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The Eonorable Richaré E. Ictord
House of Representatives

Dear Mr. Ichord:

In your lecter of Jznuary 26, 1976, you aswed GAD to devise a
plan wheredyr Congress couvid effectively brirg uncder its contrel Federal
loan guzvez-:ize prozra=s. 8

AS & general —a:iter, we believe that the rublic czz ke assured
that pubiic Tesourcss are teisg Trigerly allocstel Sniviif ghozoe -3
wisibadllsr Zor EhE ceriEernd WISE difeT These £1LSCS8dHaw D5 gis

view, the present bulcel Lrest=ent ¢i receral creali: preograzs—
particulzzly theose involving ican guaraniees—=-<Ges ZCL give &lcguLIle
visitility to these prezTeTts. Leoarn guarantee prograE=s, L[or e€xacy.e,
do not ce-pete for resources within the same cecision Ir2-ework as
aprlies %o direct Feceral zctivities or to grant Frcgra=s.

L
c

ke bave begun work iz this area, but the relztively shert tiz2

frame for our resromse li=i:s the zzount oi inlcrcaticn thar we can

provide at this tice acc precludes our rezching {irz conelusiens and

recorzendations. In the intercst of previding a tizely resgorce, we

bhave pe: scuzht the views of the nmurercus aiieczed 2gencies with respect
T to the caterial contairea in this letter. Thus, our thipkizg at tris

stage should be ccnsiderec preliminary, and is subject to chapge as

our work proceeds.

At the outset, we feel
proposes leam ZuITIRLLE TTS
that tre l1oar guerontes 45 Lo =
the in:tendeZ reTooses ¢ the lE=151a11ES. There &are auTeé.Cus T2E05 DY
which the Feueral Ceovern—ent carp achieve a given progras geel. Consid-
eration couid e given, Zcr exacple, tc such iocencives as price
Suppcrts, tax crecits, grants, direct loams, ecd protectica c! cc=peti-
tion froo i=pcrts. These vehicles should be evaluated agairst criteria
such as the extent of Federal liability, cozperitive irpact, surezy of
weeting estatiishe? goais and adzinistrative feessibility. Loza
guarantees sre, thus, only one means of achieving a given objective.

‘it f—portant to indicate that for any
= sucporcing czterizl shoulé cdesmoncstrate
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These remarks relate to the decisions which are wade rezarding
whether a loan guarantee progra— is_the best ceans of achieving the
goals of proposed legislaticn. TIhe problex of "contrclla:ility" is
anothter matter. Ccntrollability is i-peortant as it relates tc both
proposed programs and to the myriad of existing progra=s.

Current Work

We are currently engaged in a review of Federal credit prograss.
This analysis is & long-term project, and we anticipatie that several
reporrs on this subject will be issued over the course of t:oe next 1b
mooths. At the present tirce, we envision two Major areas CI IEView:
(1) An aralysis of current anc alrernative budget treztzent oi cirect
and guzranteec lcan prcgrams and, (Z) ar anzlysis oI zhe sulsiiies
implicit ip these progrz=s, witih erphasis or rheir ccfts and cneir
efficiency in achieving prograr odjectives.

We are planning to conduct a survey of Federzl agencies responsi-
ble for adrinistration of credit progrems in erder to gatczer inforcation
on:

1. The nature of each prograz—specifically 1solating the
beneficiaries of Federal credit progracs.

2. The expansion of Federal credit prograss durirg the past
five years.

3. The default, delinquency and refinancing experience of

each pregrarc for the pasr five years. Fror our analyvsis,

it is essential that information on default and delizquency
experience be developed it order to accurately estircate
subsidies,

4. The credit terms under which lecans are made or guaranteed.
We anricipate that analysis of ceta on credit tercs will
enable us tc answer questions such as the followinz: Fould
the bereficizry of the program have been able to octain
finapcing without the prograz? Does the credit program
sicply ease the terms under which finanecieg is available,
and if so, under what terws would credit have been available

~without the prograc.

v T N o 5
5. The activities of the Federal Finauncing Bank as intermediary
T for Federal credit programs. -
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Purther Otservatiorns

L)

Our-work 1s sttll In the =arlv Btages. " Nevertheless, it seers -
clear that lizited disclosure of activities, particuiarls wit- respect
to Federzcl cresir rrczrass is a very trouhlesoze pulzetary problem.
The gro<th ol lean guarantee prozrame ard the legisizzes re=oval cof
scoe Goverr—eci progra=s froc the Federal bucdger are prizary elecants
of this problex. The rezainder of this letter precents scrme of our
thoughts on the matter.

Importacce of Budeet Irforcation

The Federal budget and related documents should serve two general
FeTposces:

1. It should corpletely ard accurately disclose all FTederal
activity s0 as to ;revice a scund tasis I:r esczzlisning
the level oI rescurces thnat snould be cevco:ied to any given
purpose ir the context of the toral resource requirezents
of the Federal Goverrnment.

2. It should disclose the totality of Federal activity in such
4 way as te provice & basis for estizati=zg the imoact of
govermoent activity on the econozy as a wiole. Specifically,
the treat—ent oI rederal receipts and expenditures should
be puch that the budget surpius or cdeficit has ceaning.

In general, these two purposes are not at odds with one another.
Hewever, in the case of Feceral credit pregre=s, chey tend, in sore
circutistances to be in conflict. There is a definite need to disclose
fully all Tederal credit 2ctivities in the budget, but this should not
be accomplished at tke exrense of diluting the azalytical validity of
the costs associazed with the programs themselves and of the buaget
surplus or defici:. «

For exa-ple, the —akirg of a grznt and the guaranteeing of a

loan will bo:l have an izpzct on the allecation of resources. Thus,

both shovicd, in grinciple, e subject to the disciprline oI the budget
process. but while both scrts of activity rave sr irpact, the nature

of the irpects are sicnificantly different. The cost to the taxpayer

is likely to be narkedly different; the izpact on financial carkets

will be differentr; and the extent to which resource allocations are
“actually altered is likely to be different. Simply to count loan %% ° -
guarantees as if they were the same as gramts (ior purposes of the = = 7~
Budget) would scriously distort the meaning anc siguifxcance of the -
“budget totals. - e _ Lo
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Recommendations by the Budcet Concepts Cormicesion

“The problem of finding an appropriate way to trezt loan guarantees
has been a matrter of concern for sc—e years. The most recen: forzzl
copsideration of the budgetary treatnent of Federal credit orogracs
was by the Presicent's Co——ission on Budger Concepts in 1S¢67. The
Commission's concept of a unified bucdget was adopted in 156%; however,
some of its other recommendaticns have not been adopted.

The most significant of the Commission's recomrendations regarding
credit progre=s were:

1. A disaggregation cof direct loans from other expenditure-
receipt items In the budget for purcoses OL enalV"l': the
impact of "arpencltures surrluses aﬁd deficits on rancszes
ard exployzecr. ne presuzpricn was that direct lozans
bave difleren:, Lnyugn unknown, income rcuirtiilier elilfscts
than outrignt expenditures. Levertheless, tne Co—ission
did recoczend that the budget explicitly show airect lcans
in a "loan acccunt” of the budget. The Cozmission aisc
recognized that "highlightirg" direct lecans could cauvse the
complication of pushing more and more expenditure and direct
loan progracs inte the loan guarantee area. Althoutsh
guaranteed loans, under certain circumstances, wmight have
the same effect as direct lozns in ter—s of income genera-—
tion, the Co—ission concluded that guaranteed loans should

oot be Included in the budget at their full face value
except, perhaps, as a memorandum item. :

2. The subsidv elements of all loans {both guaranteed and
direct) should be included as expenditures in the budget.
Measurement of the subsidy element should, according to the
Commission, "reflect both the interest rate subsidy,
capitalized at the tirme the lcan is made, and the provision
of adequate allcwances for losses.”

Current Bulget Treatment of Credit Programs

Direct loans for "on-budget™ agencies are currently reflected in
the budget, but thev-are not presented in the budget as a separate
line item (they aprear with direct expenditures). For several years,
the budget documents made & distinction between loans and other
expenditures. This distinction was dropped, hovever, in the FY 1974 T

budget. &
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Adminigtrative evpenses and default losses freem on-bucdset agencies
for both direct and guiranteec loans zre incliuded in the bduget. L
in a significent derarture froo the Corzissibn's Teécor—menigticns, the
budger still Zces nct incorporate an estimzie of the subsidy elezent
of Federal credit procrazs in the buczet. Thus, there is sr:ill a
serious lack of wvisibili:cy for the trie cests of decisicms with respect
to direct and guararnteea loan progracs. Ihe i=plicstiorns azre zor=
serious regarding guarznteed loans becavse, urncer present bucget
treatment, a progras may be created and substantial contingent lizbili-
ties incurred without the cost implications being considered in the
context of the bucget process. For direct losans, the preblez is not
a8s severe because the =:zjority are still counted within the budgect
totals. Thus, tucn of zhe activity associated with the actual
authorizatios acd disbursezent of Zirect loans is subject to the budget
process.

The Probler cf Qff{-Bucdcet Activitles

Another important departure from the Com—ission's recommendations

"bhas been the developmenr or ofi-tudget agercias. Since the Co=mizsica's
report, legislation has been enacted to rezove several Feceral az:c-cies
frowm the disciplire of the overall budget process; includir:z the
Export-Izport Bark (the first of the oif-tudget agencies which —oved
back ooto the budget for FY 1977), the Postal Service, the Rural
Telephone Bank, the Rurazl Electrification and Teleprone Fund, the
Bousing for the Elderly cr Earncdicapped Fund, the Federal Firzncing
Bank, the United States Railway Association, and the Pension Benerit
Guarantee Corporation. In &ddition, an Energy Incependence Authority
with $100 billion in appropriations arnd borrowing authority hkas been

- proposed by the Presicent with of f-budget status in'the FY 1977 budget.

The existence of major Federal activities of this sort outside the
budget is a catter for serious concern. Prograzs funded in this way
"do not have to corpeste for resources within the sace decision frarcework
as 1s applied to other, pertaps ecually worthwhile projects. In
addition, the magnitucde of such "ofii-bucdget"” activities is suificiently
large to undernine the credibilicy and aralvtical usefulness oI the
unified budget ccocept. Thus, we have consisten:tly opposed the creatior
of "off-budgec” agencies except in the verv specific and liriced
circumstances recognized by the Cocmission. These conditiors were, in
effect, that the activity in question be owned and controlled by private
parties. 1In the cases noted above, these conditions do not appear to

bave been met. ,ﬁ
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The Nature-arnd Justificaticn for-Credir -Subsidies

---—__ The issves with recard to_the usefulness and measurepent of
subsidies certained in Federal crecit pregrans are nighly complex.
Understandizg these issues requires an uncerstaniing of the process
by which the zzrket firznces invesrzznt projects ard the ratiorele
for Govercz=ezt intervention in the process by means of loan guarantees

and direct loans.

In general, direct and loan guarantee prosrams are justified on
the basis thzt trere are socially worthwhile projects which the private
market eitter will not firance, or will not finance on "reascnzcple"
terms. How does the market reach a determipation regarding its cesired
rate of return? Io a given zarket s:zuzt:icn, Che cesired rate of return

is deter=irel >y (azong ot=er thiris. zne prosability of deisclt. ZSu:
the market ==y rct act per:zectly iz =llcczzimg capital. In :the Zirst
place, it ==y zisjulife the cisk and, 2o the sezond place, iz =2y rfail to

consider the socizl vaiue ol Cne prTject.

Thus, there are circurstances where the Ccvernzent should guarantee
or make loarns on a particular project at a rate that is lower than that
required by the market. First, the Covernment mignht believe :that the
market has underestizated the social returns Irom the project — 1i.e.,
there are exterzal beneiits which are unperceived by the private capital
market. Secocd, the Govern—ent is better capitalized arnd, therelore,
better able to accept risk than the individual participants in the market.

Default risks are unchanged irrespective of whether the Governcect
or the marke: uncerwrites investcent projects. And, the potential
..- cost to the Goverrzert rhat arises Irom direct or guaracteed loans 1s
roughly the capitalized value of the difference between the rate at
which the Governrenrt guarantees or rakes loans arnd the rate at which the
private sector would have underwritten the projects.

But the potential cost to society as a whole of loan prograzs may
be greater thaa the cost to Goverment. Both guaranteed and direct
loans realleccate resources in the private sector by encouraging
projects that would not otherwise be undertaken. Given the fact
that credit progra=s use up resources (whether the budget discloses
that fact or nmot) there is also e reallocation of rescurces in the
public sector or between the public and private sectors. The cost of
guaranteed loans can, for example, be expressed mot orly in tercs of

“the dollar value, but theoretically in the number of schools or highways
or factories which must be giver up.
;3£;§§_l . g : ) . ; '-_FZ?C}e.

)




PP [PNPE SRR S S-S TP P, S U P e S

Thus, it Ls very important to recognize that the costs of a lcan

—* - -~ pguarantee prograc are mot mweasured strictly by tne sudbsicy, but also -
include the private opportunity costs associazed with alterratcive
prograns. When projects are evaluated in the “udger process, they
should not be evaluated strictly on the basis of s.zsidy ccs:s
associated with a lozn guarantee or direct loam proira=z. levertheless,
the subsidy element in a credit prograz should be an izporta=mt foput
into the decision-making process.

Measurement of Credit Program Subsidies

As mentioned, at the present time, the subsidy element im Federally

guaranteed and direct loan prograns is nct inciuded as an expenditure

in the budger. =Rather, losses anc zczinistrative e€xr=20seS are inclucec
as expendirures as they occur. Tor purposes of pl-omgning and cosotrold,

it would be rcore cesiratle (as the Co—missicn reccizile., ¢ have tne
costs of these progrzrs recognized iz the bulgec ar tfe zZize tne
authority is proviced, ratner tnan at so0ze latcr tiz=e when the Congress
no longer has any choice epbout funding then. - -

Measurerent of the subsidy elecent in Federal credit progracs
presents soce conceputal problens. There are, for example, difficulties
in estirating, as one bucget figure, tne value of the subsidy to the
borrower and the cost of the subsidy to the Government. Thecoretically,
the value of the subsidy to the borrcwer would be userul for macro-
economic analysis. But the cost of the subsidy seexs more appropriare
from a resource allocation point of view.

There are additional difficulties. Estiration of the cost of
the subsidy to the governmentr involves estimatiom of the capitalized
walue of expected losses from defaulted loams. Successiul accocplisi-
ment of this procedure will depend upon our ability to overcome soce
severe problecs. For example, FEA expected losses would be Iairly easy
to measure based upon the historical cdefault experience of the pregraz
and/or data on the market clearing mortgage rate irn conveatlonal lcan
markets. Similar treatcent of progra=s such as the Lockheec ecergency
loan or the proposed Energy Independence Authority prograc= is considerably
more difficult. For these preograms, there is litrle information om
default experience and, in some cases, there is no reasonabie interest
rate at which activities of this sort could obtain Ifinaccing.

L. - “The only existing estimate of the interest rate subsidies icplicit
in Federal credit programs is contained in Special Analysis ¢ of the
Federal Budget. Based on our prelimirary work, we have some reservations

it . g B
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about the assumptions regarding interest rates and the discounting
factor ecployed in that analysis. .. _ "

We hope that our survey of Federal credit programs will result
in 2 more accurate estimate ol the subsidv element of credit ProOgrams
and help pave the way for a better treatcent of credit programs in
the budget. =~ )

Mechanisrs for Congressional Centrol

You also asked that we suggest an appropriate mechanism by which
the Congress could gain efiective control over Federal credit prograczs,
especially those involving lcan guarantees. At this stage of our
analysis, we dc nci yet have a suificient basis for reco——enazrtions
in this rezscc. Towever, it seems to us that there are several cevices
which could be used for this purpose.

Cne approach would be to count the authority to guarantee loans
as budget authority and treat it as being the sace as authcrity to rake
a grant or authority to purchase goods and services. Jdpart from the
fact that this would require acmending the Congressional Budget Act,
it Involves sericus corceptual problems. As we noted earlier, the
costs associated with guarantee prograns are not the same as those of,
B8y, & grant pregran. Treating them in identical fashion would
seriously distort the budget totals.

A second approach would be to continue the present budget treat-
ment, but recuire that lcan guerantee authority be provided orly in
specific azounts enacted by the Congress. A possible variant of this
would be to require that the use of loan guarantee authority be made
subject to approval in annual appropriation acts. As a tentative
conclusion, we believe that this approach should be explored.

A third approach would be to treat the subsidy element {not the
full amount of the guarantee) as being budget authority. Whether or
not this apprcach is practicable is not yet clear. We believe that
our review of this area will help resclve that question. If this
approach is feasible, we believe that it 1s the preferable approach
for congressional control of loan guarantee programs.

é E L
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I hope vou fird this information'helpful. We will keep your
staff apprised of the progress and results of our analysis as it
proceeds.

Sincerely yours,

SIGNED) ELMER B. STAATS

Cormptroller CGeneral
of the Unirted States

¢cc: Mr. Stazts (OCG)
Mr. Keller (OCG)
OCR
Index & Files
‘Mr. Hughes (OACG)
- Mr. Bavens (OPA)
Mr. Crcwther (CPA)
Mr. Dugan (OPA)
Mr. Sicoons (OFA)

OPA:bbd 4/28/76
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