on a proposed generation and transmission project, 
REA now requires the borrower to hold public information 
meetings in the early stages of planning the proposed pro- 
Jects. The purpose of these meetings, which have been re- 
quired since January 1980, is to tell the public what is 
being planned, to discuss any alternatives that have been 
considered, and to solicit comments from individuals on 
their concerns. These meetings are to be widely publicized 
inthe affected area and are open to the public. 

Holding public hearinys on individual projects should 
prove beneficial. However, at the time a system needs to 
adq generating capacity, the only thing left to decide may 
be the type and/or location of the facilities. We believe 
consumer/members and other private citizens should be in- 
volved at an even earlier stage. To do this, the power 
systems should be required to make their long-ranye plans 
available to the public. In this way the public.would be 
better able to participate in the up-front planning of the 
syitem, including alternative approaches to meeting demand 
throuyh such measures as conservation, load management, 
and alternative energy sources. 

Further, while it may be impracticable to hold open 
annual meetings at the power system level because of space 
limitations and the long distances many members would have 
to travel (some power systems serve one or more States), 
other means could be used to obtain member participation 
and input into the major policy and decisionmaking process. 
For example: 
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--Power system representatives could attend the 
annual meetings of the distribution cooperatives 
and/or hold special meetings in the areas served 
by the distribution cooperatives to discuss the 
system’s long-range plans and other major issues. 

--Information on the long-range plans and other 
major issues could be disseminated to the members 
and their opinions sought through questionnaires 
or polls. 

CONCLUSIONS ------ 

REA has loaned many billions of dollars to finance the 
construction of generation and transmission facilities and, 
under its present policies and procedures, will loan many 
billions more. The management of such vast resources provides 
REA with a great potential to help solve our Nation’s energy 
problems. Some improvements in planning for the generation 
and transmission facilities financed by REA could help toward 
this end; however, to take full advantage of REA’s potential 
may require a change in REA’s primary role as a banker. 

REA’s funding authority is primarily limited to making 
sound repayable loans: it has little funding flexibility to 
finance demonstration projects or other efforts directed 
toward solving our Nation’s energy problems. Because of the 
wide array of ongoing studies and demonstration projects that 
other Federal agencies and non-Federal organizations have 
funded in rural areas, we are hesitant in recommending that 
REA’s funding authority be broadened. REA could play a 
catalytic role by assimilating information on and evaluating 
studies and projects with a view toward disseminating this 
information to its borrowers. Once this is done, REA would 
be in a better position of knowing whether it should have 
broadened funding authority and could, if necessary, recom- 
mend appropriate legislative changes. . 

Improvements in the power supply systems’ planning ef- 
forts should begin with the procedures and methods followed 
in forecasting demand. REA recognizes the need for change 
and has contracted with a firm to revise the forecasting 
methodology prescribed for its borrowers. There is a need to 
complete this project expeditiously because of the importance 
forecasts play in the power supply systems’ planning process. 

Also, in developing new forecasting procedures, REA 
needs to require several demand forecasts showing different 
levels of conservation so that the costs and benefits of 
the various scenarios can be compared and analyzed and to 
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implement those recommendations made by the NRECA/CFC task 
force that are compatible with the revised methodology 
adopted. . 

The power supply systems need to study and assess all 
reasonable options available to meeting estimated future 
demand. The options studied, as a minimum, should include: 
conservation, load management, purchasing power from other 
utilities, and participating in regional power pools and 
in joint projects with other utilities. These options need 
to be studied as a basis for developing the most appropriate 
mi$ of alternatives to meet demand. The studies should be 
included as a part of the system's long-range plans and loan 

package to enable REA and others to evaluate 
appropriateness of the decisions made. These require- 

and the emphasis REA places on solving our Nation's 
ryy problems should be included in an updated power plan- 

bulletin. 

~ Decisions regarding power system planning are viewed 
as 'hiyhly technical and, as a result, have primarily been 
made by the systems' directors and management personnel with 
little involvement by individual consumer/members and other 
private citizens. Because of the substantial impact these 
deaisions can have on the lives of private citizens, more 
aggressive efforts are needed to obtain their views and 
opi/nions. 

~ Most importantly, individual consumer/members and private 
citizens need to be involved in the early stages of developing 
po er supply systems' long-range plans to, among other things, 
help avoid disruption of the systems' power programs through 

I 
leyal actions and protests. Such involvement could be attained 
at the annual meetings of the distribution systems, at special 
meetinys held throughout the power systems' service areas, 
and through polls and questionnaires. The active solicitation 
of individual members' input and views on planning and other 
major issues is one way to help gain their participation in 
the; affairs of the power systems and the distribution systems. 

RECOMMENDATIONS TO THE 
SECIRETARY OF AGRICULTURE 

We recommend that the Secretary of Agriculture direct 
the Administrator of RLA to take the following actions. 

--Assimilate information on and evaluate the various 
energy-related demonstration and study projects 
funded by other agencies and organizations so that 
this information can be disseminated to and used by 
all REA borrowers. 
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--Determine whether REA’s efforts to help solve 
our Nation’s energy problems could be signi- 
ficantly enhanced if REA had authority to fund 
its own demonstration and study projects and, if 
necessary, recommend appropriate legislative 
changes to obtain such authority. 

--To improve the power demand forecasts made by 
power supply systems (1) require borrowers to 
prepare multiple forecasts of demand to reflect 
different levels of conservation efforts and 
(2) implement those recommendations made by the 
NRECA/CFC task force which are compatible with 
the revised forecasting methodology to be adopted. 

--To help improve the planning for major generation 
and transmission facilities financed by REA and 
better meet our Nation’s energy goals, revise REA’s 
power planning bulletin to require power supply 
systems to (1) perform in--depth, systemwide 
studies of all reasonable alternatives and supple- 
mental power supply options to ensure that the most 
appropriate mix of alternatives for meeting the 
energy needs of rural consumers is chosen and 
(2) incorporate such studies in their loan appli- 
cation packages and long-range plans. 

-=-Require that REA’s borrowers take aggressive action 
to solicit the views and opinions of individual 
consumer/members and other private citizens, as 
appropriate, in the early stages of the power supply 
systems’ long-range planning process and in other 
major decisions. 

AGENCY COMMENTS AND OUR EVALUATION 

USDA said that there is no question ‘that improvements 
can be made in the planning and estimating processes of power 
supply systems. According to USDA, major portions of the 
recommendations contained in this chapter of the report 
were being implemented prior to the start of our study as 
ongoing REA functions. REA , it said, has long recognized 
these needs and has proceeded to overcome the problems. 

In discussing the problems and issues relating to the 
planning and estimating processes, we also discussed the 
actions REA has and is taking to make needed improvements. 
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At the time of our review, many of these actions were either 
only recently taken or were in the process of being taken. 
Because of this we cannot comment on their adequacy. An 
example of this is the ongoing study of forecasting meth- 
odoloyies which will serve as a basis for revising REA's 
forecasting procedures sometime in 1981. 

USDA did not comment on our recommendations concerning 
the desirability of REA having authority to fund its own 
demonstration and study projects in helping to solve our 
Nation's energy problems. Along these lines, we cited 
actions REA has taken to provide borrowers with front-end 
financing and to establish a conservation loan program for 
consumers funded through deferral of REA loan principal 
payments. 

We believe the action taken to establish a loan program 
for conservation efforts reinforces our position that REA may 
be; in need of more flexibility in funding programs of this 
ty e. 

!I 
While using deferred loan payments to fund such 

ef orts may be legally permissible and the program objective 
commendable, we believe that it would be more appropriate to 
seek specific legislative authority for such a program. 
Ofiparticular concern to us is the precedent this action 
may set for other Federal programs. 

In discussions held subsequent to USDA's comments, REA 
officials said that power supply alternatives are considered 
by RCA and its borrowers and are presented in the required 
environmental impact statements prepared by borrowers which 
are available for public review and comment. To support 
their position, the officials provided us with a number 
of environmental impact statements for our review. The 
officials also said that the report did not reflect certain 
recent actions by REA to underscore the importance of iden- 
tifying and developing power supply alternatives by the 
borrowers. . 

Our review of the environmental impact statements 
provided showed, for the more recent statements, that bor- 
rowers are giving greater consideration to alternatives and 
supplemental supply options. Such consideration, however, 
in some cases involved a general discussion of the option 
considered and how it would impact on the need for the 
proposed facility. Such yeneral discussions do not satisfy 
the intent of our recommendation for in-depth feasibility 
studies of alternative supply options which could help 
assure REA and others that the most appropriate mix of 
power supply alternatives is selected. 
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REA has taken actions to help ensure that supply alter- 
natives are adequately evaluated. In a January 1980 change 
to its instructions on performing environmental impact studies 
on proposed projects, REA stresses the importance of showing 
the alternatives and supplemental supply options considered. 
A proposed addition to these instructions dated June 1980, 
when implemented, will specifically require a discussion of 
options such as conservation, load management, nonconventional 
sources of energy, purchased power, and joint projects. 

As part of its reorganization in January 1980, REA estab- 
lished an Energy Management and Utilization Division. A key 
function of this division is to work with borrowers in devel- 
oping alternatives and supplemental power supply sources. 

Our primary concern is that power supply borrowers per- 
form in-depth studies of all reasonable supply options to 
select the most appropriate power supply mix and that REA 
carefully review the adequacy of such studies. The studies 
should include a detailed systemwide analysis of the feasi- 
bility of alternatives and supplemental supply options such as 
conservation, load management, renewable energy sources, and 
interutility coordination of expansion plans. The studies 
should be incorporated into the borrowers' long-range plans. 

To ensure that borrowers study and assess all supply 
options as part of their planning process, we believe REA 
should revise and update its bulletin on power system plan- 
ning. At present this bulletin is silent on such important 
options as conservation, load management, and renewable 
energy sources. 

The proposal made in our draft report was revised 
somewhat to precisely state the type of studies and actions 
needed to satisfy our primary concerns regarding power 
supply options. 

Making environmental impact statements on proposed proj- 
ects available for public comment is desirable and required 
by law. However, as discussed in our report (see p* 77), 
obtaining public input at the time a borrower needs to add 
generating capacity does not fully afford the public the 
opportunity to participate in the up-front planning of the 
system. To do this, we believe the borrowers should be 
required to make their long-range plans available for review 
and comment by the public. 
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CHAPTER 4 

THE COAL CREEK PROJECT--A CASE STUDY 

The Coal Creek Project financed by REA was beset by 
problems, including large cost increases, construction delays, 
and public opposition. The cost of the project increased 
from an initial estimate of $537 million in mid-1973 to an 
estimated cost of $1,262 million, in late 1979. Thf? latter 
estimate includes coal mine development costs of $215 million 
not included in the initial estimate. 

As discussed in our November 1979 report (see app. II), 
some of the cost increases were beyond the control of the 
ttio power supply systems participating in the project while 
others resulted from management decisions. Although the wis- 
ddm of these decisions will only be proven with the passage 
of time, we believe that there was inadequate initial planning 
fdr a project of the magnitude envisioned and that the assump- 
tions underlying the decision to proceed with the project 
should have been re-evaluated prior to construction as condi- 
tions changed following the 1973 feasibility study and the 
oil embargo. 

In July 1973, two rural electric cooperatives in 
Minnesota-- United Power Association (UPA) and Cooperative 
P4wer Association (CPA) --agreed to construct and operate 
a generating plant with two coal-fired units in North Dakota 
and a high-voltage transmission line to carry the power 
generated to distribution cooperatives in Minnesota. The 
p$oject went into commercial operation in August 1979 with 
o$tput available for one of the two generating units. Total 
financing of the project as of November 1979 is shown below. 

REA approved loans 
Insured loans (5%) 
Loan guarantees 

CFC pollution control bonds 

$ 82,@87,000 
1,089,197,000 

89,800,OOO 

Total $1,261,884,000 

On December 5, 1978, the Chairman, Subcommittee on Family 
Farms, Rural Development, and Special Studies, House Committee 
on Agriculture, asked us to report on certain aspects of the 
Coal Creek Project and to consider some of the issues raised 
by this project in a broader review of REA that was in progress. 

Some of these concerns were addressed in our November 26, 
1979, report. The other concerns are addressed in this report 
throuyh discussion of the basic issues facing REA and by 
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including the project as a case study. The case study pres- 
ents a more complete description of the planning and evalua- 
tion process involved in making loans for major generation 
and transmission projects and, helps show the interrelation- 
ship of some of the problems encountered. 

PROJECT PARTICIPANTS 

The Coal Creek Project is a joint effort by the United 
Power Association of Elk River, Minnesota, and the Cooperative 
Power Association of Edina, Minnesota. 

United Power Association 

UPA is the wholesale power supplier for 15 distribution 
cooperatives which in turn provide electricity to about 
171,000 consumers in eastern Minnesota and a small area in 
northwestern Wisconsin. UPA was initially organized on 
January 22, 1963, by two other generation and transmission 
cooperatives as a joint venture to construct a 166-megawatt 
yenerating plant at Stanton, North Dakota. In 1972 the 
two parent cooperatives merged with UPA and ceased to exist 
as separate entities. 

Before the Coal Creek Project, UPA operated several 
small peaking plants and two larger base-load plants. Upon 
completion of the second of two Coal Creek generating units 
in early 1980, UPA's net generating capacity will be about 
750 megawatts. 

UPA's seasonal peak demand has increased from 280 mega- 
watts in 1973 to 389 megawatts in 1978. The number of employ- 
ees increased from 310 to 426 over this period. The cooperative 
handles all of its own maintenance. 

Cooperative Power Association 

CPA is the wholesale power supplier for 19 RGA distri- 
bution cooperatives which in turn provide electricity to 
about 132,000 consumers in southwestern and west-central 
Minnesota. CPA was incorporated in 1956, and shortly there- 
after became the purchasing agent for its member systems. 
Before the Coal Creek Project, CPA owned no generating 
plant but secured power through firm purchase contracts 
with other suppliers. Upon completion of the Coal Creek 
plant, CPA will have a net generating capacity of 615 
megawatts. 

CPA's peak demand has increased from 334 megawatts in 
1973 to 489 meyawatts in 1978. The number of employees has 
increased from 11 to 218 over this period. According to CPA, 
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this increase is primarily due to its role as operating agent 
for the Coal Creek plant. CPA performs all of its maintenance 
and construction functions under contract with its member sys- 
tems, private utilities, or independent contractors. 

THE COAL CREEK POWER PROJECT 

In mid-1972 CPA and UPA began discussing the possibility 
of a joint project to construct a major generating plant. 
Based on forecasts of electrical demand, CPA and UPA deter- 
mined that about 800 megawatts of additional generating 
ca,pacity would be needed in the 1978-82 period to take care 
of expected deficiencies in their power supply. 

Pr~oject description 

Following the completion of a feasibility study of the 
prloposed generating facility in July 1973, CPA and UPA signed 
a ~Memorandum of Understanding in which they agreed to build 
a 'generating plant located near the 1Jorth Dakota lignite 
fields and related transmission facilities to bring the power 
fr:om the plant to the utilities' service areas in Minnesota. 
These planned facilities included a 410-mile + 450 kilovolt 
direct current line from the generating plant-in North Dakota 
to Dickinson, Minnesota. The cooperatives expected to buy 
thieir fuel supplies of lignite coal from a coal company which 
was already supplying lignite to UPA's Stanton plant and owned 
or leased large liynite coal reserves in the Underwood area. 

The project differed from most power projects in two as- 
pects: (1) lignite coal was not a commonly used fuel for 
electric steam generation and (2) most of the planned high 
voltage transmission system was direct current rather than 
thie more commmonly used alternating current. 

The Memorandum of Understanding specified that based on 
projected load requirements, CPA was to own a 56'-percent 
sh~are of the project and would be responsible for operating 
and maintaining the generating plant. UPA was to own the 
reimaining 44-percent share and was to be responsible for 
constructing the generating plant, transmission lines, and 
related facilities and for operating and maintaining the 
transmission facilities. 

On November 29, 1973, CPA and UPA submitted requests to 
REiA--which had helped CPA/UPA plan the project--for $536,679,000 
in insured and guaranteed loan funds to finance the Coal Creek 
Project. REA approved the loan request on February 5, 1974. 
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According to CPA and UPA plans, one generating unit would 
be operational in 1978 and the second about a year later. 
These estimated completion dates have slipped by about 1 year 
and the initial cost estimate of $536.7 million for the pro- 
posed project has more than doubled. 

Factors affecting project 
completion and cost 

Reasons for the delay and cost overrun are numerous. 
Some involve decisions by CPA/UPA and others involve exter- 
nal factors yenerally beyond their control. 

One of the principal external factors affecting the 
project was the public opposition that developed in Minnesota 
over construction of the transmission line. Beginning some- 
time in 1974, a strong protest movement against the power- 
line was evident. Protesters expressed their concern over 
the lack of opportunity to comment on issues such as the 
project's need, location, and cost. For example, although 
the idea for the project was conceived in 1972 and largely 
formulated by mid-1973, many individuals whose lives and 
property were to be directly involved did not learn about 
the project until the spring of 1974. 

In commenting on a draft of this chapter (see app. VII), 
UPA said that unfortunately, most people show no interest 
in a project until they learn they are directly involved. 
Such involvement does not normally occur in the early plan- 
ning stages. In the case of Coal Creek, UPA said that most 
of the protest developed in the area in which the State 
rerouted the transmission line and that this did not occur 
until the line siting process. 

Some rural residents had doubts about the power proj- 
ect's necessity. Although most of the transmission line is 
sited on ayricultural land, the purpose of the line was 
viewed as serving the needs of suburban areas. 

The State added to the residents' concern when it granted 
the cooperatives corridor approval for the transmision line 
before it determined the need for power. Minnesota's rules 
reyuiriny certificates of need for power were promulgated 
after the cooperatives filed their request for a transmission 
line corridor designation. Consequently, the need for the 
project was not certified by the State until after corridor 
approval. 
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The strongest protests concerned the location of the 
transmissicn line. Farmers and landowners felt that the 
powerlines could be disruptive to farming, reduce yields, 
and degrade the countryside esthetics, and people living 
near the powerline route were concerned about potential 
adverse long-term health effects. 

UPA said that the greatest protests occurred in the 
area in which the transmission line corridor was rerouted 
through the State siting process. It said that "profes- 
sional protestors" moved into this area to keep the pro- 
test active and are still doing so today. 

In a larger sense the rural opponents to the powerline 
were unhappy because of what they saw as an abuse of State 
authority. CPA/UPA first asked to be excluded from State 
siting procedures enacted after the project was started. 
Later when the cooperatives reached an impasse with county 
officials over construction permit approvals, they asked to 
be placed under the State regulations. The rural residents 
resented this belated use of State power to override local 
rules as well as the cooperatives' use of the power of emi- 
nent domain to obtain the necessary right-of-way for the 
line. 

As project costs escalated, consumers began to be con- 
cerned over the price they would have to pay for power from 
the new plant. Some of the member cooperative officials 
commented that they had not been well enough informed on the 
progress and cost of the project. 

The concerns and complaints of the public have been 
presented in numerous court proceedings and State agency 
hearings. The end result was the decision to proceed with 
the project, but the polarization and suspicion that devel- 
oped between CPA/UPA and the project opponents has continued. 
When the legal remedies requested by the opponents were not 
granted, acts of vandalism, and even violence, ensued. 

PROJECT COST INCREASES 

The generating plant and transmission facilities' con- 
struction cost has increased from an initial estimate of $537 
mlillion to $1,030 million. The coal mining complex development 
costs were not included in the original estimate but were later 
estimated to be $96 million. This estimate was subsequently 
increased to $215 million for a total project cost of $1,262 
million. 
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In discussing the cost increases in our November 1979 
report, we concluded that: 

"Many of the events that adversely affected 
the cost and timely completion of the pro- 
ject were beyond the control of CPA/UPA. 
Other events, however, resulted from delib- 
erate management decisions. Design changes 
and equipment modifications, for example, 
were CPA/UPA decisions as was their request 
to put the transmission line siting process 
under the Minnesota siting act. In a pro- 
ject of this size and longevity, and con- 
sidering the changing environment in which 
it will operate, the wisdom of those de- 
cisions will only be tested with the passage 
of time. 

"The decision by REA and the cooperatives to 
proceed with the project was based primarily 
on the operating record of three REA-financed 
generating plants in the North Dakota lignite 
coal fields. In 1973, these plants had some 
of the lowest generating costs in the country 
and REA and CPA/UPA officials believed that 
the Coal Creek project would be equally 
successful. 

"Within the limited scope of our review, we 
believe that the basic underlying causes of 
the problems encountered by the cooperatives 
in constructing the Coal Creek project were 
the inadequate front-end planning for the 
project and numerous premature commitments 
which REA and the cooperatives made lacking 
sufficient information.' . 

The circumstances surrounding the cost estimates and 
increases are summarized below. 

Generating plant 

The estimated cost to build a two-unit steam generating 
plant has increased from about $371 million to $717 million. 
This increase in cost occurred primarily because 

--the initial cost estimates for the contingency 
allowance and interest costs on construction 
funds were too low; 

--inflation rates were much higher than anticipated: 

88 



--major design changes were made because of the anti- 
cipated effects of the oil embargo, regulatory 
requirements, and more detailed economic analyses: 
and 

--delays in construction starts caused by State regu- 
lations and contractor and labor problems required 
accelerated construction schedules. 

After the feasibility study was completed, CPA/UPA 
reltained an engineering firm to design and construct the 
pl nt. 

i 

Even before REA approved the initial $537 million 
lo nl of which $371 million was for the generating plant, 
th engineering firm estimated that the generating plant 
wo Id cost $413.5 million, or $42.6 million above the 
or~iginal estimate. The increased estimate resulted from 
an increase in the contingency fund allowance from 5 to 10 
pekcent and from higher estimates covering environment and 
interest costs. 

Subsequent design changes and additional items increased 
costs by an additional $58.6 million. These costs resulted 
frbm additional capacity and changes that made the plant more 
responsive to environmental concerns, less dependent upon 
fuel oil, and more economical to operate. 

In addition to the design changes and their associated 
prlice increases, CPA/UPA encountered other unanticipated 
problems such as the following: 

--As a result of rapidly increasing inflation, many 
contractors and equipment supply firms would only 
enter into contracts containing price escalation 
clauses, tying the cooperatives to the national 

I inflation rates. 
I 

--Construction delays due to contractor and-labor prob- 
lems, difficulty in obtaining materials and a construc- 
tion permit, and bad weather resulted in increased 
interest costs. 
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The revised estimates by cost category are shown below. 

Generatinq Plant Cost Increases 

Description 

Land for plant site 
Equipment contracts 
Construction contracts 
Environmental controls 
Continyencies 
Engineering 
Interest during construction 

and overhead 
Miscellaneous items 

Total financinq 
2/74 10/78 Difference 

- - - - -(millions)- - - - 

$ 0.9 $ 1.3 $ 0.4 
156.7 254.7 98.0 

90.5 193.6 103.1 
42.4 56.8 14.4 
14.4 45.5 31.1 
17.4 14.7 -2.7 

41.9 111.9 70.0 
6.7 38.8 32.1 

Total $370.9 $717.3 $346.4 

According to a study made by the engineering firm, the 
estimated final plant cost of $700 per net kilowatt of power 
compares favorably with costs of 10 comparable plants built 
around the same time which ranged from $598 to $983. 

Transmission line 

Estimated capital costs for the transmission system in- 
creased from $165.8 million in February 1974 to $313 million 
in October 1978. The major factors contributing to this in- 
crease were the costs of additional studies, design and 
equipment changes, and delays resulting from State and, to 
a lesser extent, Federal regulations. Other factors included 
an inflation rate much higher than estimated, court actions, 
highly escalated right-of-way acquisition costs, vandalism, 
and substantially greater accrued interest costs during 
construction. 

The transmission line was completed in September 1978 
and first energized in October 1978. The line, with its 
1,685 towers, stretches across portions of North Dakota and 
Minnesota. 

Selecting the route of the direct current line for the 
Minnesota area became one of the more difficult and contro- 
versial aspects of the project. The project came under the 
provisions of recently enacted siting laws in both Minnesota 
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and North Dakota. The North Dakota sagment of the lint? was 
sutficiently advanced that only limited application of the 
regulations was made. Initially, the Minnesota segment was 
exbluded from the State's siting provisions, but citizen 
re$istance and the possibility of a legal challenge to this 
exclusion compelled the cooperatives to request coverage 
under the siting act, and therefore all of its requirements 
wete appli.ed to the siting process. 

To comply with the siting acts' provisions required 
changes in the cooperatives' plans. Segments of the proposed 
live were rerouted, making it longer. Additional routing and 
en$ineering design studies were performed. These changes 
re ulted 

t 
i.n schedule delays, contributing to the loss of the 

19 G construction season. This necessitated a compression 
fo$ the schedule from 2 years to 9 months. 

Acts of vandalism also created delays in transmission 
liie construction, particularly in Pope and Stearns Counties, 
Midnesota. 
in$ulators, 

Downed towers, cut cables, bent steel, broken 
damaged vehicles, and additional security signif- 

icdntly increased costs. The estimated costs related to 
vandalism and additional security was $6.1 million. A/ 

Other factors which contributed to cost increases in the 
trqnsmission line were as follows: 

I --The original estimate for right-of-way acquisition 
of about $2.4 million was increased to $28 million. 
As of October 1979 the cooperatives had paid out more 

/ than $17 million, including administrative expenses. 

--Additional capital needs, delays, and high interest 
rates increased the funds needed for interest during 
construction. 

~ --Support items including spare parts, personnel 
training, tools, professional services, insurance, 
and State taxes were either underestimated or ex- 
cluded from the initial estimate. 

i The studies, changes, and delays created an additional 
den)and for REA loan funds in excess of $147 million, as shown 
in,the table on page 92. 

A/an September 18, 1980, ownership of that portion of the 
direct current transmission line located in Minnesota was 
transferred to REA, with REA agreeing to lease back the 
line to CPA/UPA. The transfer will make vandalism against 
the line a Federal crime. 
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Transmission Line Cost Increases 

Total financinq 
2/74 10/78 Difference 

- - - - -(millions)- - - - 

Transmission lines $ 43.6 $128.4 $ 84.8 
Direct current terminals 77.3 88.8 11.5 
Alternating current terminals 11.7 11.4 -0.3 
Communications and supervision 2.8 3.0 0.2 
Enyineering 12.0 21.8 9.8 
Interest during construction 

and overhead 16.6 46.3 29.7 
Spare parts, training, and 

other items 1.8 13.3 11.5 

Total $165.8 $313.0 $147.2 

Coal mine development costs 

According to the then Director of REA's North Central 
Area Office, there was originally no plan for UPA and CPA 
to become involved in coal mining operations for Coal Creek. 
When the initial loan was made, the cooperatives were planning 
to buy coal from a company which had reserves near the plant. 
He said that the company decided it did not want to assume 
the financial risk of developing the mine and told the coop- 
eratives they would have to provide financing. 

The vice president of the coal company told us that the 
company never intended to finance the mine development because 
it did not have the required capital. He said that if the 
cooperatives wanted the coal from his company, there were only 
two feasible alternatives: (1) CPA/UPA could guarantee a coal 
company loan or (2) CPA/UPA could provide the financing. The 
cooperatives decided to finance the coal mining development 
directly because of the lower interest rates available to them 
through REA which, ultimately, would result in lower energy 
costs to their consumers. 

The financing arrangements for the mine at the Coal Creek 
Project are not unique. In 1977 the coal company was operat- 
ing six mines under similar arrangements. According to a coal 
company publication, company management has elected to use its 
capital to acquire new coal reserves. By doing so the company 
has been able to expand by contributing its coal reservesI 
manayement, and engineering expertise to customer utilities, 
which in turn have arranged for the necessary financing to 
develop the mines. 
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On January 30, 1974, before REA approved loans for the 
project, the coal company submitted a draft coal sales agree- 
ment to UPA which clearly delineated the cooperatives' finan- 
cial responsibility for the mine development. According to 
thk then Director of REA's North Central Area Office, REA was 
no,t aware of the agreement until after the February 1974 loan 
approval. 

Under the terms of the July 1, 1974, coal sales agreement, 
CPR/UPA were required to provide a loan to the coal company to 
dekelop, equip, and operate the coal mine. CPA/UPA has secured 
the required funds from FFB through REA's guaranteed loan pro- 
yram. CPA/UPA purchases coal from the coal company at the cost 
of; production plus an agreed upon profit. 

Under the coal sales agreement, loans made to the coal 
co pany 

:: 
are interest free but may be converted to interest- 

be ring loans at a later date. The coal company will repay 
the loans to CPA and UPA. The loans are secured by a mort- 
gage I or similar security, creating a security interest in 
favor of CPA/UPA in the assets of the coal company. 

Cost increases 

Originally estimated at $96 million in 1974, the cost 
of the coal mine development had increased to over $215 
mialion by October 1978. This large increase resulted from 
a number of factors either not considered or underestimated 
in the original projection. These included a failure to 
adequately consider the effects of inflation, understated 
interest costs, and revised plans which necessitated addi- 
tional equipment. 

Four specific items which resulted in major cost in- 
creases were as follows: 

--Preproduction loan interest of $47.6 million was 
excluded in the original REA loan approval. 

--Estimated costs for stripping equipment increased 
by $46.9 million. 

--Failure of REA to include all capital cost estimates 
in the first loan contributed $19 million. 

--Additional equipment costs to meet reclamation re- 
quirements are expected to be $11.4 million more 
than estimated. 
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The escalated costs for the four items actually exceeded the 
total $119.8 million increase in mine development costs, but 
were offset to some extent by reductions in other items. 

USDA Office of Audit 
report on REA 

In an August 22, 1975, report on REA's guaranteed loans 
used to finance the construction of electric power generation 
facilities, USDA's Office of Audit questioned REA's practice 
of financing items which are not specifically for generation 
and/or transmission facilities. For example, the report 
noted REA's financing of the coal mine development on the 
Coal Creek Project, as well as other loans made to finance 
purchases of a coal mine, railroad cars, housing and recrea- 
ti.on facilities, and coal river barges. 

The report recommended that REA reevaluate the criteria 
used to determine what types of facilities can properly be 
financed and that REA establish a policy statement covering 
such policy. Responding to the report, REA officials stated 
that when considering whether to make a loan, REA considers 
the necessity for the loan and whether it is an industry 
practi.ce to purchase such goods or services. REA disagreed 
wi.th, and therefore did not implement, the recommendation. 

REA power supply surveys did not 
document the availability of 
power from existing sources 

REA power supply surveys used to justify the Coal Creek 
Project did not fully document the availability or cost of 
power from existing sources. REA Bulletin 111-3 states that 
REA must conduct a power supply survey before accepting an 
initial application for a loan of over $10 million. The 
survey must summarize the efforts made by the applicant and 
by REA to obtain the applicant's power needs from existing 
suppliers and the reasons why such efforts have not been 
successful. 

REA prepared power supply surveys for both CPA and UPA: 
however, the completed surveys simply state that the cooper- 
atives were existing power suppliers for their member distri- 
bution systems and the Coal Creek Project represented the 
most economical of those supply alternatives studied by the 
cooperatives. At the time of the surveys, CPA did not oper- 
ate or own any generating facilities but was considered the 
existing supplier because it contracted for the power needs 
of i.ts member systems. 
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FEASIBILITY STUDY CONSIDERED FEW 
ALTERrJATIVES AND MADE ASSUMPTIONS 
WflICII DID NOT MATERIALIZE 

The feasibility study supporting the Coal Creek Project 
considered only alternatives for constructing a central sta- 
tion generating plant and made several assumptions about 
future construction costs, inflation rates, and fuel supply 
arrangements which failed to materialize. REA's role in pre- 
paring the study was limited, depending on the cooperatives 
and their consultant to justify and price the alternatives 
considered. 

On November 2, 

P 

1972, CPA/UPA authorized an engineering 
co sulting firm to conduct a feasibility study for an elec- 
tr,ic power plant. The feasibility study, completed in July 
19b3, discussed several alternative plant sites and fuels and 
mabe a detailed analysis of the following two alternatives: 

1. A mine-mouth generating plant located adjacent 
to lignite coal fields in North Dakota with 
high-voltage electric transmission service to 
Minnesota. 

2. A yenerating plant located near the utilities' 
electric load center in Minnesota with coal 
transported by rail from western coal fields. 

As part of the feasibility study, the capital and oper- 
atiny costs of the two alternatives were compared. The com- 
parison showed that the North Dakota site offered an expected 
savings of about $73 million on a cash basis and $39 million 
on an accrual basis over the first 10 years of operation. 

Part of the savings of the mine-mouth plant was attri- 
butable to surplus energy sales. Such sales were considered 
only for the mine-mouth plant on the basis that the high 
price of fuel at the Minnesota plant site would probably pre- 
clude any economy of sales from that site. Surplus sales 
weqe calculated by selling one-half the difference between 
the members' requirements and the energy available. This 
re$ulted in earnings of about $27 million over the lo-year 
petiod which, if not considered, would have reduced the 
estimated savinys to $46.2 million on a cash basis and 
$11.7 million on an accrual basis. 

According to the feasibility study, the North Dakota 
mine-mouth plant was environmentally superior to the Minne- 
sota location because the mine-mouth plant eliminated 
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--another possible pollution source from a major 
population concentration located in the Twin 
Cities area; 

--a substantial movement of coal trains each year 
through the communities along 700 miles of rail 
line in Minnesota, North Dakota, and Montana, with 
consequent degradation of these communities; and 

--increased consumption of diesel fuel due to the 
requirement for coal trains. 

The study did not consider the potential for other 
strategies such as 

--conservation, 

--purchasing power from other sources on a 
long-term basis, or 

--building a number of smaller facilities throughout 
the cooperatives' service areas. 

UPA said that the feasibility study was not intended to 
consider all possible alternatives. It said that previous 
studies made by LJPA and CPA, which considered alternative 
fuels and sites, showed the two alternatives considered in 
the feasibility study to be the best alternatives to study 
in detail. UPA said that although conservation was not 
considered, it should be noted that at that time conserva- 
tion was not considered by other utilities as a viable 
alternative. 

In August 1980 UPA's Assistant to the General Manager 
told us that UPA is studying alternative supply sources to 
meet latest demand projections and that a load management 
program will be implemented shortly. . 

According to the then Director of REA's North Central 
Area Office, the study seriously considered only the two al- 
ternatives because (1) other alternatives had been previously 
dismissed as not satisfactory and (2) three utilities were 
already operating successful North Dakota plants- In 1973 
these plants had some of the lowest generating costs in the 
country. UPA owned and operated one of these'plants at 
Stanton, !Jorth Dakota: therefore, a mine-mouth lignite plant 
became a serious alternative even before the feasibility 
study was undertaken. 

9G 



The former Director said that the study did not consider 
decentralized sources of energy to meet the cooperatives' 
needs because that strategy had already been attempted in 
this country and abandoned. He said that many small muni- 
cipal plants built in the United States were abandoned be- 
cause their size made them uneconomical to operate. 

According to the former Director, REA considered the 
lack of available long-term power contracts a fact of life 
and believes that powerplant construction by the cooperatives 
is a cheaper alternative because of the low REA interest loan 
rate and the cooperatives' nonprofit structure. Furthermore, 
he said that IOUs often prefer that cooperatives build their 
oyn powerplants or purchase part of the IOU's plants because 
of hiyh interest rates. 

REA reviewed drafts of the feasibility study but did not 
review the various supporting documents and depended upon 
previous experience with lignite plants to critique the con- 
sultant’s work. REA does not maintain a data bank of cost 
information to use in judging the reasonableness of cost 
estimates. According to an REA power planning officer, REA 
staffing is oriented toward distribution cooperatives, and 
the staff available for reviewing matters relating to genera- 
tion and transmission facilities is limited. 1/ REA, he said, 
depends upon cooperatives to make reasonable decisions and 
views itself as primarily a lending institution--not a regula- 
tory agency. 

The feasibility study made several assumptions about 
fulture events which did not materialize, resulting in under- 
esltimating costs. The following assumptions contributed 
to this result: 

--The cooperatives could purchase coal at the Coal 
Creek site without having to finance the develop- 
ment of the mine. . 

--The inflation rate during the construction period 
would be G to 8 percent. 

--Local government construction permits could be 
readily obtained. 

L/For fiscal year 1981, REA requested authority to hire an 
additional 64 people; however, USDA forwarded a request to 
'the Office of Management and Budget for only an additional 
17 people. 

97 



--There would he a need for only minimum winter con- 
struction and productivity would be at a normal level. 

--Only a low allowance for contingencies was necessary. 

Two of the most significant shortcomings of the feasi- 
bility study were the underestimated rate of inflation and 
the low amounts estimated for contingencies. Based on a 
number of historical indexes and the Government's policy to 
reduce inflation, the study projected an annual inflation 
rate of 6 to 8 percent. However, actual inflation rates 
were much hiyher, with the costs of public utility construc- 
tion increasing by about 25 percent in 1974 alone. From 
January 1973 to December 1979 construction costs in general 
increased 65 percent --a rate far in excess of that anticipated. 

REA allowed a contingency fund of only 5 percent to 
cover additional expenses. Subsequent experience indicates 
that the contingency should probably have been at least 10 
percent or more. An engineering firm official said that a 
S-percent continyency is an unreasonably low amount for a 
project of this nature and scope. 

The feasibility study foresaw few problems in obtaining 
construction permits and assumed normal productivity and 
minimum winter construction; however, subsequent events 
proved these assumptions to be wrong. CPA/UPA scheduled the 
generating plant construction to begin in October 1974, but 
this was delayed until May 1975 due to weather.conditions and 
difficulties in obtaining a construction permit from the 
IJorth Dakota Department of Health. Contractor problems also 
caused delays and schedule problems. For example, the mechan- 
ical contractor ceased operation near the end of 1976 and 
abandoned the entire project in February 1977. The delays 
created a need for increased winter construction, resulting 
in poor productivity and increased contractor costs. This 
caused the contractors to demand additional compensation from 
the cooperatives. 

REA and the consultant assumed that coal could be pur- 
chased at the yenerating station site, but subsequent 
events --as previously discussed in this chapter--changed the 
concept to providing financing for all costs associated with 
developing the mine. 

FORECASTING POWER REQUIREMENTS 

Power requirement forecasts prepared in 1972 by UPA and 
CPA provided the basis for the engineering and planning that 
went into the feasibility study for Coal Creek. These fore- 
casts were based on a consolidation of power requirements 
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reported by the member distribution systems. While the com- 
bined 5-year forecast of UPA and CPA was reasonably accurate, 
there was considerable variation in the accuracy of the in- 
d'ivi.dual distribution system forecasts. 

Forecasting procedures used 

The 1972 forecast was prepared using REA procedures in 
effect at that ti.me. Each distribution cooperative prepared 
its own forecast by projecting future needs on the basis of 
historical trends, adjusted somewhat to reflect the judgment 
elf knowledgeable cooperative officials. These individual 
forecasts were then combined by UPA and CPA into their own 
fprecasts. 

CPA and UPA prepare forecasts about every 2 years. In 
pbst years, the cooperatives used the trending method. Al- 
though the trending method was still used for the more recent 
fbrecasts at the ti.me of our review, the cooperatives and 
their member systems were attempting to consider factors other 
than historical trending and judgment. For example, the coop- 
eratives had (1) begun research on saturation levels for resi- 
dential appliances and (2) experimented with an econometric 
model which considers the influence of such items as fuel oil 
costs and price elasticity of demand. 

Although historical trending still formed the basis for 
forecasts and heavy reliance was placed on the forecasts of 
the member systems at the time of our review, UPA and CPA had 
begun to work more closely with their individual member sys- 
t/?ms and make adjustments to their forecasts. In commenting 
00 our report, UPA told us that it no longer uses histori- 
cbl trending as a basis for its forecasts but instead uses 
other methods, including end-use analysis. 

CQmparison of forecasts to actual 

The 1972 forecast projected a need of 953 megawatts to 
meet the peak demands of their members in 1977, with annual 
energy requirements totaling 4,106 gigawatt hours. In com- 
paring the CPA/UPA forecast used to support the REA loan with 
actual requirements, we found that the forecast exceeded the 
actual demand and energy requirements for each year from 1973 
through 1977, with differences ranging from less than 2 per- 
cent to about 9 percent. The results of this comparison are 
detailed in the following schedules. 
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I 

Year 
Megawatt demand 

Forecast Actual Difference Percent 

1973 652.6 628.5 24.1 3.8 
1974 717.3 657.9 59.4 9.0 
1975 788.6 750.9 37.7 5.0 
1976 866.8 823.9 42.9 5.2 
1977 953.1 884.7 68.4 7.7 

Year 

1973 
1974 
1975 
1976 
1977 

GWH requirements 
Forecast Actual Difference Percent 

21826.1 2,792.l 34.0 1.2 
3r102.4 21978.1 124.3 4.2 
31405.9 3,291.l 114.8 3.5 
31739.4 3,525.6 213.8 6.1 
4,105.8 3,760.S 345.3 9.2 

While the combined forecasts of CPA/UPA appear reason- 
ably accurate, there were wide variations in the forecasts 
prepared by member systems. For example, in comparing UPA 
members' 5-year forecasts (1977) with actual energy require- 
ments, the differences ranged from an underestimate of about 
17 percent to an overestimate of almost 50 percent. These 
differences offset each other on the UPA forecast which was 
about 14 percent greater than actual. When the CPA and UPA 
forecasts were combined, this difference was reduced to 
9.2 percent. 

At the time CPA and UPA prepsred the forecasts, there 
was less concern about conserving energy, and conservation 
was not a factor introduced into the forecasts. CPA and UPA 
do, however, encourage energy conservation. 

The consulting firm that performed the feasibility 
study and a management consultant firm for.CPA reviewed the 
load projections and procedures followed in developing the 
forecasts. In their judgment, the projections were reason- 
able and the procedures adequate. In addition, the Minne- 
sota Energy Ayency hearing examiner reviewed the forecast 
and concluded it would produce accurate or even conservative 
results. 

SERVICE TO SUBURBAN CONSUMERS 

The proportion of the energy from the Coal Creek Proj- 
ect which will be sold to suburban consumers is not a 
readily available statistic. CPA/UPA have made some esti- 
mates which indicate the extent of the suburban influence 
on the total power needs of their members. For example, the 
cooperatives estimated that about 20 percent of the one 
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million people served by their members are located in the 
seven-county, Twin Cities metropolitan area, and that less 
than 25 percent of the power from the transmission line will 
go to the Twin Cities area. UPA has estimated that GO percent 
of the consumers served by its distribution system members 
are located in rural areas. We could not verify the accuracy 
of the estimates made by CPA and UPA because no supporting 
documents were available. 

Usiny CPA, UPA, and REA records, we prepared a number of 
analyses in an attempt to measure the urban character of the 
cooperatives' service areas in terms of population, electri- 
cdl usage, and density. The CPA/UPA power forecast made in 
1972 estimated a peak demand of 953 megawatts in 1977. Two 
of the distribution systems accounting for a significant 
portion of this demand served the Twin Cities metropolitan 
area. Together these cooperatives represented 239 megawatts 
or 25 percent of the total demand --a figure paralleling that 
which CPA/UPA cited. Similarly, REA statistics showed that 
these two distribution systems accounted for almost 22 per- 
cent of all consumers served by members of CPA/UPA in 1978. 
Further, while the average consumer density per mile for all 
CPA/UPA distribution systems was 4.7 in 1978, the average 
for these two systems was 11.9. 

The above statistics do not provide a precise answer to 
the question of the impact of suburban growth; however, they 
do indicate that while a significant portion of the Coal 
Creek output will go to suburban consumers, the rural areas 
are still the largest beneficiary of this project. 

INVOLVEMENT OF INDIVIDUAL CONSUMER/ 
MEMBERS IIJ COOPERATIVES' ACTIVITIES 

The structure and organization of CPA and UPA permit 
ve!ry little direct involvement by individual con.sumers in the 
decisionmaking or planning activities of these cooperatives. 
Technically CPA's and UPA's members are the distribution sys- 
tems and not the individual consumer/members. The individual 
consumers are represented indirectly through their distrib'u- 
tion systems' boards of directors, whom they elect at annual 
meletinys. Attendance at these meetings, however, has been 
poor. 

Structure and organization 
of the cooperatives 

The articles of incorporation and the bylaws of CPA 
and UPA state that the government and management of their 
affairs and business are vested in a board of directors. 
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The directors who serve on the boards of the distribution 
system cooperatives elect the directors who serve on the 
boards of CPA and UPA. Thus, the consumers do not directly 
select the persons who represent them on the power supply 
cooperative boards. 

Member participation in meetings 

!Jeither of the power cooperatives opens its regular 
or annual meetinys to the individual members or the public. 
Generally, the boards meet 1 or 2 days each month for a 
reyular meeting and conduct a l-day annual meeting in the 
spring or early summer. Meetings are normally held on 
weekdays. According to CPA and UPA management officials, 
the extent, importance, and complexity of the business to 
be acted upon dictates the length of the meetings, and the 
agenda is usually full. 

Although CPA/UPA board meetings are not public forums, 
the public is not totally excluded from them. If an indi- 
vidual wishes to appear before the board, that person gener- 
ally makes a written request stating the subject to be 
addressed and the discussion time necessary. Occasionally 
the boards extend invitations to individuals. For example, 
a critic of the Coal Creek Project spoke at one CPA meeting. 

Other means of participation and 
communication available to consumers 

Individual consumer/members do have some opportunities 
available to have a voice in the affairs of the power 
cooperatives and to learn about their activities. These 
include the annual meetings of the distribution cooperatives 
and the publication of newsletters and other informational 
materials. For example, UPA said its practice for many years 
has been to have a representative attend its members' annual 
meetings. These representatives, it said, often report on 
UPA's activities and answer questions or take notes of comments. 

The most substantive way an individual consumer can 
express his or her opinion is through the local distribution 
cooperative. At this level the individual members can make 
their views known and have the opportunity to vote for 
directors who in turn elect the directors of CPA/UPA's 
boards. We found, however, that this avenue is not exten- 
sively used. 

We visited several distribution cooperatives which are 
a part of the CPA/UPA systems and examined their annual and 
district meeting attendance records. Attendance at these 
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meetings was low. For example, less than 1 percent of the 
members of one of the larger distribution cooperatives at- 
tended its most recent annual meeting at the time of our 
review. Of some 27,000 members, only 210 voting members at- 
tended. At other cooperatives the statistics for 1979 were 
not much better, ranging from 2.3 percent to 9.7 percent. 
In the 2 years prior to 1979, these cooperatives had equally 
low attendance, ranging from less than 1 percent to 13.5 
percent. 

A distribution cooperative in the UPA system conducted 
a survey in early 1979, and among the questions asked were 
several concerning meetings. Responding to a question on 
how many of the regular meetings the members had attended, 
73 percent said "none," and 61 percent said they did 
not want to attend any meetings. 

The lack of interest, as evidenced by the low member 
turn-out at annual meetings and the questionnaire responsesl 
is a concern to the managers who said they would like to see 
larger attendance. Even though these annual meetings are 
publicized in advance and often provide free meals and 
prizes, such incentives seem to do little to bolster attend- 
ance. One cooperative official said that unless there are 
issues or circumstances which directly affect them, such as 
a:substantial rate increase or service problems, the members 
display little interest. 

Public/member involvement 
in Coal Creek 

Our earlier report on the Coal Creek Project pointed 
out that one of the principal external factors affecting the 
project was the public opposition that developed in Minnesota 
over the construction of the transmission line. Protesters 
eXpressed their concern over the lack of opportunity to 
comment on issues such as the project's need, location, and 
cost. Even though the project was planned and approved 
during the 1972-73 period, many individuals did not learn 
of the project until after the project was approved by REA 
in February 1974. 

According to an REA official, the agency had no require- 
ments to hold public hearings on proposed projects at the time 
that Coal Creek was being planned. Moreover, the draft of the 
environmental impact statement issued in October 1973 to vari- 
ous Federal and State agencies received so few comments that 
the Administrator of KEA elected not to hold any hearings 
because of the perceived lack of opposition. 
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Although REA lacked a policy requiring public hearings, 
once REA approved the project and the power cooperatives 
elected to come under the siting process and started acquir- 
ing easements, the cooperatives held numerous public meetings 
in Minnesota and North Dakota. These meetings did not deal 
with the issues of need, cost, or other phases of the planning 
process; however, since the decision to build Coal Creek had 
already been made. After many court proceedings and State 
agency meetings to hear the public's concerns and complaints, 
the final outcome was to continue with the project. 

The distrust and alienation between the power cooperatives 
and the project's opponents resulted in acts of vandalism and 
violence. According to UPA, the acts of vandalism were also 
encouraged by outside professional protesters. 

CPA and UPA officials admitted they could have done a 
better job of communicating with the public on the transmis- 
sion line. A UPA public relations official commented that 
the cooperative had not expected the problems it encountered 
because past powerline sitings had not met resistance like 
that associated with the Coal Creek Project. An REA official 
expressed a similar view, commenting that CPA/UPA problems 
with the protesters were not predictable or expected. Never- 
theless, the opposition occurred and it was not until about 
1976 that the cooperatives began a concerted public relations 
program to explain the need for the project, answer questions, 
and address the protesters' concerns. 

The cooperatives are still trying to bring their side 
of the story to the public through newspapers, radio and 
television, brochures, and other means. In addition, CPA/UPA 
attempt to have one of their representatives attend the annual 
meetinys of the distribution cooperatives to report on the 
status of the Coal Creek Project. 

Following loan approval by REA, the power cooperatives 
held meetings with various government entities and public offi- 
cials, advisory commissions, cooperative boards, the citizen 
route commission, and protesters. They conducted public and 
information meetings in some 20 Minnesota counties. In total, 
CPA/UPA organized or participated in about 140 meetings from 
1974 throuyh 1977. Moreover, from 1976 and into 1979, CPA/UPA 
had over 130 contacts with the media and various civic organi- 
zations. 

Regardless of these efforts to inform the public, the 
fact remains that they came too late. The cooperatives and 
RCA recognized this and both are planning changes in their 
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procedures. REA now recommends that at least two kinds of 
meetings be held. The first is an intergovernmental agency 
meeting to determine which agency will assume the lead in 
developing the environmental impact statement. The second 
is a public meeting where individuals and organizations which 
might be affected by the location of a proposed facility can 
express their opinions. REA requests cooperatives involved 
in any project to announce such meetings in local newspapers, 
while REA will publish notices in the Federal Register. 

One of the power cooperatives involved in the Coal Creek 
Project has decided that more public input will be necessary 
before any future facilities are undertaken. The general 
manager of UPA informed us that his staff will be searching 
for ways to achieve this input because the Coal Creek contro- 
versy has taught that today's consumer/members will not go 
along with the practices of the past. 

Assuming that REA and the cooperatives adequately 
implement the changes in procedures, the individual consumer/ 
members will have increased opportunities to influence the 
decisions of the power cooperatives. Once the options and 
alternatives are analyzed, the power cooperatives can solicit 
input through polls, public hearings, cooperative meetings, 
or other means. While these methods can assure that members 
have a more active role in the decisions of their power sup- 
plter, the effectiveness of the methods hinges on the members 
themselves. The individual consumer/member must take a greater 
interest in the operations of the cooperatives and openly 
participate by exercising voting rights and attending the 
meetings. 

COyCLUSIONS 

Although the Coal Creek Project may not be typical in 
many respects to other large generation and transmission 
projects financed by REA, if indeed any can be considered 
typical, it does provide some lessons which can be useful in 
improving REA's loan evaluation procedures. Our conclusions 
on some of these matters, such as those concerning the need 
to involve individual consumer/members and other private 
citizens in the early stages of the power supply systems' 
long-range planning process, were provided previously (see 
ch, 3). Our conclusions on the cost overrun are presented 
below. 

REA needs to intensify the review and evaluation it 
makes of loan applications for major generation and trans- 
mission projects to insure the reasonableness of the cost 
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estimates and comparisons. One of the reasons given for 
KEA's not getting more involved in the details of the feas- 
ibility study was a lack of staff. Regardless of the va- 
lidity of this reason, it still remains that REA is commit- 
iny hundreds of millions of dollars of Government funds into 
a single project and, therefore, has the responsibility to 
insure that the project is needed, is the best alternative 
available, and cost is reasonably estimated. 

REA's reorganization and the increase in personnel 
hiring authority should help solve the staffing problems 
somewhat. If necessary, however, we believe REA should 
intensify its review and evaluation even if this results 
in increasing the time it takes to process loan applica- 
tions. 

REA, in reviewing loan applications for major projects 
such as Coal Creek, must insure that 

--cost estimates are adequately prepared and supported; 

--loan approval is based on the most current informa- 
tion available and, if warranted, the proposed proj- 
ect should be reevaluated in light of any new 
information; and 

--agreements crucial to the success of the project, such 
as for fuel supply, are of a binding character. 

Also, REA should (1) require that cost estimates on major 
projects include a contingency allowance of at least 10 per- 
cent, (2) develop a cost data bank to use in determining the 
reasonableness of cost estimates made in conjunction with 
proposed projects, and (3) require that, for each alternative 
studied, any estimated earnings from power sales to other power 
systems should be shown in a separate and.distinct manner from 
the overall estimated costs. 

RECOMMENDATIONS TO THE 
SECRETARY OF AGRICULTURE 

To help preclude major cost overruns on large generation 
and transmission projects financed by REA, we recommend that 
the Secretary of Agriculture direct the REA Administrator to 
revise REA's loan approval process with a view toward intensi- 
fying the agency's evaluation of the adequacy of the feasi- 
bility study supporting the loan request. At a minimum the 
procedures should require 
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--the REA reviewing official to certify that the 
cost estimates of alternative proposals considered 
in the feasibility study are adequately prepared 
and supported; 

--the loan applicant, prior to REA approving its loan, 
to certify that it has apprised REA of any change(s) 
which might significantly affect REA's judgment re- 
garding the proposed project; 

--the applicant to obtain binding agreements on all 
items crucial to the success of the project; 

~ --a minimum contingency allowance of 10 percent; and 

--that estimated earnings resulting from power 
I sales of any alternative proposals considered be 

shown as a separate and distinct item from the 
overall estimated cost comparisons. 

Further, the Administrator should be directed to have a 
cost data bank developed for use by REA officials in deter- 
mining the reasonableness of estimated costs of proposed 
projects. 

AGENCY COMMENTS AND OUR EVALUATION 

USDA 

: USDA said that 

11* * * Insufficient construction budgets 
have been the norm rather than the excep- 
tion because of unparalleled escalations, 
incremental and environmental control regu- 
lations and construction delays. REA's 
record in the cost estimating area compares 
favorably with that of the investor-owned 
utilities and other Government authorized 
construction programs. To cite this single 
project implies that problems related to 
cost overruns are unique to this plant and 
is therefore misleading. The proposed GAO 
report should be revised, if this section 
is included, to reflect the entire situa- 
tion confronted by the electric utility 
industry.” 

As discussed in the report, many factors contributing to 
the project’s increased costs were beyond management’s con- 
trol. Our review, however, did not address the issue 
of h,ow well REA's cost estimating record compares with IOUs 
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and other Government agencies. Accepting USDA's statement 
that REA has a favorable cost estimating record does not alter 
the validity of our position that lessons can be learned from 
the project which could help minimize cost overruns on.future 
projects REA finances. 

CPA/UPA 

CPA's and UPA's comments dealing with specific matters 
were incorporated into chapter 4, as appropriate (see apps. 
VII and VIII). Some of their more general comments are dis- 
cussed below. 

CPA and UPA said that the report should point out that 
many of the same factors which increased the cost of the 
Coal Creek Project also increased the cost of similar proj- 
ects constructed in a similar time frame. As noted in the 
report, many of the factors increasing the cost of the Coal 
Creek Project, such as inflation and costs of more stringent 
regulations, were beyond the control of the cooperative. 
These same factors undoubtedly caused problems on other proj- 
ects, however, we did not determine the extent to which this 
occurred. 

UPA said that the report should give more consideration 
to the reality that the load forecasts and study work was 
done in the 1972-73 time frame which was prior to the: oil 
embargo, emphasis on conservation, period of high inflation, 
emphasis on public input, and State laws on transmission line 
siting and certification of need for power. UPA said that no 
project planning done at that time took these factors into 
account and that the planning for Coal Creek was reasonably 
adequate, given the conditions at the time. CPA made a simi- 
lar comment. UPA said that while the original cost estimate 
may have been slightly low and could have included a larger 
contingency, this is far from making the original planning 
ineffective. . 

We agree that the 1972-73 period was a difficult time 
for planning and that many of today's concerns were not con- 
cerns then. Also, as noted in the report, the cooperatives 
have acted to address these concerns. Nevertheless, we still 
believe that the project should have been reevaluated prior 
to startiny construction as conditions changed following 
the 1973 feasibility study and the oil embargo. 

UPA said that the report places undue emphasis on the 
coal supply arrangements. Both UPA and CPA pointed out that 
the project's cost did not change because the cooperatives 
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decided to finance the mine development (that is, the develop- 
ment costs would be incurred regardless of who financed them). 
According to UPA, it was impossible to get a long-term firm 
commitment on coal prices from any coal company at the time. 
All such contracts, it said, contain escalation clauses on 
every item of production on which costs will escalate for 
the life of the contract. UPA believes that the coal supply 
arrangement will provide the lowest cost of fuel over the life 
of the project (with lower energy costs to consumers) and give 
the cooperatives control over investments made in the mine. 

UPA's comments that the coal mine development costs would 
be iincurred reyardless of the financing source and that the 
co 

:: 
1 supply arrangement was the most advantageous may be valid. 

Ne ertheless, we believe that REA should have required the 
cooperatives to obtain a firm commitment from the coal mining 
company regarding financing arrangements before approving the 
lodn. As it was, REA was not notified of the revised agreement 
until after it approved the loan. 

UPA took exception to comments in the report that indi- 
vidual consumer/members and other private citizens were not 
involved in the initial steps of the planning process. It 
said that UPA's member cooperatives were kept informed of the 
status of the project in many ways including annual meetings 
of the members, newsletters, and budget and member services 

It said it met with State legislators from involved 
to discuss the project as early as August 1973 (REA 

the loan in February 1974). 

CPA said that studies it made prior to the final project 
studies were discussed with member system directors and man- 
ag rs. 

ii 
In addition, it said, meetings with legislators and 

ot er public officials and numerous public information meet- 
inc)s were held during 1973 and 1974. 

~ We recognize that UPA and CPA advised their-cooperative 
members of the proposed project. No support is presented, 
however, that individual consumer/members or the public were 
involved in the initial planning process in any meaningful 
way. In fact supporting documents show that public 
meetings were not held in Minnesota until the summer of 1974 
and those meetings were poorly attended. 
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APPLIJDIX I APPENDIX I 

UNITED STATES DEPARTMENT OF AGRICULTURE 
RURAL ELECTRIFICATION ADMINISTRATION 

WASHINGTON. D.C. 20250 

0cc,cc OF T”E *oMINIsTR*+OR 

OCT 18 1979 

Kr. Richard A. Hart 
Assistant Director 
United States General Accounting Office 
Community and Economic Development Division 
Washington, C.C. 20542 

Dear l\?r. Hart: 

Pursuant to your recent request, we ars pleased to set 
forth a definitive description of the Rural Electrifica- 
tion Administration's electric program objectives as 
follows: 

1. Provide technical assistance and the financing 
required for "the construction and operation of 
generating plants, electric transmission and 
distribution lines or systems" to furnish ade- 
quate 'electric energy to persons in rural areas 
who are not receiving central station service" 
and enable the organizations financed for these 
purposes by or through %A to meet their utility 
responsibilities of assuring continued adequate 
service for the consumers they are serving and 
'to potential consumers in their service areas on 
an area coverage basis at affordable rates. 

The Congress set forth the basic long-term 
objectives of ?.!?A when it passed the Rural 
Electrification Act (RR Act) in 1936 and in 
amendments thereto. In 1959, in response to a 
Government Accounting Office opinion, the Senate 
passed S. Res. 21. Senate Report 86-703 on the 
"Interpretation of the Rural Electrification Act 
of 1936" stated: "This resolution construes the 
Rural Electrification Act of 1936 as authorizing 
loans (1) to bring electric service to persons 
not in fact receiving central station service 
without regard to whether such service is other- 
wise available to them and (2) to provide 
continued service to persons who are already 
beinq serve? with the aid of REA funds." 

110 



APPENDIX I 
APPENDIX I 

blr . Richard A. Hart 2 

The report also quotes the General Counsel of the 
General Accounting Office as stating 'I. . . we 
have no objection to the approval of Senate 
Resolution 21. It would clarify a difference of 
opinion existing between our office and the 
Department of Agriculture on the interpretation 
of the P.E Act." 

Utility responsibilities of the rural electric 
systems include the following duties: 

a. 

b. 

C. 

d. 

Providing reliable service to all unserved 
persons requesting service (in accord with 
State and Federal laws) who can pay for that 
service. This responsibility is referred to 
as providing "area coverage" by the rural 
electric systems. 

Providing service adequate to the needs of 
the people that are served. This respon- 
sibility includes providing service to the 
limit of capacity, maintaining reserve 
equipment, adequate maintenance of facilities 
and planning and expanding capacity as demand 
for service expands. Rural electric systems, 
as any public utility ' have this duty to 
serve, a fundamental Obligation imposed on 
them as it is on all public utilities. 

Providing service at reasonable rates and 
without discrimination. 

Providing service under safe conditions. 

Py creating REA and providing for its continuation 
since 1936, the Federal Government made possible 
electric service for millions of unserved rural 
people. The RE Act in providing a preference to 
cooperatives, public utility districts and other 
nonprofit associations, has sponsored a special 
type of utility in the electric field. These 
cooperatives have the same responsibilities to 
the people that they serve as the investor owned 
systems, including the responsibility of having 
an adequate supply of power for future needs. 

2. Carry out the directives of the President to conserve 
energy and assist in developing renewable resources 
of energy by: 

111 



APPENDIX I 

Mr. Richard A. Hart 

APPENDIX I 

3 

a. Requiring energy conservation programs by the 
borrowers as a condition for future financing 
and providing financing for load control and 
loan management equipment. 

b. Actively encouraging and promoting development 
of supplemental sources of energy by the 
systems or their consumers, using such renew- 
able resources as solar heating and cooling 
equipment, solar crop drying, small wind 
generators, farm-based biomass generators, 
and small-scale hydroelectric facilities. 

C. Requiring generation and transmission coopera- 
tives, as part of their loan application, to 
consider those resources capable of producing 
central station electric power, such as hydro- 
electric plants, biomass facilities, wood 
chips, or peat, wherever it is technologically 
feasible and cost effective. 

d. Working with other Federal agencies, as 
appropriate, to develop promising solar demon- 
stration projects. 

3. Assist and encourage borrowers to develop their 
resources and ability to achieve financial strength. 
The preamble of the 1973 Rural Electrification Act 
declared: 

-.-_-telephone 
and auaranteed 

that such 

~ ~~ It of the'Act's 
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4. 

5. 

Since passage of the 1973 Act, the Costs of all 
elements of providing service have increased greatly, 
primarily the result of double-digit inflation. 
These higher costs, combined with the higher interest 
on REA insured and guaranteed loans and sharply 
higher costs of both purchased power and that gen- 
erated by their own systems have made it extremely 
difficult for borrowers to satisfy their credit needs 
from other sources at "rates and terms consistent 
with the loan applicant's ability to pay and achieve- 
ment of the Act's objectives." REA recognizes the 
importance of this objective and will continue to 
work toward achieving it, consistent with 
Congressional directives. 

Assure that construction financed by REA loans or 
loan guarantees meets requirements of all Federal 
environmental and historical preservation laws and 
regulations. 

Provide support for the principles of cooperative 
ownership. To carry out this objective, REA works 
with the borrowers to assure democratic control of 
the nonprofit organizations it finances by encourag- 
ing active programs of member communication and 
retail rates based on cost studies that allocate 
equitably the cost of providing service. 
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GAO REPORTS 

Rural Electrification Administration Loans to Electric 
Distribution Systems: Policy Changes Needed (CED-80-52, 
May 30, 1980). 

Coal Creek: A Power Project With Continuing Controversies 
Over Costs, Siting, and Potential Health Hazards (EMD-80-16, 
IJov. 26, 1979). 

Audit of Financial Statements of the Federal Financing 
Bank --Fiscal Years 1975 and 1976 (GGD-77-36, Apr. 27, 1977). 

Government Agency Transactions with the Federal Financing 
Bank Should Be Included on the Budget (PAD-77-70, Aug. 3, 
1977). 

Electric Energy Options Hold Great Promise for the 
Tennessee Valley Authority (END-78-91, Nov. 29, 1978). 
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Zil.%. j@wit of Btpree’entntibeB 
Comnitttt on agriculture 

Oubcommiltrt on $amilp SatmS 
aural Drbtlopmcnt, anb &prtial Lbtubirr 

Room ISOI. Ionptuortl~ Wonure Oilice Wlbmp 

tllarrbington, DAL 20315 

December 5, 1978 

Mr * Elmer B. Staats 
Comptroller General of the 

United States 
General Accounting Office 
441 G Street N.W. 
Washington, D.C. 20548 

Dear Mr. Staats: 

The Rural Electrification Administration has financed, 
through its insured and guaranteed loan programs, the 
building of electric generation and transmission facilities 
by the Cooperative Power Association and United Power 
Association -- two Minnesota rural electric power coopera- 
tives. The building of these facilities has stirred much 
controversy and raised valid questions on how such projects 
are planned and approved a@ well as the manner in which the 
Rural Electrification Administration administers its 
electric program. Some of the questions raised include: 

1. The estimated cost of this project has 
increased from $536,679,000 to 
$1,172,084,000. What were the major 
factors contributing to this huge 
increase in costs? 

2. In approving loans for rural electric , 
power cooperatives does REA require a 
thorough and adequate forecast of the 
energy needs of the area served? Also, 
to what extent are alternative, less 
costly methods of meeting the forecasted 
electric energy needs of an area considered? 
For example, are smaller decentralized 
units considered? 

3. To what extent is the’ justification for 
new generation and transmission facil- 
ities based on suburban or regional power 
needs as opposed to rural needs? 
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5. 

6. 

7. 

In 

Rural electric power cooperatives such 
aa the Cooperative Power Association and 
the United Power Association are federations 
of rural electric distribution cooperatives. 
Does this arrangement work to insulate the 
consumerfmembere from playing an effective 
role in the major decisions of the power 
cooperatives? Is there a more viable 
alternative arrangement that would be more 
affective in increasing individual member 
and consumer roles? 

What are REA's policies and procedures 
regarding public hearings on proposed 
projects? Are public hearings encouraged 
or required? If they are not should they 
be? 

The location of transmission lines has been 
one of the more controversial issues in the 
Minnesota project, as I am sure it is in 
similar projects in other States. What 
criteria is used in citing these lines; 
what regulations impact on such citings; 
and what consideration is given to the 
economic or other disruption caused by such 
citing87 I am particularly interested in 
whether and to what extent the cost of lost 
agricultural lands is evaluated. 

Construction of the Minnesota power line 
has again generated serious questions as to 
whether or not exposure to high voltage 
llnco of this kind poses a direct threat to 
human health. I would like the General 
Accounting Office to review and evaluate exist- 
ing information relative to the question, 
including information securad by the Soviet 
Union and other foreign nations. 

discussions with staff from your Community and 
Economic Development Division (CED) and your Energy and 
Minerals Division (EMD), I am aware of two ongoing surveys 
that may provide anewera to some of these questions. I am 
therefore requesting that your ataffs closely coordinate 
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their study efforts with my staff. More specifically I 
would hope that the CED’s survey of REA’s electric power 
program will address the specific issues enumerated above. --.. 
I would also appreciate a briefing in March, 1979, the 
scheduled compietion date for the-survey, on the results 
of the survey and on the detailed reviews that will be 
initiated as a result of the survey. 

With regard to the EMD study which will assess the 
effect of Federal regulations on the cost of electric 
generation and transmission, it is my understanding that 
your staff has agreed to include the Minnesota project as 
one of its case studies. It is also my understanding that 
although the final report will not be issued until the fall 
of 1979, your staff will provide periodic briefings on the 
work in Minnesota and provide a separate report to me on the 
project in early 1979. 

I appreciate your attention to this m tter and look 
forward to hearing from you. 

R&J& 

Chairman 

RN:sjt 
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BASIC PRINCIPLES CITED IN --- 

THE ADMINSITRATION’S NATIONAL ENERGY PLAN --.-..,..---.-- -..-- 

Pr incizle ._.-_-..-.. .-- 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

8. 

9. 

10. 

The energy problem can be effectively addressed 
only by a government that accepts responsibility 
for dealing with it comprehensively, and by a 
public that understands its seriousness and is 
ready to make sacrifices. 

Healthy economic growth must continue. 

National policies for the protection of the 
environment must be maintained. 

The United States must reduce its vulnerability 
to potentially devastating supply interruptions. 

The Unites States must solve its energy problems 
in a manner that is equitable to all regions, 
sectors, and income groups. 

The cornerstone of National Energy ?olicy is that 
the growth of energy demand must be restrained 
through conservation and improved energy 
efficiency. 

Energy prices should generally reflect the true 
replacement cost of energy. 

Both energy producers and consumers are entitled 
to reasonable certainty as to Government policy. 

Resources in plentiful supply must’ be used more 
widely, and the Nation must begin the process of 
moderating its use of those in short supply. 

The use of nonconventional sources of energy must 
be vigorously expanded. 
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Mr. Henry Eschwcge 
Director 
Cormunity and Economic Development 

Division 
i U. S. Ce:;eral Accounting Office 
~ Washington, D.C. 20508 

~ Dear Mr. Eschwege: 

This is in response to your request of (July IO, 1980, for comments from 
this Department and the Rural Elcctrificdtion Administration (REA) on a 
draft of a proposed report to the Congress crltitled, "Financing Rural 
Electric Generating Facilities: A Large dnd Growing Activity." 

This report examines REA's policies and procedures covering loans and 
guarantees made to power supply system:, and discusses : (I) d reconi- 
rnendation that REA loans and guarantcc~, be included in the Federal 
budget dnd that there he "more ir~volvcment of private creditors in 
financing borrowers' needs"; (2) opportunities, for improving the plan- 
ning of power supply systems; and (3) the Coal Creek Power Project, a 
project on which the General Accounting Office hds (already published a 
special report. 

On page i of the digest in the draft report, reference is made to "a 
Department of Agriculture and Office of Management dnd Budget joint 

1 study." It should be noted that this study was never completed and 
Lb,J its discontinuance was announced at a meeting at the White liouse on 
~ December 1, 1978. The officials res~Jorlsit)le for evaluating the study 

and its policy implications had not finished their review before the 
~ 
' 

study was ended and any conclusions drawn about the REA program based on 
this draft report would not be well founded. . 

In this connection it should be noted that the GAO places a notice on 
its draft reports which states "This document is a draft of a proposed 
report of the General Accounting Office. It was prepared by GAO's 
staff as a basis for obtaining advance review and comment by those hav- 
ing responsibilities concerning the subject: discussed in the draft. 
It has not been fully reviewed withirl GAO (bred is, therefore, subject to 
revision-l-. Recipients of this draft Illu:,t not show or release its contents 
for purposes other than official review and comment under any circurn- 
stances. At all times it IIIIJS~ be safcgudrdcd to prevent publication or 
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other improper disclosures of the information contained therein." 
(Underscoring is GAO's,) The Department expects similar treatment with 

1311 respect to its draft reports and believes use of the discontinued, 
incomelete, and unevaluated report as a basis for conclusions about the 

1321 

, 
I 

[32 & 
331 

REA loan programs invalidates iuch conclusions. 

At page ii of the digest, GAO states it is gravely concerned that large 
outlays resulting from loans and guarantees to power supply systems can 
be made without the same detailed review and control as iS given to 

"on-budget Programs."&, GAO note,/' All REA programs receive extensive reviews 
the Office of Management and Budget before being included by the 
President in his budget presentation to the Congress. Details on these 
programs appear on pages 1125-1129 of the Appendix to the Budget of the 
United States Government, Fiscal Year 1981. Hearings are held by 
appropriation committees of both Houses of Congress. Page 1124 of the 
Budget Appendix states, "Public Law 93-32 removed from the budget totals 
the Government financing of rural electric and telephone systems 
administered by the Department of Agriculture." This same public law 
states that the REA Administrator is authorized to make insured loans 
"subject only to limitations as to amounts authorized for loans and 
advances as may be from time to time imposed by the Congress of the 
United States for loans to be made in any one year." Annual appropria- 
tion bills establish limitations which the Congress considers necessary 
on both the insured and guaranteed loan programs. 

In addition to the normal budgetary process required for "on-budget" 
financing, the Chairmen of the Appropriations Subcommittees on Agricul- 
ture, Rural Development and Related Agencies of the Senate and House 
of Representatives are notlfied in writing by REA at ieast 3U days in 
advance ot (lj all loan guarantee commitments, and (2) all insured loans 
in excess of $10 million for generation and/or transmission facilities. 

Page Ii of the digest contafns a recommendation that some of the risks 
involved in the making of guarantees can be "shifted to private lenders 
and borrowers by (1) reducing the Government guarantee to less than lU0 
percent and (2) by charging a loan guarantee fee to fund a reserve for 
losses." Provisions for guarantee fees and guarantees of less than 1UO 
percent add to already escalating energy costs and inflation. Such pro- 
visions were in the Consolidated Farm and Rural Development Act under 
which REA had to operate in the early months of 1973. The Congress 
reviewed and rejected such provisions when it enacted Public Law 93-32 
which provided that "The Administrator may provide financial assistance 

by guaranteeing loans, in the fuli amount thereof" and that "No 
iees'or charges shall be assessed for any such guarantee," 

Chapter 2 of the Draft Report is entitled, "Need to Encourage Private 
Credit Sector Involvement in REA's Guaranteed Loan Program." Although 
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'the report states at page 17 that "REA is not prohibited from yarantee- 
ing loans made by Federal instrumentalities," it is critical of "the 
use of Treasury funding through the FFB" on the grounds that this does 
not satisfy "the objective of Congress to involve the private credit 
sector in financing REA's program." Such statements overlook the fact 
that the same Congress enacted the law establishing the Federal Financ- 
ing Bank to make a more effective use of the private credit sector in 
'the financing of programs administered by REA and other Government 
agencies. The Appendix to the Budget of the United States Government 
lfor Fiscal Year 1981 states at page 1124, "The Federal Financing Bank 
Was created by the Federal Financing Bank Act of 1973 to: (1) reduce 
~the cost of Federal and Federally assisted borrowing from the public, 
:(2) assure that such borrowings are financed in a manner least disrup- 
~tive to private finance markets and institutions. The Bank is auth- 

:3 (t lorized to make direct loans by making commitments to purchase and sell, 

341 
'and purchasing and selling on terms and conditions determined by the 
:Bank, any obligation that is issued, sold, or guaranteed by a Federal 
agency." 

The Draft Report at page 21indicates that the Cooperative Finance 
Corporation (CFC) could provide loans to power supply systems under 
,REA's guaranteed loan program at interest rates that would be only 
"slightly higher" than FFB's rate. The statement does not take into 
consideration the fact that CFC would be providing such financing 
Iright now if it could provide such financing at the rates indicated. 
~The statement does not consider any CFC requirement for the purchase of 
icapital term certificates which would increase CFC's effective interest 
irate to borrowers or the increase in rates which would be made necessary 
~if GAO's recommendations for less than 100 percent financing and a 
iguarantee fee were accepted by the Congress and the President. The pro- 
iposed report should be revised to reflect this. 

Chapter 3 of the Draft Report is entitled, "REA Loans to Power Supply 
Systems-*-Opportunities Exist to Improve Planning." There is no question 

v301 
,that improvements can be made in the planning and estimating,process. 
!Major portions of the recommendations contained in this chapter were 
~being implemented prior to the start of the GAO study as ongoing REA 
functions. The agency has long recognized these needs and has proceeded 
to overcome the problems. 

Chapter 4 is entitled, "The Coal Creek Project--A Case Study." This was 
the subject of a special GAO report and the current report presents 
little new information on this subject. Insufficient construction 

I107 & 
budgets have been the norm rather than the exception because of unparal- 
leled escalations, incremental and env'ronmental control regulations 

108 ,and construction delays. REA's record in the cost estimating area 
compares favorably with that of the investor-owned utilities and other 
Government authorized construction programs. To cite this single pro- 
ject implies that problems related to cost overruns are unique to this 
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plant and is therefore misleading. The proposed GAO report should be 
1107& revised, if this section is included, to reflect the entire situation 

1081 confronted by the electric utility industry. 

This response does not cover other misleading or erroneous statements 
which appear throughout the draft report. REA will be pleased to 
discuss such matters with GAO at its convenience. 

GAO comments: Subsecluent mcetinys wi.th REA officials 
failetl to substantiate USDA's comment that there were 
erroneous and misleading statements throughout the 
cjraft report. WC believe such a comment unfortunate 
in that the comment itself i.s misleading and fails 
to recognize the basi.c objective of obtaining agency 
comments on our draft reports which is to accurately 
!JreSent both the GAO and agency views on the matters 
discussed and help assure that our reports consider 
all pertinent facts. Comments such as the one made 
by USDA, since they do not include specifics on the 
matters being called into questi.on, do not provide 
the readers of our reports with a basis for judging 
the validity of an agency's position. 

Most of the comments made by REA officials we met 
with repeated and/or elaborated on USDA's official 
comments on this report and on our May 1980 report 
on distribution systems. Some of the comments made 
were due to basic disagreements on matters discussed 
Ln our draft report and others were made to update 
certain information contained therein. 

Perhaps the most significant matter discussed by RDA 
uffi.cials was their statement that power supply alter- 
natives are considered by REA and borrowers and are 
presented in the required environmental impact state- 
ments whi.cil are available for public review and com- 
men t . this matter is discussed on pages 81 and 82 of 
the report. 

In summary it appears that the current GAO Report is built on the 
questionable premises that: (1) the 1973 Rural Electrification Act 
amendments, as enacted, do not carry out the intent of Congress in 
enacting them and in enacting the Federal Financing Bank Act and (2) 
new legislation should be enacted to (a) "Limit the REA guarantee of 
loans made by non-FFB lenders to 90 percent or some other appropriate 
percentage," and (b) "Eliminate the prohibition against REA charging a 
fee for the guarantee . . . ." 
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' be believe these objectives of GAO do not reflect the Congressional 
intent to assure rural areas of a viable, continuing financing system 
for rural electrification, and the means thereby to sustain and encour- 
cage agriculture and development in the more sparsely settled areas of 

1 the country. Furthermore, acceptance of these premises with respect to 
the financing of power supply projects to serve consumers in rural areas 

1 would increase the cost of providing service to rural people without 
saving the Government money. For these reasons, this Department cannot 
endorse them. 

GhO notes: Paye references in thi.s appendi.x have been 
changed to ayree with the page numbers in 
the Einal report. 

I Page numbers in brackets refer to pages i.n 
I the report where the comments are discussed. 

123 



APPENDIX VI APPENDIX VI 

DEPARTMENT OF THE TREASURY 
WASHINGTON. D C. 20220 

August 14, 1380 

Dear Mr. Staats: 

I am pleased to respond to your request for the views of 
the Treasury Department on your draft of a proposed report, 
"Financing Rural Electric Generating Facilities: A Large and 
Growing Activity". 

I We support the general conclusion in Chapter 2 that REA 
borrowers should be encouraged to use the Cooperative Finance 
Corporation and other private credit sources. This general , conclusion is consistent with the Congressional declaration of 
policy in the 1973 amendments to the Rural Electrification Act 
that "rural electric and telephone systems should be encouraged 
and assisted to develop their resources and ability to achieve 
the financial strength needed to enable them to satisfy their 
credit needs from their own financial organizations and other 
sources at reasonable rates and terms consistent with the loan 
applicant's ability to pay". We view the REA guarantee program 
as a major step toward the goal of substituting unassisted private 
credit for Federally-assisted credit for financing rural electri- 
fication projects. The REA guarantee program has demonstrated 
that rural electrification projects can be successfully financed 
at interest rates substantially in excess of the 2 percent rate 
which had traditionally been used in the REA programs. 

/ 
c 

However, shifting the financing of the REA guarantee program 
from the FFB to the private securities market, as suggested in 
Chapter 2, would not result in any meaningful private participation 
in the financing of rural electrification projects and would delay 
the ultimate transition to unassisted credit for these projects. 

As the Treasury has testified many times, there is no 
difference in substance between a direct loan and a fully 
guaranteed loan. Clearly, when the Government provides a full 
guarantee, it assumes just as much liability as if it had made 
the loan directly. Similarly, when a lender purchases an obli- 
gation which is fully guaranteed, the lender is investing in the 
credit of the United States in just the same manner as a lender 
which purchases a Treasury security, the proceeds of which are 
used to finance a direct loan. Thus, the act of providing a 
full guarantee on a loan has the practical effect of converting 
the loan to a direct loan, regardless of whether the loan is 
financed in the private market or through the FFB. 
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As the Congress recognized in its 1973 policy statement, in 
otder to obtain private credit, the rural co-ops must strengthen 
their financial positions in order to be able to meet the test of 
the private credit market. Shifting the REA guarantee proqram 
from the FFR to the private securities market would result in 
higher financing costs to the rural, co-ops. Borrowing costs on 
Federally-guaranteed issues are higher because of the small size 
of the issues, maturity and cash flow restraints, problems in 
developing markets for new issues, investor portfolio restrictions, 
underwriting costs, and market congestion resulting from crowding 
of competing issues in the financing calendar. Payment of these 
needlessly higher costs would weaken, not strengthen, the financial 
ppsition of the borrower co-ops, and thus delay the eventual 
t 
0 f; 

ansition to private credit. We strongly support the statement 
the REA Administrator quoted on page 18 of the draft regarding 

the cost effectiveness, simplicity, and other advantages of FFB 
f/inancing for the REA, the affected co-op borrowers, and the 
Government, generally. 

I am also concerned that the draft report contains some common 
m/&sconceptions about the purposes and functions of the FFB. 

In enacting the Federal Financing Bank Act in 1973, Congress 
skated that the purpose of the Act is to assure coordination of 
F deral 

t 
and Federally-assisted borrowing programs with the overall 

e onomic and fiscal policies of the Government, to reduce the cost 
ok Federal and Federally-assisted borrowings from the public, and 
tD assure that such borrowings are financed in a manner least dis- 
ruptive of private financial markets and institutions. Section 7 
of the Act vests in the Secretary of the Treasury the function Of 
rxordinating Federal borrowing activities. Section 6 of the Act 
authorizes the Bank to purchase any obligation which is issued, 
s' Id, 

P 
or guaranteed by a Federal agency. Thus, contrary to the 

statement in the third paragraph on page 16, neither the Secretary 
nbr the FFB is authorized to coordinate the lending policies of 
i/ndividual Federal agencies. /see oAo note.7 Lending policies are determined 
by the program agencies within the conf;nes of their statutory 
qharters. Lending levels are determined in the normal budget 
preparation/appropriations process. 
priate lending levels, 

Given decisions on appro- 
the FFB Act seeks to assure that such 

l~ending activity is financed in the most efficient manner. 

The recommendation in the report that the receipts and 
d~isbursements of the FFB be included in the Federal budget 

‘OtalS reflects the common misconception that the FFB is in 
itself a means of avoiding budget controls, 

1 

Section 11(c) 
f the FFB Act states specifically that "nothing herein shall 
ffect the budget status of the Federal agencies selling 
,bligations t0 the bank under section 6(a) of this Act, or 

the method of budget accounting for their transactions". 

GAO Note: The language referred to has been revised. 
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‘I’llUS, tlbe I.‘IJH does riot affect the? t)uflrjc?t status of the programs 
finrlncod by it,, so some burlyet aclcncies using the FFB, such a~ 
TVA arid t.hra Ex imbank, ,at-c not rt-moved from the budget by FFB 
financing. 

Yost of the acjr?ncics us Inca t11o FI;‘Lj are financing loan 
guardntecc* proq rams. IlncIer conventional budget accountinq prin- 
c i I) Les whicli &~BL.(? (*n(lorsecl by the 1967 Report of the President’s 
Comrnis!iion cm Flu(lg+t Concepts, loan tjuarantees are not reflected 
in t.he hutlqf?t. totiil.s. Yoreovf? r , in the 1973 Rural Electrification 
Act amenclments, (‘on:~re:;s specifi.cally provided that the REA yuaran- 
t.t!f!s w il 1. he of. f-butlgc t.. Si.mil.~?rly, the 1973 amendments provided 
t:il<it. Snlr?S of certificates of beneficial ownership (CBO’s) by the 
Rural i:l~~ctrification AdminiStr-at.ion are to he treated as sales 
0 E as s f? t. !i for the purposes of the Budget and Accounting Act of 
1921. The effect c)t this logal requirement is to treat the sale 
uf these CRO’n as nrtcjntivc olutlays in the budget. The budget 
tr-ftatmcSnt. of’ ‘I?EA qlrnrant,f3t?S ,3n1l (‘1~)~s would be the same whether 
t.tley at-f’ SC)lcl in t.hc> Inat,ke>t or t<l the FFB. 

Plac:incj the FI+‘L3 in thfl t)utl(jttt would encourage REA and the 
othl+r ;~()enci<:s f inancincl quar~-\ntee programs to bypass the FFB 
anal rr:t-urn to their ;JreViOUS practice of financing their programs 
iiir-ectly in the securities market in order to remain outside of 
tile? i)u(lcJr~t. The same amounts woul(1 he financed as with the FFB, 
t)tit the f inarlcinc~ costs incurr:e<l would be higher. Such a whole- 
~~1 1.~ sh i f t to cjove rnrnen t.-backed issues in the private securities 
mtirket:: WOU~ d Lil.~o carry with it the potential for serious adverse 
effects on the Government securities market. Should the Congress 
(letermin~~ tllat. REA guarantcen should be limited to 90 percent of 
ttlfz Loqln, as rrecommentle4 in t’le draft report, we recommend that 
the financing be structured so <?s to avoid the problems created 
in other programs where the guaranteed portion is separated from 
the UncJuarilntcted portion of the loan anil financed in the Securities 

market, wi.til t-he result that fully guaranteed securities are issued 
in tlirect compr?tition wi.th Treasury securities and at higher 
f inancinq costs. 

Thri Aclrnini!;trat.i(~n i:; concerned that, because loan guarantees 
arc1 not reflr?ct:f?d in thr, budrjet totals, they may not be as care- 
ful l.y scrut.jnized in t.l~t) budcJf?t process as Other Federal activities. 
Accordincjly, t.hc A(lministration has established a credit program 
control :;y:iteln. To impl.cmcn t this system, the Office of Management 
and Budget recIuirc:d Fctlc?ral credit program agencies, including REA, 
to incl.udfz i.n t.hcir fiscal year 1981 appropriation requests limits 
on new ot)l i,Jntions for clirect loans and new commitments for guaran- 
tLf?l?il l.c)anS. The major impact or this rlew system will be on loan 
qu;iraritc(: J)ro(jrams. we strongly support this approach of improving 
cont. t-0 15 over nl 1 credit. ai.ii I)rocjrams regardless of whether they 
A r-f: i,n(.:Lud<h(1 i.n or r?xcluded from the budget totals. 
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I appreciate this op!mrtunity to comment on your draft 
r~?por t on the QFA proq ram. other, technicill, cr,mmonts regarding 
mdturitia:; and interest rates containerl in the (It-aft report have 
heron prov itlerl to your strdf f . Pleasr? Let me knrlw if I csn be of 
flirther assistance. 

Sincerely yours, 

Roger $. Altman 
Assistant Secretary 

!I’he Honorable 
~Elmer R. Staats 
cornptrol ler General 

of the United States 
keneral Accounting Office 
hashington, D.C. 20548 

GA@ notes: Page references i.n this append ix have been 
changed to ayree with the page nI.lmhers in 
the f i.nal report. 

Page numbers i.n brackets refer to pages in 
the report where the comments are discussed. 
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UNITED POWER ASSOCIATION 

1108 

July 31, 1980 

Mr. Henry Eschwege, Director 
Community and Economic Development Division 
United States General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Eschwege: 

Thank you for sending us a draft of Chapter 4, "The Coal 
Creek Project--A Case Study", of your proposed report to the 
Congress on the results of your review of the Rural Electrification 
Administration's (REA) electric loan program. We sincerely 
appreciate the opportunity to review and comment on the 
draft copy. 

I would like to first make some general observations and 
then follow these with comments on specific items in the 
draft. 

First, since there are several excerpts from and references 
to the November, 1979 GAO report on the Coal Creek Project, 
we feel there should be a more specific reference made to 
that report early in Chapter 4. We feel that the November 
report was a fairly objective analysis of the project. When 
only certain portions of that report are used in Chapter 4 
without the benefit of other information in the report, we 
feel the results have a much more negative emphasis. For 
example, there is considerable discussion about the large 
cost increases in the generating plant. This is generally 
true except that no reference is made to the fact that many 
of these same factors which increased the cost of the Coal 
Creek Project also correspondingly increased the costs of 
similar projects constructed by other major utilities in a 
similar time frame. No reference is made to the fact that 
the final cost of the generating plant on a dollars per 
kilowatt basis compares very favorably with other similar 
plants as is shown on pages 18-19 of the November report. 
The reader of Chapter 4 might be left with the incorrect 
impression that the plant costs were exorbitant and this 
only happened to the Coal Creek Project. 

Second, we believe that more consideration should be given 
to the reality that the load forecasts and study work was 
done in the 1972-1973 time frame. This was prior to the oil 
embargo, prior to any emphasis on conservation, prior to the 
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period of high inflation, prior to emphasis on public input 
and, prior to most state laws concerning siting and need 
processes. I don’t believe any planning for projects at 
that time frame took these items into account. Still reference 
is continually made in the report to poor planning which did 
not take these factors into account. We feel the planning 
was reasonably adequate, given the conditions at that time. 
We agreed that the original estimate may have been slightly 
Low and could have included a larger contingency; however, 
thi.s is far from making the original planning ineffective. 

; 
I’hird, we believe there is a great deal of undue emphasis on 
he coal supply which may be because of a misunderstanding 

bf the coal supply arrangements. The total cost of the 

t: 
reject did not change just because the cooperatives decided 
o finance the coal mine development. This decision was 

made on the basis that is was more economically beneficial 
to the cooperatives’ members for the cooperatives to finance 
the mine than for the coal company to do this. The cooperatives 
could supply the capital at a lower rate than the coal 
company. This increased the financing requirements of the 
project, but, will actually reduce the overall cost of 
energy to the members. Thus it is unfair and incorrect to 
say that this increased the cost of the project. Regardless 
of who supplies the capital, the cost of developing the mine 
iis there and has to eventually be borne by the ultimate 
consumer. If the coal company supplied the .capital, the 
costs of supplying the capital would be passed on in the 
price of the coal. This would decrease the capital outlay 
pf the cooperatives but would end up in much higher coal 
kosts and a higher resultant total cost of energy. Also at 
that time it was impossible to get a long term firm commitment 

rl 
n coal prices from any coal company. All such contracts 
ave a multitude of escalation clauses on every item of 

production which continue to escalate for the life of the 
/contract. UPA still firmly believes that the present arrangements 
Gill provide the best possible cost of fuel for its members 
ever the life of the project. Also, the present arrangement 
provides the cooperatives control over investments made in 
the mine. 

Finally, we must take exception to comments in the report 
that the individual consumer/members and other private 
citizens affected were not involved in the initial steps of 
the planning process. UPA’s member cooperatives were kept 
Lnformed of the status of the project in many ways. This 
was accomplished through annual meetings of the members at 
which UPA always had a representative, periodic newsletters, 
budget meetings and member services meetings. The REA loan 
was made in February, 1974. In regard to public information 
meetings, there was a meeting with state government leaders 
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and legislators whose districts were contemplated to be 
involved in the power line route as early as August 23, 

IlOSl 1973. Many public meetings were held starting in the spring 
of 1974. The list of public meetings is voluminous as 
indicated on page 104 of your report. 

The above general 
report and to the 
addition, I would 
comments on items 
report: 

observations apply to several areas of the 
overall impression of the report. In 
like to offer the following specific 
in the order in which they appear in the 

In the initial paragraph on page 83, we feel it would be 
more appropriate to compare the cost of the generation and 
transmission facilities and then separately mention the 
additional loan funds for the mine. Lice GAO note171t iS IlOt an accurate 
comparison to go from $537 million without a mine to $1,262 
million with a mine. The language at the end of page 87 
is more appropriate. 

As mentioned in our general observation, we do not Concur with- 
the conclusion of the second paragraph on Page 83.LEee GAO noted We 
feel that the two opening paragraphs are speculative and 
unnecessarily negative, given the facts contained in the 
November GAO report. 

On page 04 at the end of the first paragraph, we would like 
to see a sentence added stating that The Rural Cooperative 
Power Association, one of the parent cooperatives, was 
organized in 1937. 

In the Eirst paragraph on page 85, we are not sure what you 
have done to come up with a 604 megawatt average annual- 
power deficit or what its significance is.Lzee GAO note,/ 
This type ofaveraging is not normally used. 

. 
In thesecond paragraph on page 85, should the two 345 kilovolt 
alternating current lines in Minnesota be mentioned in the 
project description? 

In the third paragraph on page 85, it infers _that only IEA 
financed generating plants have used lignite.LSee GAO ncJte.TThis is not 
true as private utilities in Minnesota and North Dakota Fave 
used lignite before any of the REA projects. Also, lignite 
has been used by utilities in Texas and Canada. Low grade' 
coal similar to lignite has been used successfully in Europe 
for many years. 

In the last sentence at the top of pacje 86, it 
would be more correct to say cost has "almost" doubled 

G43 note: ‘i’k lanyuaacje referrstl to has tzcn revised. 
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rather than "more than" doubled if the mine cost is properly 
taken into account as mentioned previously. 

In the last sentence of the third paragraph on page 06, it 
states that many individuals whose lives and property were 
to be directly involved did not learn about the project 
until the spring of 1974. Unfortunately, most people do not 
show any interest in a project until they learn they are 
directly involved. This does not occur early in the project. 
Most of the protest developed in the area in which the State 
rerouted the transmission line. This did not occur until 
the project went through the siting process. This does not 
normally occur in the early planning stages of any project. 

In the fifth paragraph on page 86, we do not feel that 
"many" people doubted that the power project was needed.Lsee GAo note~Tx 
believe this was limited to a very small percentage. In the 
last sentence of this paragraph it does not explain that the 
rules in Minnesota requiring the certificate of need were 
not promulgated until after the corridor request was filed 
by the cooperatives (see page 36 of the November report). 
This was not the fault of the cooperatives or the project. 

In the fi.rSt paragraph on page 87, it could be pointed out 
that the area of greatest protest was the area in which the 
line was rerouted through the State siting process.Lsee GAO note,TIt 
could also be pointed out that professional protestors movea 
into this area to keep the movement active and, incidentally, 
are still doing so to this day. 

In regard to the second sentence of the fourth LxracjralJh 
on page 87, United Power Association (UPA) kept its members 
informed and to our knowledge these views were not expressed 
by any of UPA's member cooperative officials. 

We disagreed with the conclusion in the third paragraph on 
page i38 when it was in the November report and still disagree 
with it. We feel this is a matter of speculation. It is 
not practical in a project of this magnitude to have all the 
details worked out before commencing the project. 

In the third paragraph on page 89 it should be noted that 
including price escalation clauses in contracts is a commo_n 
practice in the industry and not limited to this project LSee GAO note:/' 
The labor problems referred to were primarily problems with 
a contractor supplying labor and not labor problems per se. 

On page 90, after summarizing the plant cost increases, 
would be an appropriate place to discuss plant costs per 
kilowatt and comparisons to other plants as mentioned in my 
general observations and as was done in the November report. 

G40 note: The lanyuaye referred to has been revised. 
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APPENDIX VrI 

The last sentence at the top of page 91 states 
that citizen resistance compelled the coooeratives to request 
coverage under the siting act.Lzee GAO note 1JThis was not the only reason* 
In North Dakota the cooperatives had requested to be grandfathered 
out of the siting act provisions and it was determined in a 
court decision that they were not. In reviewing the cooperatives' 
situation in Minnesota there was concern that the grandfather 
provision would not hold up if it was later legally challenged 
during condemnation proceedings. This was another compelling 
reason to request coverage under the siting act. 

In the t&ird paragraph on page 91 it could be mentioned that the 
total anticipated cost of right of way was $28 million (see 
page 24 of November report)L;ee oAO nOte 1 7 A 
In the second item on page 81 it could be noted that the 
high escalation during this period affected all transmission 
costs, not just the converter terminals. The extra costs 
due to compliance with regulatory actions was also an important 
item (see pages 22-23 of the November report). Delays 
caused by protestor activities and the many court actions 
were also a significant factor in cost increases. LSee GAO note 2,7 
On the bottom of page 81, the mine did not _add $215 million 
to the "cost" of the project.Lsee GAO note 2~/ It did add to the financing 
provided by the cooperatives as explained earlier. 

At the 
to see 
energy 

In the 
should 

end of the second paragraph on page 92, 
the following words added: "resulting 
to their consumers". ~~~~ GAo note lo 

second sentence of the third paragraph 
state that the coal company will repay .~-- 

on page 93, it 
the loans to 

. -: Cooperative Power Association/UPA. Lgee o$,o nOte 1., 

we would like 
in lower cost 

We feel that the ghird paragraph on page 85 should be deleted 
from the repOrt.Lsee GAO note 2r/This iS purely SpeCUlatiOn and not based 
on fact. Our studies show a considerable savin s to the 
cooperatives by having them supply the P capital. or mine 
development. There is no reason to believe the results 
would have been any different earlier. Naturally both 
comparisons would have shown lower costs at that time before 
subsequent escalation, the added equipment needed for reclamation, 
and without coal severance taxes. 

In the second 
feasibil f" 

ragraph on page 95 it should be noted that 
this ty study was not intended to consider all 

1sS) possible alternates. Each of the cooperatives had previously 
conducted separate studies for their own organizations which 
resulted in these two alternatives as the best alternatives 

GNI notes: 

1. 'Ihe language referred to has been revised. 

2. Material referred to not included in final report. 
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to study in more detail. Conservation was not considered 

1961 
but it should be noted that this was not being considered by 
other utilities as a viable alternative in the time frame 
the feasibility studies were performed. 

on page 97 we feel that the second assumption should be modified. 
Lsee GAO note,iThe word "low" could be interpreted that the 
cooperatives purposely picked an inflation rate that was 
abnormally low. This was not the case. The inflation rate 
was based on a number of historical indices. Also at the 
time it was the Federal government's stated policy to reduce 
inflation (see pages 12-13 of the November report). Instead, 
during the 1974-76 period when the majority of the equipment 
for the project was purchased, we had run-away inflation 
rates. It certainly would not have been possible to predict 
this based on the information available in early 1973. This 
same comment applies to the word "understatec' in the fi:st 
sentence of the first paragraph on page 98. LSee GAO note,/ 
Maybe "underestimated"would be more appropriate. 

In the third sentence of the third paragraph on page 93, the 
word "labor" problems is again used.LS& 
problem and not a labor problem per se. 

';A0 note.TThis was a contractor 

The last paragrauh_ under Forecasting Procedures Used on Page _-. _-. 
99 is incorrect.Lsee GAO note17UPK no longer uses historical LLrncllng 
as the basis for its forecasts. Other liit:LnOClS, lncludlng 

ID91 end use analysis, are presently being used. A recently 
completed forecast does not follow historical patterns. , 

I 0 n pages 99 and 100 in the section on Comparison of Forecasts 
to Actual, thi.s is a combination of CPA and UPA data so we are 
unable to verify the totals. However, the order of magnitude 
appears to be reasonable. 

We dis_Flpree with -the conclusion reached in the third Icraragral2h on paye 
.lOJ,.~see GAO note,/ The cooperative structure is sim'ilar to any 
form of uemocratlc government where people (in this case 
members) elect representatives (in this case directors) to 
represent them, promulgate laws and make decisions in their 
behalf. It is impossible for every person to act directly. 
They can let their wishes be known to their representative 
but they have to abide by the decisions or the laws that are 
made. In the case of the cooperatives, the members have 

r1021 
additional opportunity for input. There are annual meetings 
at which times the members have a chance to ask questions 
and make comments. In the case of UPA, it has been our 
practice over many years to always have a representative at 
these annual meetings. In many cases this representative 
reports on activities of the G&T cooperative and answers 
questions or takes note of comments. We don't see where it 

GAO note: The lanrjua($ referred to has &en revised. 
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makes any difference if the members directly pick their 
representative to the G&T board of directors if the member 
system board picks the representative. He still represents 
those members in any case. We can't agree that the structure 
does not permit involvement by the individual consumer. The 
member certainly has the opportunity. Whether he uses that 
opportunity is .adequately discussed on page102 of the report. 

On page 91, the last sentence in the second paragraph infexc 
that the Roard d-es not have time for considerinp nthermatters. 
L&e GAO note 1,jUPA has for several years gone to two-day Boar'd 
meetings so that aaequate time would be available for any 
important aspect of the cooperative. 

In regard to the second paragraph on page 102, UPA does not 
have a rigid written requirement for a member to appear at a 
Board meeting. LS 
members and 

ee GAO note 2.jWe have occasionally had requests from 
these have alway been honored. 

At the end of the second ~wrayraph on paqe 104, we would 
also add that we believe acts of vandalism were also encouraged 
by outside professional protestors Lzee GAO note 2J 

Please accept my apologies for these comments getting rather 
lengthy. It would be much easier to sit down and discuss 
these items with the author of the report since there are a 
great number of areas covered in the report. We would 
appreciate the opportunity to do this and offer to send a 
representative or two to a discussion meeting at a location 
and time of your convenience. 

Again, thank you for the opportunity to comment on the draft 
of your proposed report. 

Sincerely, 

UNITED POWER ASSOCIATION 

Philip 0. Martin 
General Manager 

POM/vh 

Gli) rwker, : 

1. f+lateri.al referred to not i.nclutkd in final report. 

2. ':he larxjuage referretl to has ken revised. 

3. i?aracjraIjh and lm.yz references in this appendi.x have 
ken ctlanged to agree wi.th those in the final report. 

4. Pacje nur,&rs i.n Lrackets refer to pages in the report 
where the corrnxnts are discussed. 
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Offlceofthe General Manager 

July 9, 1930 

t4r. Henry Eschwege, Director 
Community and Economic Development Division 
S,i ted 'Jtate; Ge,,erai C,i;otihtii;y Gfiiic 
Washington, D.C. 20545 

Dear Fir. Eschwege: 

This letter is in response to your request 
for comments on Chapter 4, "The Coal Creek Project-- 
.4 Case Study" , of your proposed report to tb,e 
Congress on the results of your review of the Rural 
Electrification Administration electric loan pro- 
grams. 

In the discussions of the large increase in 
cost, it is not appropriate to compare the initial 
cost of the project, $537 million without the mine 
to '31,262 million with the mine. Furthermore, we 
think that it is important when discussing cost 
increases that you acknowledge that factors which 

,,0s) increased the cost of the Coal Creek Project also 
increased the costs of similar projects constructed 
in the same time frame. In fact, the final cost 
of the Coal Creek generating plant on a dollars 
per :i:ow;tt bssi; col:lparcs ;/cry favorably LJ;+,~ other 
similar plants as shown on pages 18-19 of the 
PJovember, 1979 GAO report on the Coal Creek Project. 

We feel that there was adequate planning for 
the project, both in terms of the load forecasts and 
studies which were completed. The load forecasts 
used all techniques and assumptions which were 

lloeslogl appropriate to forecasts made at that time. CP*4 
had conducted studies to narrow the power supply 
alternatives prior to the time the final studies 
were made as part of the final decision. 

3316 West 66th Street.Mlnneapolls.Mlnnesota 55435 612/925-4556 
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These studies with recommendations were dis- 
cussed with the Goard of Directors and member system 

,,,,e, Directors and Managers. In addition, meetings with 
legislators and other public officials and numerous 
public information meetings were held during 1973 
and 1974. 

Ye feel that the report should explain that 
financing the coal mine resulted in lower coal costs 

flOS& 
to the cooperatives because of lower capital costs 
(interest). It should be pointed out that any 

1091 purchase of coal involves an element of capital cost. 
In this case, the capital was provided by the 
coop.qrativrs who pay the interest v!ith such costs 
amortized and added to the cost of the coal by the 
cooperatives instead of the mining company. 

On page 84, the reference to the increase in 
the number of CPA employees should explain that the 
primary increase is due to CPA's role as operating 
agent of the Coal' Creek Station. L& o~o note 1~ It should be 
recognized on page 86, 6th paragraph, that the new 
laws were passed as the project developed.Lsee GAO note lA7The 
laws and corresponding rules and regulations were 
not passed and implemented in any logical order, 
hence the formal need process, which resulted in 
the granting of a certificate of need, was conducted 
during and after the routing process. 

Finally, on page G7, we feel that the point 
should be made that the legal remedies were available 
and used by the opponents. Because they did not 
agree with the court's decision, they chose to 
conduct acts of vandalism. 

Thank you for the opoortunity to comment on 
the draft of your proposed report. . 

Sincerely, 

TVL:tn 

O?z(~,& 

T. V. Lennick 
General Manager 
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SUGGESTED LEGISLATIVE CHANGES 

TO IMPLEMENT OUR RECOMMENDATIONS 

TO THE CONGRESS 

The following specific legislative language was prepared 
to assist the Congress in implementing our recommendations for 
legislative changes. 

TO THE CONGRESS 
BUDGETARY MATTERS 

I We made recommendations to the Congress that would result 
i 
4 

the Federal credit assistance activity that currently goes 
t rough the Federal Financing Bank being more adequately 
reflected in the Federal budget totals. 

To implement our recommendation that the Congress require 
that FFB's receipts and disbursements be included in the Federal 
budget totals, we suggest that the second sentence in section 
11(c) of the Federal Financing Bank Act of 1975 (12 U.S.C. 
2290(c)) be amended to read as follows: 

"The receipts and disbursements of the 
Bank in the discharge of its functions 
shall be included in the totals of the 
budget of the United States Government." 

To implement our recommendation that the Congress 
' require that the receipts and disbursements of all off-budget 

Federal agencies that borrow from FFB be included in the 
Federal budget totals, it would be necessary for the Congress 
to delete all specific statutory references in the enabling 
legislation under which the off-budget agencies operate that 
now exempt the receipts and disbursements of those agencies 
from inclusion in the budget totals. For example, to bring 
the activities financed out of the Rural Electrification and 
Telephone Revolving Fund on budget, the following changes 
would be necessary. 

1. Section 304(a) of the Rural Electrification Act of 
1936, (7 U.S.C. 934) should be amended by 

--deleting, in its entirety the proviso at the end of 
the last sentence in that subsection and 

--replacing the colon immediately preceding the deleted 
proviso with a period. 
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2. Section 304(b) of the Rural Electrification Act of 
1936, (7 U.S.C. 934) should be amended by deleting the last 
sentence of that subsection. 

Section 305(a) of the Rural Electrification Act of 
1936,3;7 U.S.C. 935) should be amended by 

--deleting the second proviso at. the end of that 
subsection and 

--replacing the colon immediately preceding the deleted 
proviso with a period. 

To implement our recommendation that the Congress require 
that certificates of beneficial ownership be treated as agency 
obligations and, therefore be treated i.n the Federal budget as 
borrowing, it will be necessary for the Congress to delete all 
statutory provisions that authorize the agencies involved to 
"sell" certificates of beneficial ownership and treat such 
"sales" as asset sales rather than borrowing. If this were 
done, the Office of Management and Budget's current policy 
of treating such transactions as borrowing would be applied. 

The Congress should so amend section 310B(d)(6) of the 
Consolidated Farm and Rural Development Act (7 U.S.C. 
1932(d)(6)) and section 304(c) of the Rural Electrifica- 
tion Act of 1936 (7 U.S.C. 934). 

RECOMMENDATIONS TO THE CONGRESS TO 
REDUCE THE GOVERNMENT'S CONTINGENT 
LIABILITY ON GUARANTEED LOANS 

We made two recommendations to the Congress that would 
avoid placing the risk of the huge contingent liability of loans 
guaranteed by the Rural Electrification Administration 
solely on the Government. . 

The following changes are suggested to implement our 
recommendations that the Congress revise the Rural Electrifi- 
cation Act of 1936 to (1) limit REA's loans to 90 percent 
or some other appropriate percentage and (2) eliminate the 
prohibition against REA charging a fee for the guarantee 
and, instead, require that a loan guarantee fee be assessed 
and used for funding a reserve for losses. 

Section 301(a) of the Rural Electrification Act of 1936 
(7 U.S.C. 931(a)) should be amended by 

--striking out "and" at the end of paragraph (5); 
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--striking out the period at the end of paragraph 
(6) and inserting in lieu thereof ";and"; and 

--adding the followiny new parayraph after paragraph 
(6): 

"(7) all guarantee fee payments received by the 
Administrator pursuant to section 306 of this Act." 

Also, section 306 of the Rural Electrification Act of 
1936 (7 U.S.C. 936) should be amended to read as follows: 

"The Administrator may provide financial 
assistance to borrowers for purposes 
provided in this chapter by guaranteeing 
loans, in an amount not to exceed 90 per 
centum lJ of the outstanding unpaid bal- 
ance thereof, made by the Rural Telephone 
Bank, National Rural Utilities Cooperative 
Finance Corporation, and any other legally 
organized lending agency, or by accommodat- 
ing or subordinating liens or mortyages 
in the fund held by the Administrator as 
owner or as trustee or custodian for pur- 
chases of notes from the fund, or by any 
combination of such guarantee, accommoda- 
tion, or subordination. Guaranteed len- 
ders shall be required to pay a guarantee 
fee to the Administrator for all loan 
guarantees approved under this section, 
which fee shall be paid in such amount 
and in such manner as may be prescribed 
by the Administrator except that the 
fee shall not exceed 1 per centum l/ of 
the guaranteed portion of a loan. All 
loan guarantee fees collected by the . 
Administrator shall be deposited in 
the fund and used, together with such 
other moneys in the fund from whatever 
source, as are necessary, to establish 
a reserve in an amount that the Adminis- 
trator determines to be sufficient to 
pay all losses occurring in connection 
with loans guranteed under this section. 
Guaranteed loans shall bear interest at 

A/The percentages shown are for illustrative purposes only. 
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the rate agreed upon by the borrower and 
the lender. Guaranteed loans, and accom- 
modation and subordination of liens or 
mortgages, may be made concurrently with 
a loan insured at the standard rate. The 
amount of guaranteed loans shall be sub- 
ject only to such limitations as to amounts 
as may be authorized from time to time by 
the Congress of the United States: Provided, 
That any amounts guaranteed hereunder shall 
not be included in the totals of the budget 
of the United States Government and shall 
be exempt from any general limitation im- 
posed by statute on expenditure and net 
lending (budget outlays) of the United 
States, except that this proviso shall 
not be construed so as to exempt the Fed- 
eral. Financing Bank or any other Federal. 
lending agency that makes a loan guaranteed 
under this section from including the sum 
of all such loans in its budget totals. 
As used in this subchapter, a guaranteed 
loan is one which is initially made, held, 
and serviced by a legally organized lend- 
ing agency and which is guaranteed by the 
Administrator hereunder. A guaranteed 
loan, including the related guarantee, 
may be assigned to the extent provided 
in the contract of guarantee executed 
by the Administrator under this sub- 
chapter, the assignability of such loan 
and guarantee shall be governed exclu- 
sively by said contract of guarantee." 

(069130) 
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