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WHY THE REVIB? WAS MADE 

CHANGE PROPOSED IN INTEREST RATE CRITERIA 
FOR DETERMINING FINMCING COSTS OF FEDERAL 
POWER PROGRAM 
Department of the Interior 
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The costs to construct, operate, and maintain the facilities of the 
Fedora9 power program are financed by appropriations from the Federal 
Gowernment, except for the power program of the Tennessee Valley Au- 
thority. The Federal power agencies repay these costs from the rewe- 
nues obtained from the sale of power. These agencies generally have 
included, as a part of the Government's investment in power projects, 
the interest costs on construction funds during the period the power 
projects were constructed and have included, as an annual operating ex- 
pense of the projects, the interest payable on the Government's unre- 
paid investment. 

The General Accounting Office (GAO) reviewed the interest rate criteria 
used by the Federal power agencies for computing the interest costs to 
be capitalized as part of the Government's Investment in Federa power 
projects during their construction and for computing the annual lnter- 
est payable to the Treasury on the Government's unrepaid investment in 
the projects. 

The review was undertaken because, during GAO's continuing reviews of 
the Federa power agencies* it noted variations in the interest rates 
applicable to the tndividual proJects constructed by the agencies. In 
this regard, a s9gn4ficant amount of Information on interest rates and 
costs was available to GAO from its annual audits of the financial 

I 
statements of the Federal Columbia River Power System Therefore, the 
Federal Columbia Rfver Power System has been included in this report to dc7 
show that the Government's cost of financing the Federal power program 
has been s~gnihtantly understated because of the use of interest rates 
bellow the cost ot Treasury borrowing However, the matters dealt with 
in this report are not unique to the Federal Columbia River Power System 
and would be applicable to other power systems in the Corps of Engineers So/ 
and the Department of the Interior. 

FINDZiGS AND CONCLUSIONS 

GAO found that the interest rate criteria used by Federal agencies in 
determining the cost of financing the Federal power program result in 
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the use of interest rates that are not representative of the cost of 
funds borrowed by the Treasury during %he period of construction of a 
power proJec% (See p 6.) 

For example, unless legislation directed otherwise, the Bureau of Rec- 
lamation has used a 3-percent interest rate while %he Corps of Engineers 
has used an Interest rate based on the average rate of jnterest payable 
by the Treasury on obligations outstanding at the close of %he f8scal 
year precedsng the year in which the initial constructDon funds were 
requested and whdch, upon issue, had terms of 15 years or more. 

I GAO belleves that the Secretary of the Treasury should have the respon- 
slblllty of prescrrbsng annually an interest rate to be used In de%er- 
mrnlng the Interest costs to be capltallred as part of %he Government's 
Investment in power proJects. GAO belleves also that the rate pre- 
scribed should take into consideration the average market yield, during 
the year In which the Investment IS made, on the outstandIng marketable 
obllgatlons which the Secretary considers to be most represen%atlve of 
the cost to the Treasury of borrowing money to construct the power 
proJects GAO believes further that the annual Interes% payments %o 
the Treasury on the Government's unrepaid investment in a Federal power 
project should be computed on the basis of a composite of the average 
market yields used in computing the interest costs capltalszed during 
the construction of the proJect. 

GAO estimated that the interest rates used in the FCRPS, although in 
accordance with long-accepted crlterla, have resulted in understatrng 

--capltallzed interest costs during construction by about $22 mzl- 
Ijon, for those maJor proJects still under construction sn fiscal 
year 1968 (See p. 10.) and 

--interest expense for fiscal year 1968 on %he unrepaid Federal IV)- 
vestment related to the transmlsslon facilities of the Bonneville 
Power Admlnlstratlon by about $2 mllllon (See p. 10 ) 

HECO?4~NDATIONS OR SUGGESTIONS 

The flndlng, conclusions , and matters for consaderatlon by the Congress 
were submltted to the Departments of the Treasury9 Army, and Interior 
for comment 

AGSNCY ACTIONS AND UNHESOLVED ISSUES 

The Treasury Department indicated agreement with GAO's conclusion that 
the Government's costs of flnancang the power program are not realss- 
tlcally stated when such costs are developed on the basis of the aver- 
age rate of interest payable on Treasury obligations. The Treasury 
stated that It has recommended the use of current market yields on out- 
standlng Government obllgatlons of comparable maturity as the best mea- 
sure of the cost to the Government of financing an activity (See 
P 16,) 
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The Army advised GAO that the Corps* in the future, will use the new 
interest rate prescribed by the Water Resources Council to calculate 
power costs (See p. 17.) 

GAO belleves that the Corps' use of the interest rate establrshed by 
the Water Resources Cowncll to determtne Interest costs for future 
proJects will not result ln a reallstlc measure of the cost to the 
Treasury of borrowing money during the period of construction of power 
prodects. (See p. 17 ) 

The Department of the Interior expressed general disagreement with 
GAO's posttion. (See p. 18 ) However, on October 27, 1969, the Secre- 
tary of the Interfor announced an increase in the interest rates charged 
to new Federal power proJects While the change is a significant im- 
provement, GAO believes that lt has the same weaknesses as the crlterla 
adopted by the Corps, 

&UTTERS FOR COIiSIDERATIO~ BY !l!liE COiVGRESS 

Because the anterest rates used have not been representative of the fl- 
nanctng costs, the Congress may wish to consider changing the Interest 
rate cnten a to provide that 

--the interest costs to be capitalized as part of the Government's 
investment in power proJects be based on an interest rate pre- 
scribed by the Secretary of the Treasury taking into consideration 
the average market yield, during the year in which the investment 
1s made9 on the outstandtng marketable obligations which he con- 
slders to be most representative of the cost to the Treasury of 
borrowing money to construct the power proJects and 

--the interest to be paid to the Treasury annually on the Govern- 
ment"s unrepaid investment in power proJects be based on a compos- 
1 te of the average market yields used ln computing the capltallzed 
interest costs. 
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DIGEST ------ 

WHY THE REVIZW WAS MADE 

The costs to constimt, operate, and maintain the facilities of the 
Federal power program are financed by appropriations from the Federal 
Government, except for the power program of the Tennessee Valley Au- 
thority, ,The Federal power dgencies repay these costs from the reve- 
nues obtained from the sale of power. These agencies generally have 
Included, as a part of the Government's investment in power proJects, 
the Interest costs on construction funds during the period the power 
projects were constructed and have included, as an annual operat'lng ex- 
pense of the projects, the Interest payable on the Government's unre- 
paid jnvestment. 

The General Accountrng Offlee (GAO) reviewed the Interest rate erlterla 
used by the Federal power agencies for computing the interest costs to 
be capitalized as part of the Government's investment in Federal power 
projects during their constructton and for computing the annual inter- 
est payable to the Treasury on the Government's unrepaid investment an 
the projects. 

The revSew was undertaken because, during GAD's continuing reviews of 
the Federa’l power agencies, it noted variations fn the interest rates 
applicable to the Individual proJects constructed by the agenctes In 
thrs regard, a significant amount of Information on Interest rates and 
costs was available to GAO from Cts annual audtts of the financial 
statements of the Federal Columbia River Power System Therefore, the 
Federal Columb?a Rtver Power System has been included in thts report to 
show that the Government's cost of financing the Federal power program 
has been significantly understated because of the use of Interest rates 
below the cost of Treasury borrowing However, the matters dealt with 
ln this report are not unique to the Federal Columbia River Power System 
and would be applicable to other power systems ln the Corps of Engineers 
and the Department of the Interior. 

FINDINGS AND CONCLUSIONS 

GAO found that the Interest rate criteria used by Federal agencies in 
determtning the cost of financing the Federal power program result in 



the use of Interest rates that are net representative of the cost of 
funds borrowed by the Treasury during the period of construction of a 
power project. (See p 6.) 

For example9 unless legislation djrected otherwise, the Bureau of Ret= 
lamatilon has used a 3-percent interest rate while the Corps of Engineers 
has used an interest rate based on the average rate of interest payable 
by the Treasury on obllgatfons outstanding at the close of the fjscal 
year preceding the year in which the anltial constructfon funds were 
requested and which, upon issue, had terms of 15 years or more. 

GAO believes that the Secretary of the Treasury should have the respon- 
sibllPty of prescribing annually an interest rate to be used III deter- 
mlnlng the interest costs to be capltallted as part of the Gov&nment's 
Investment In power projects. GAO belleves also that the rate pre- 
scribed should take Into consxderatoon the average market yield, during 
the year in which the investment is made*, on the outstanding marketable 
obligations which the Secretary considers to be most rgpresentative of 
the cost to the Treasury of borrowing money to construct the power 
pro Jects . GAO believes further that the annual interest payments to 
the Treasury on the Government's unrepaid investment an a Federal p 
proJect should be computed on the basis of a coniposite of the average 
market yields used in computang the tnterest costs capltallzed during 
the construction' of the project. 

GAO estimated that the interest rates used '101 the FCRBS, although sn 
accordance with long-accepted cntena, have resulted III understating 

--capitalized interest costs during construction by about $22 mil- 
Ijon, for those maJor projects still under construction in fiscal 
year 1968 (fee p. 10 ) and 

--Interest expense for fiscal year 1968 on the unrepaid Federal in- 
vestment related to the transmisblon facilltles of the Bonneville 
Power Admlnlstratlon by about $2 mllllon (See p. 10.) 

RECOMVEh’DATI0N.S OR SUGGESTIOPJS 

The flndlng, conclusions 9 and matters for conslderatlon by the Congress 
were submitted to the Departments of the Treasuryp Army, and Intenor 
for comment. 

AGEKY ACTIONS AND Uh’RESOLVED ISSUES 

The Treasury Department indicated agreement with GAO's conclusion that 
the Government's costs of ftnancong the power program are not realls- 
tically stated when such costs are developed on the basis of the aver- 
age rate of interest payable on TreeWry oblight3ons. The Treasury 
stated lhat it has recomm?%Med Ux t&e of current marl&t yields on out- 
standing Government obllgattons of cmparable maturfty as the best mea- 
sure of the cost to the Government of flnanclng an activity (Set2 
P 16) 
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The Army advised GAO that the Corps, in the future, will use the new 
interest rate prescribed by the Water Resources Counctl to calculate 
power costs (See p. 17.) 

GAO believes that the Corps' use of the Interest rate establlshed by 
the Water Resources Council to determm interest costs for future 
proJects ~111 not result in a real1stlc measure of the cost to the 
Treasury of borrowing money during the period of construction of power 
proJects. (See p. it ) 

The ilepartment of the Interior expressed general disagreement with 
GAO's posltdon, (See p* 18.) However, on October 27, 1969, the Secre- 
tary of the Interior announced an increase in the Interest rates charged 
to new Federal power projects. While the change IS a slgnlficant im- 
provement, GAO believes that it has the same weaknesses as the crl terra 
adopted by the Corps, 

MATTERS FOR CONSIDERATION BY THE CQNGRESS 

Because the interest rates used have not been representative of the fl- 
nancing costs, the Congress may wish to consider changing the Interest 
rate crlterla to provide that 

--the interest costs to be capitalized as part of the Government's 
investment In power proJects be based on an interest rate pre- 
scribed by the Secretary of the Treasury taking into conslderatlon 
the average market yield, durtng the year in which the investment 
is made, on the outstanding marketable QbTigatlons which he con- 
slders to be most representative of the cost to the Treasury of 
borrowing money to construct the power proJects and 

--the interest to be pald to the Treasury annually on the Govern- 
ment's unrepaid investment in power proJects be based on a compos- 
ite of the average market yields used in computing the capltallzed 
anterest costs. 



INTRODUCTION 

The General Accounting Offlce has made a review of the 
Interest rate crlterla used by the Federal power agencies 
rn determlnlng the interest costs of the Federal power pro- 
gram In this report, the term "Federal power plgogram" LS 
used to describe the electric power operations of the Fed- 
eral Government However, due to the manneT in which the 
Tennessee Valley Authority (TVA) finances its power pro- 
gram p as described below, the term, for purposes of this 
report, excludes TVA The scope of our review 1s described 
on page 21 

The generating capacity of the Federal power program 
1s produced by the Corps of Engineers, Department of the 
&my 9 and the Bureau of Reclamation, Department of the In- 
terror, at multlpurpose water resource proJects throughout 
the United States and by TVA at multipurpose water resource 
proJects and steam-generating plants In the Tennessee Val- 
ley Region The power generated at these proJecQ 1s sold 
either by TVA or by the power-marketing agencies of the De- 
partment of the Interlor-- the Alaska Power Admlnlstratlon, 
the Bureau of Reclamation, the Bonneville Power Admlnlstra- 
tlon (BPA), the Southeastern Power Admlnlstratlon, and the 
Southwestern Power Admlnlstratlon 

Except for the power program of TVA, the costs to con- 
struct, operate, and maintain the facllltles of the Federal 
power program are financed by approprlatlons from the Fed- 
eral Government The Federal power agencies repay these 
costs from the revenues obtained from the sale of power 
Since fiscal year 1961, the TVA power program has been fr- 
nanced by Its power revenues and by the sale of Its bonds 
and notes At Its bond sale of June 3, 1969, TVA accepted 
a net annual interest cost of about 8 percent 

The cost of financing the Federal power program 1s a 
slgnlflcant portion of the total cost of the program. Fed- 
eral power agencies have generally Included, as a part of 
the Government's investment In power proJects, the Interest 
costs during the period the power proJects were constructed 
and have Included, as an annual operating expense, the In- 
terest payable on the Government's unrepaid investment 
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Because of the slgniflcant amount of lnformatron ob- 
tanned during our annual audits of the flnanclal statements 
of the Federal Columbia River Power System (FCRPS) II-I the 
Paclflc Northwest, that System IS used In this report to 
illustrate the need for a change In the interest rate crlte- 
rra. However, the matters dealt wrth In this report are 
not unaque to the FCRPS and would be applicable to other 
power systems In the Corps of Engineers and the Department 
of the Interior, such as the Mlssourl River Basin and the 
Colorado River Storage ProJect 

The FCRPS 1s composed of the electric generation facll- 
ltles of the Corps and the Bureau and the transmlsslon fa- 
cllltres of BPA, which IS the marketing agency for FCRPS 
At June 30, 1968, the accumulated interest costs included 
as a part of the Government's investment In the FCRPS to- 
taled about $640 mllllon, or about 16 percent of the total 
Investment of about $3,935 mllllon For fiscal year 1968, 
the net interest expense on the unrepaid Government lnvest- 
ment In FCRPS was approximately $38 mlllion, or about 38 
percent of the total operating cost for the year. 

The prlnclpal management offlclals responsible for the 
actlvrtles discussed In this report are listed In appendix 
IV 



NEED FOR CHANGE IN INTERES?. RATE 

CRITERIA FOR DETERMINING FINANCING 

COSTS OF FEDERAL POWER PROGRAM 

On the basis of our review, we belleve that the Inter- 
est rate crlterla used by Federal agencies In determlnlng 
the cost of financing the Federal power program should be 
changed because the appllcatlon of these criteria results 
In the use of interest rates that are not representative of 
the cost of funds borrowed by the Treasury during the 
period of construction of a power proJect. 

INTEREST RATE CRITERIA ADOPTED 
BY THE FEDERAL POWER AGENCIES 

Bureau of Reclamation 

Unless leglslatlon authorlzlng a power program has dl- 
rected otherwise, the Bureau of Reclamation since 1956 has 
used a 3-percent Interest rate for computing the interest 
costs to be capltallzed as part of the Government's lnvest- 
ment In FCRPS proJects during their construction and for 
computing the annual interest payable to the Treasury on 
the unrepaid investment In the proJects. The BureauDs use 
of a 3-percent rate 1s based upon Its lnterpretatlon of 
section 9 of the Reclamation ProJects Act of 1939 (43 U S C 
485) Section 9(c) of the act states In part that 

"Any sale of electric power *** made by the 
Secretary [of the Interlor] *** shall be for such 
periods, not to exceed forty years, and at such 
rates as in his Judgment will produce power reve- 
nues at least sufficient to cover an appropriate 
share of the annual operation and maintenance 
cost, interest on an appropriate share of the con- 
struction investment at not less than three percen- 
turn per annum, and such other flxed charges as the 
Secretary deems proper " 

Under this act, the Bureau established a 3-percent In- 
terest rate for the following proJects of FCRPS 
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Boise 
Mrnidoka 
Columbia Basin (Grand Coulee Dam) 
Hungry Horse 
Palisades 
Yakima-Roza Division 

Legislation authorizing the Bureau to construct cer- 
tain other FCRPS prolects contains a formula for determln- 
ing the interest rate for computing the interest costs to 
be capitalized as part of the Government's investment in 
the proJects and the interest to be paid annually to the 
Treasury on the unrepaid investment in the proJects The 
application of the formula resulted rn an interest rate of 
2-l/2 percent for the Yakama-Kennewlck Division power proJ- 
ect and an interest rate of 3-l/8 percent for the Grand 
Coulee third power plant. 

Corps and other power marketing; agencies 

The Corps and the other power marketing agencies ofthe 
Department of the Interior have adopted the interest rate 
formula set forth in Senate Document 97, Eighty-seventh Con- 
gress, for computing the interest costs to be capitalized 
as part of the Government's investment in power proJects 
during construction and the interest to be paid annually to 
the Treasury on the unrepaid investment in the proJects. 
The formula provides that the interest rate be based on the 
average rate of interest payable by the Treasury on obliga- 
tions outstanding at the end of the fiscal year preceding 
the year in which the computation is made and which, upon 
issue, had terms of 15 years or more. 

It should be noted, however, that Senate Document 97 
states that the interest rate formula was established for 
the purpose of formulation of comprehensive plans and pro-J- 
ect plans and should not be construed as establishing the 
rate of interest to be used for repayment purposes 

At the time the initial construction funds are re- 
quested for a progect, the Corps establishes an average 
rate of interest based on the formula set forth in Senate 
Document 97. This average rate 1s used for determining the 
financing costs during the entire period of construction 
For example, on the Lower Snake River, where proJects have 



been authorized as units of a navigation system, the same 
Interest rate has been applied to all units In the group 
regardless of when construction started The 2-l/2-percent 
rate lnltlally established for the frrst unit--the Ice Har- 
bor ProJect --has also been used for computing interest 
costs for the Little Goose, Lower Granite, and Lower Monu- 
mental proJects which are presently under construction 



UNDERSTATEMENT OF FCRPS INTEREST COSTS 

In recent years, the Interest costs capltallzed as part 
of the Government's Investment In the FCRPS proJects during 
their constructzon period have been slgnlflcantly under- 
stated because they have been determined on the basis of In- 
terest rates which, although established In accordance with 
long accepted interest criteria, do not represent the cost 
of funds borrowed by the Treasury during the period of con- 
structlon of the proJects 

The interest costs capltallzed as part of the Govern- 
ment's investment in the most recent FCRPS construction 
proJects (the Corps' John Day Dam and the Lower Monumental 
Dam and that part of BPA's transmlsslon facllltles that was 
constructed since 1964) were computed on the basis of the 
average rate of interest paid on all long-term Treasury 
marketable obllgatlons --those which had terms to maturity 
of 15 years or more at the time of issue--which were out- 
standing at the end of the fiscal year preceding the year 
In which the lnltlal construction funds were requested 

Therefore, the average interest rates used In capital- 
lzlng interest costs during the construction period of these 
proJects Include interest rates for some obllgatlons that 
had been issued 15 years or more before the proJects were 
started. In this regard, Treasury Department offlclals In- 
formed us that market condltlons and the congressional llm- 
ltatlon of a 4-l/4-percent interest rate on bonds has pre- 
cluded the issuance, In recent years, of securltles with 
maturltles of more than 7 years. 

The use of an average interest rate on long-term Trea- 
sury oblrgatlons outstanding at the time lnltral construc- 
tion funds were requested for these proJects, for computing 
the Interest costs to be capltallzed as part of the Govern- 
ment's investment In the proJects, did not represent the 
cost of Treasury borrowing during the period of construc- 
tion. For example, when construction of the John Day Dam 
was started In 1958, the Corps used an interest rate of 
2-l/2 percent as contrasted to the then average market 
yield of 3-l/4 percent on Treasury securltles which had 
comparable maturities. 
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The average market yield for use In 1968 on obllga- 
trons with comparable maturltles was 4-5/8 percent Thus, 
It 1s evident that the lncluslon of Interest costs as a 
part of the Government's investment In the John Day Dam, 
during the construction period of 1958 through 1968, on the 
basis of an interest rate of Z-l/Z percent, has resulted in 
an understatement in the Government's cost of that proJect 
and ln an understatement of the annual interest payable to 
the Treasury on the unrepaid investment At June 30, 1968, 
the John Day Dam was still under constructron 

Had the interest costs during each year of the period 
of construction of these facllrtles been capltallzed on the 
basis of the average market yield on long-term Treasury ob- 
llgatlons outstanding In each of those years rather than on 
the basis of the average interest rate on long-term Treasury 
obllgatlons outstandlng at the time the proJects were 
started, the Government's investment in the proJects would 
have been about $22 mllllon more than the amount that was 
capltallzed, as shown below. 

Capltallzed interest cost 
through fiscal year 1968 

John Day Dam 
(since 1958) 

Lower Monumental 
Dam (since 1961) 

BPA transmlsslon 
facilities 
(since 1964) 

Total 

As computed 
by agency 

using average 
interest rate 

$26,200,000 

9,100,000 

9,200,000 

$44,500.000 

As computed 
by GAO using 

average 
market yreld Increase 

$39,400,000 $13,200,000 

13,700,000 4,600,OOO 

13,100,000 3,900,000 

$66,200,000 $21,700,000 

Also, the computation of the annual Interest payments 
on the Government's unrepaid Investment In the proJects on 
the basis of a composite of the average market yields during 
the period of constructron would have resulted rn slgnlfr- 
cant Increases In the payments For example, If the 
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Interest payments In fiscal year 1968 for BPA had been com- 
puted on that basis, we estimate that the Interest payments 
to the Treasury would have been increased by about $2 mll- 
lion 
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CONSIDERATION GIVEN TO CHANGING 
INTEREST RATE CRITERIA 

Bureau of the Budget (BOB) Circular No. A-47, dated 
December 1952, set forth the procedures to be used by the 
Executive Offlce of the President for economic evaluation 
of water resource proJects proposed for constructron. The 
circular provided, In regard to estimating reimbursements 
for proJects with an expected economic life of longer than 
15 years, that interest was to be comp&ted at the average 
Interest rate on Interest-bearing marketable obllgatlons of 
the Unlted States outstandlng at the end of the preceding 
fiscal year, which upon issuance had terms to maturity of 
15 years or more. 

In March 1955, the House Committee on Interior and In- 
sular Affairs held hearings on BOB Circular No. A-47, dur- 
lng which a draft of a proposed amendment to the circular 
was discussed. The proposed amendment would have required 
the interest rate to be determined by the average annual 
yield to maturity of long-term Treasury obllgatlons, on the 
basis of the dally closing market bid quotatrons during the 
month of June preceding the fiscal year In which construc- 
tlon of a proposed proJect begins. However, this proposed 
revlslon to the circular was not adopted and the crlterla 
provldlng for the use of the average interest rate on Trea- 
sury obllgatlons with orlglnal maturities of 15 years or 
more remained In effect. 

Since 1955, some conslderatlon has been given to the 
use of the market yield rate In determining the cost of fl- 
nancing water resource proJects. For example, rn the Colo- 
rado River Storage ProJect Act (70 Stat. 1051, the Congress 
included an interest rate provlslon ldentlcal to the pro- 
posed but unadopted revlslon to BOB Circular No. A-47 re- 
qurrlng the use of a current average market yield to matu- 
rity on long-term Treasury obllgatlons for proJects autho- 
rized under the act 

This market yield formula remained In effect for the 
proJects authorized by the Colorado River Storage ProJect 
Act until 1960 when the act was amended by the Norman ProJ- 
ect Act (43 U.S.C. 620d) which required the use of an in- 
terest rate for these proJects based on the average 
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Interest rate on Treasury oblrgatlons with orrginal maturi- a: 
ties of 15 years or more. In a letter dated February 15, 
1960, to the House Commrttee on Interior and Insular Af- 
fairs, the Under Secretary of the Treasury, in opposing the 
amendment, stated 

a 
6 rtThe Treasury has consistently supported an 

interest rate policy for the deter&nation of in- t 
terest rates for Federal programs which takes into 

\ 

account the cost to the Treasury to borrow money In 
the current market as reflected by prevalllng mar- 
ket yields on Government obllgatrons with maturr- 
ties comparable to those of the particular pro- 
gram." 

In Its report on this amendment, the House Committee on 
Interior and Insular Affairs stated that it had adopted the 
interest rate criteria, as contained in the Norman ProJect 
Act, in an effort for consistency and for treating all prop- 
ects fairly and alike. The Commrttee concluded that, since 
the criterion provldrng for the use of the average interest 
rate on outstanding long-term Treasury obllgatlons had been 
approved by the Congress in connection with water resource 
proJects and was the latest expression of the Congress on 
this matter, It should be adopted for indrvrdual prolects 
thereafter inrtlated. 

In 1959, the TVA Act (16 U S.C 831n-4) was amended to 
require TVA to pay into the Treasury from power proceeds a 
return on the net appropriation investment. The amount of 
the return payable during each fiscal year is based on the 
approprratlon investment as of the beginning of that fiscal 
year and on the computed average interest rate payable by 
the Treasury on its total marketable public obllgatlons as 
of the same date. 

In May 1962, the Secretaries of the Army, the Interior, 
Agriculture, and Health, Education, and Welfare transmitted 
to the President a new statement of policy and standards 
for evaluation of plans for the development of water and 
land resources. This statement, which was printed as Sen- 
ate Document 97, dated May 29, 1962, sets forth a criterion 
for determining interest rates to be used in plan 

13 



formulation and evaluation for drscountlng future benefits 
and computing cysts, which 1s essentially the same as the 
crlterlon that had been contalned In BOB Circular No. A-47. 
(See p. 12) 

In 1967 and 1968, the Subcommittee on Economy in Gov- 
ernment, Joint Economrc Committee, held hearings on the InA 
terest rate guldellnes which executive agencies were fol- 
lowing In evaluating the feaslblllty of proposed Federal 
projects. Although not directly related to proJect costs 
or repayments, these hearings are pertinent since the In- 
terest rates used for economic evaluation of proposed proJ- 
ects have been applied In many cases In determlnlng the In- 
terest costs of the proJect when constructed. In reference 
to the economic evaluation of proposed proJects, a number of 
witnesses testlfred that the market yield on Treasury obli- 
gations 1s the true measure of the cost of Treasury borrow- 
ings rather than the interest rate crlterra as contained in 
Senate Document 97. 

The Water Resources Council was establlshed by the Wa- 
ter Resources Planning Act of 1965 (79 Stat.. 244). The 
Counc11's responslblllty under the act includes the estab- 
llshment of prlnclples, standards, and procedures for the 
formulation and evaluatron of Federal water and related 
land resources proJects. Under the authority of the 1965 
act, the Water Resources Council on December 24, 1968, wsth 
the approval of the President, amended the interest rate 
criteria, as contained in Senate Document 97. The Counc~l~s 
amendment provided that the rnterest rate criteria to be 
used rn plan formulatron and evaluation for dlscountlng fu- 
ture benefits and costs to a common trme basis be based 
upon the average yield during the preceding fiscal year on 
interest-bearing marketable securltles of the United States 
which, at the time the computation 1s made, have terms of 
15 or more years remaining to maturity. 

The Council stated that the interest rate should not be 
raised or lowered more than one quarter of 1 percent for any 
year to give assurance that the rate would not be affected 
by lnflatlonary or deflationary expectations In the bond 
market. To meet the need for a deflated interest rate, the 
Council established a new rate of 4-5/8 percent for the 
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remainder of fiscal year 1969. This Interest rate was 
based on the average of bid prices on outstanding Treasury 
obllgatlons for fiscal year 1967, even though the average 
market yield for use In fiscal year 1969 was 5-l/8 percent. 

Leglslatlon has been introduced In the Ninety-first 
Congress, first session, to establish a uniform Federal 
policy for repayment of costs of Federal electric power 
projects and to provide the Secretary of the Interior with 
authority to carry out this policy This proposed leglsla- 
tlon stated rn part. 

"The interest rate used for computing the In- 
terest during constructron and interest on the un- 
repaid balance of the Federal cost shall be deter- 
mined by the Secretary of the Treasury as of the 
beginning of the fiscal year In which construc- 
tion of the power facllltles was, or is, as the 
case may be, lnltlated, on the basis of the com- 
puted average yield of outstanding marketable 
public debt obllgatlons of the United States 
whsch were, or are, as the case may be, neither 
due nor callable for redemption for fifteen years 
from date of lssue.'r 

Leglslatlon to authorize the construction, operation, 
and maintenance of the Touchet Dlvlslon, Walla Walla Pro-J- 
ect, Oregon-Washington, has been introduced In the Nlnety- 
first Congress, first session, Under this leglslatlon, the 
Interest rate would be based on the computed average inter- 
est rate payable by the Treasury on Its outstandlng market- 
able public obllgatlons which are neither due nor callable 
for redemption for 15 years from data of issue This In- 
terest rate formula would be the same as that contasned In 
Senate Document 97. 



CONCLUSIONS 

In our oplnlono the costs of flnanclng the Federal 
power program have been slgnlflcantly understated because 
the Interest rates used In computing the Interest costs 
caprtallzed as part of the Government's investment in the 
program did not represent the cost of funds borrowed by the 
Treasury during the construction of the various power pro-J- 
ects, We believe that the most appropriate measure of the 
flnanclng costs associated with the construction of power 
prolects 1s the average market yield on long-term Treasury 
obllgatlons with maturltles comparable to the period In 
which the Government's investment In the proJect 1s to be 
repaid. However, the celling on interest rates has resulted 
In the Treasury?s marketing securltles, In recent years, 
with maturltles of 7 years or less. 

Therefore, we belleve that the Secretary of the Trea- 
sury should have the responslblllty of prescrlblng annually, 
an interest rate to be used In determining the interest 
costs to be capltallzed as part of the Government's lnvest- 
ment xi power proJects. We belleve also that the rate pre- 
scribed should take into conslderatlon the average market 
yield, during the year 1n whxh the investment 1s made, on 
the outstandlng mark-" c=Lable obllgatlons which he considers to 
be most representative of the cost to the Treasury of bor- 
rowing money to construct the power proJects. 

We believe further that the annual interest payments to 
the Treasury on the Government's unrepaid investment In a 
Federal power project should be computed on the basis of a 
composite of the average market yields used In computing the 
interest costs capltallzed during the construction of the 
proJect. 

AGENCY COMMENTS AND OUR EVALUATION 

In commenting on our draft report, the Under Secretary 
of the Treasury for Monetary Affairs m his letter to us 
dated February 25, 1969 (see app. I>, stated In part, that 

"As a matter of long-standlng policy, and the 
proposed report quotes a 1960 Treasury letter on 
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this point, the Department has recommended the 
use of current market yields on outstandIng 
Government obllgatlons of comparable maturity 
as the best measure of the cost to the Govern- 
ment of flnancrng an activity. The essence of 
the argument 1s that, while the Treasury does 
not enter the market to borrow a speclfx amount 
for a speclfx period In order to finance an In- 
vestment of an equal amount for the same period, 
1-t 1s compelled to have a comparably greater 
amount of debt outstanding over the period, and 
the most appropriate measure of the alternative 
cost involved 1s the current market cost of bor- 
rowing for comparable maturltles." 

By letter dated Aprrl 1, 1969, the Special Assistant 
(Clvll F'unctlons) for the Department of the Army (see 
app. II), advised us that the Corps will use the new Inter- 
est rate prescribed by the Water Resources Council In cal- 
culating power costs. 

The Interest rate prescribed by the Water Resources 
Council 1s required to be used by the Federal power agencies 
for plan formulation and dxscountlng future costs and bene- 
fits. In our oplnlon, however, the use of that interest 
rate by the Corps In determlnlng interest costs during the 
period of construction of its power proJects does not pro- 
vide for a proper recognltlon of the cost to the Treasury of 
borrowing money. 

As stated on page 14, the Council, Instead of estab- 
lxshlng the current market yreld as the rate for the remaln- 
der of fiscal year 1969, computed a rate of 4-5/8 percent on 
the basis of the fiscal year 1967 average of bid prices on 
Treasury obllgatlons, even though the average market yield 
for use In fiscal year 1969 was 5-l/8 percent. Under the 
Council's method the rate of interest for subsequent years 
would not be changed more than one quarter of 1 percent from 
the rate used during the previous year. 

In addition, the Water Resources Councllused the av- 
erage dally bid prices on outstandlng Treasury obllgatlons 
which at the time of the computation had maturltles of 15 or 
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more years Because of market condltlons and the 4-1/4- 
percent Interest cerllng Imposed by the Congress on long- 
term borrowings, the Treasury has been unable, In recent 
years, to Issue any securltles which have maturrtles of 
more than 7 years. (See pm 9.) Therefore, only a llm- 
lted number of Treasury obllgatlons ~111 meet the Councllts 
standard on maturltles. Thus, not only has the Council re- 
strlcted the size of Its universe for determlnlng the In- 
terest rate but It appears that the Council does not have 
an alternatlve If the Treasury cannot change Its borrowing 
practices. 

By letter dated September 11, 1969 (see app III), the 
Dlrector of Survey and Review, Department of the Interior, 
In commenting on our draft report, stated that* 

"Ihe conclusion of the report 1s that the Inter- 
est costs of the Federal power program have been 
understated In recent years due to use of special 
rates set In leglslatlon or the coupon rate. We 
cannot agree with that premise because the Inter- 
est policy has been establlshed In the context of 
other conslderatlons, and we belleve that, to the 
extent intended by Congress, total program costs 
are recovered." 

The Director did not specify the other conslderatlons that 
were Involved in establlshlng the interest policy. 

The Director stated also 

tt*** that the crlterla used to measure interest 
cost currently are not comparable to the costs 
being incurred by the Treasury for like obllga- 
tlons because Treasury suspended the practice 
of lssulng long term bonds in 1963." 

We pointed out in our draft report that the lnablllty 
of the Treasury to issue long-term obllgatlons was only one 
of the problems involved in using the crlterlon In Senate 

-Document 97 to determlne the cost of flnanclng the Federal 
power program. 
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On October 27, 1969, subsequent to recelvlng the De- 
partment's comments on our draft report, the Secretary an- 
nounced that a determlnatlon had been made to charge new 
Federal power proJects Interest rates which will better re- 
flect the cost of money to the Government. He stated that 
a Secretarlal Order would be issued calling for a 4-7/8 per- 
cent interest rate in fiscal year 1970 for payout purposes 
on new Federal electric power projects. This rate ~111 be 
based on the average yields on long-term Unlted States ob- 
ligations and will be ad-justed by not more than one half of 
1 percent each July 1 to reflect more closely the cost of 
money. 

While we belleve that the change announced by the Sec- 
retary 1s a slgnlflcant Improvement, It 1s slmllar to, and 
has the same weaknesses as the Interest rate crlterla pre- 
scribed by the Water Resources Council and adopted by the 
Corps for determlnlng interest costs during the period of 
construction (see p* 17). 

As stated earlier -Ln this report, we belleve that the 
best measure of the cost to the Government of flnanclng an 
activity 1s the current market yreld on outstandlng Govern- 
ment obllgatlons of comparable maturity. Since the market 
yield 1s not being used to determlne the flnanclng cost of 
the Federal power program, the flnanclng cost of the program 
1s not representative, In our oplnlon, of the cost of funds 
borrowed by the Treasury during the period of construction 
of the various power projects. 

Also, we are not questlonlng whether interest costs on 
existing proJects are being recovered as intended by the 
Congress* Such prolects are discussed In this report for 
the purpose of showing the slgnlflcant understatement of 
the cost of the power program in order that the Congress 
may consider changing the Interest rate crlterla for applr- 
cation to future prolects. 

MATTERS FOR CONSIDERATION BY THE CONGRESS 

Because the interest rates used In computing the in- 
terest costs capltallzed as part of the Government's in- 
vestment in Federal power projects and the interest to be 
paid to the Treasury annually on the Government's unrepaid 
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investment In the proJects have not been representative of 
the flnanclng costs, the Congress may wish to consider 
changing the Interest rate crlterla to provide that 

--The Interest costs to be capltallzed as part of the 
Government's investment In power proJects be based 
on an Interest rate prescribed by the Secretary of 
the Treasury taking into conslderatlon the average 
market yield, during the year in which the lnvest- 
ment 1s made, on the outstandlng marketable obllga- 
tlons which he considers to be most representative 
of the cost to the Treasury of borrowing money to 
construct the power prolects. 

--The Interest to be paid to the Treasury annually on 
the Government's unrepaid investment In power pro-J- 
ects be based on a composite of the average market 
yields used In computing the interest costs capltal- 
lzed during the construction of the proJects. 
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SCOPE OF REVIEW 

We reviewed pertinent leglslatlon and congressional 
hearings, agency procedures and regulations, and flnanclal 
records considered necessary to evaluate the reasonableness 
and propriety of the Interest rate crlterla used for deter- 
mining the cost of financing the Federal power program. 
Our review was made prlmarlly at the Washlngton, D.Ce9 
headquarters offlce of the Bureau of Reclamation, the Corps 
of Engineers, North Paclflc D1vlslon, and the BPA offices 
located In Portland, Oregon. 

In examlnlng into the effect of the interest rate crl- 
terra used by the Federal power agencies In determining the 
interest costs of the Federal power program, we selected 
the Federal Columbia River Power System for detailed review 
because of the slgnlflcant amount of lnformatlon obtained 
during our annual audits of that System. 
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THE UNDER SECRETARY OF THE TREASURY 
FOR MONETARY AFFAIRS 

WASHINGTON 25 D C 

Pebruary 25, 1969 

Dear Mr Neuwlrth 

On behalf of Secretary Kennedy, I am replyxng to your letter of 
January 22 requesting comments on your proposed report to the Congress, 
"Need for Change In Interest Rate Crlterxa for DetermInIng Flnanclng 
Costs of Federal Power Program )1 

The proposed report concludes that the Government's costs of 
fxnanczng Federal power programs have been slgnlfxantly understated 
because of the use of Interest rates below the cost of Treasury 
borrowmg. The report recommends that conslderatxon be given to 
requxxng that the cost of fxnanclng Federal power programs be based 
on prevallxng market yields on Government oblzgatlons used to obtazn 
funds to construct power facllxtles, and that the speclfxc types of 
obllgatlons and methods to be used xn deterrmnlng the z.nterest rate 
to be used each fiscal year In compliance with thzs requirement should 
be left to the dxscretxon of the Secretary of the Treasury. 

As a matter of long-standlng polxy, and the proposed report 
quotes a 1960 Treasury letter on this pomt, the Department has 
recommended the use of Current market yields on outstanding Govern- 
ment obllgatlons of comparable maturrty as the best measure of the 
cost to the Government of fxnanclng an actlvlty The essence of the 
argument 1s that, while the Treasury does not enter the market to 
borrow a speclfx amount for a specxfrc period m order to finance 
an investment of an equal amount for the same period, It LS compelled 
to have a comparably greater amount of debt outstandxng over the 
perxod, and the most appropriate measure of the alternatslve cost 
Involved 1s the current market cost of borrowxng for comparable 
maturltxes. This "market yield" formula was xncorporated In Bureau 
of the Budget Circular No. A-70, February 1, 1965, whxh prescribes 
mterest rate formulas for use 1n legaslatlve proposals to create or 
expand Government loan programs. The market yield formula 1s also 
the basxs for the Interest rate formula, referred to In the proposed 
report, adopted by the Water Resources Council. on December 24, 1968 
for use 1n proJect evaluation 

The market yield formula provides a current measure of the rmnlmum 
cost of money In the economy, since Treasury borrowing rates are lower 
than private rates, and thus serves as a measure of the rmnlmum 
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opportunity cost of public or private investments We would draw 
your attention, m this regard, to the Hearings held by the Joint 
Economic CommIttee m 1967 and 1968 

[See GAO note 1 

As a practical matter there 1s very little difference between 
the average of coupon rates on Treasury obllgatlons and the average 
of the effective rates pald by Treasury on these obllgatlons Because 
the coupon or normnal rates on Treasury securltles are expressed m 
multiples of one-erghth of one percent, these securltles are often 
Issued by the Treasury at slight premiums or discounts m order to 
price the issue more precisely m the market. Thus the effective 
rate or yield on a new Treasury Issue may differ somewhat from the 
stated coupon, but generally by an amount considerably less than 
one-eighth of one percent. For example, on January 29, 1969 the 
Treasury offered a U-month note with a coupon of 6-3/8 percent at 
a price of 99 95 which produced an effective rate paid by Treasury 
(or yield to the Investor) of 6 42 percent, and a 7-year note with 
a coupon of 6-l/4 percent at a price of 99 75 to yield 6 29 percent 

Such differences between coupon rates and the effective rates 
paid by Treasury are lnslgnlflcant compared to the dzfference between 
the 3 25 percent rate now In use for many Federal power proJects and 
the rates m excess of 6 percent now pald by the Treasury on new 
Issues In fact, the 3 25 percent rate was computed on the basis of 
effective rates, rather than coupon rates, m accordance with the 
formula m Senate Document No 97 which prescribes the use of "the 
average rate of interest payable" on Treasury obllgatlons. 

The discrepancy between the rate based on the formula m Senate 
Document No 97 and Treasury's current borrowing costs 1s due almost 
entirely to the fact, which 1s dlscussed m the draft report, that 
the formula requires the averaging of rates pald by Treasury on 
obllgatlons which were Issued years ago when market rates were much 
lower than they are today. 

GAO note Deleted comments relate to matters whxh were 
presented m the draft report but which have 
been revrsed m the fmal report 
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The report does not dlstlnguzsh between effective rates pald by 
Treasury and market yields on outstandlng Treasury obllgatlons. For 
example, as of January 31, 1969, the effective rate pald by Treasury 
on all outstandmg marketable obllgatlons was 4 988 percent, but the 
average of market yields on those obllgatlons was 6 189 percent, and, 
as lndlcated above, the Treasury was required to pay rates m excess 
of 6-l/4 percent on Its new note issues offered on January 29 The 
new Issue rate, which 1s what Treasury actually pays, 1s generally 
slightly higher than market yields on comparable maturltles, which 
are the rates at which Treasury securltles are bought and sold by 
private Investors 1n the market. 

While we have not attempted to revise your draft to reflect 
the conslderatlons discussed above, our staff has made a number of 
corrections and technlcal suggestions on the attached copy If you 
have any questions please contact Mr. Edward P Snyder, Dlrector of 
the Offlce of Debt Analysis, Code 184, Extension 2026 

As you requested, we are retumlng all three copies of your 
draft report 

SIncerely yours, 

Paul A. Volcker 

Mr. Max A Neuwlrth 
Associate Dlrector 
Clvzl Dlvlslon 
United States General 

Accountzng Offlce 
Washmgton, D C. 20548 

Enclosures 3 
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DEPARTMENT OF THE ARMY 
WASHINGTON DC PO.310 

1 APR 1969 

Mr. Allen R. Voss 
Assrstant Director 
Unlted States General Accounting Offlce 
Washlngton, D. C. 20548 

Dear Mr. Voss 

The Secretary of Defense and Secretary of the Army have asked that I 
reply to your letter, dated 21 January 1969, forwardlng copies of a 
draft report to the Congress pertaining to Interest rate crlterla 
for determlnlng flnanclng costs of the Federal power program (OSD 2888) 

As your proposed report points out, the interest rates used by the 
Corps of Engineers In project evaluations have been In accordance 
with coupon formulas prescribed by admmlstratlve and leglslatlve 
authority The power generated at Corps of Engineers proJects 1s 
marketed by marketing agencies of the Department of the Interior. 
These agencies have consistently used the same fates rn their repay- 
ment analysis as used by the Corps of Engineers In proJect evaluations 
The report also notes that on several occasions pertalnlng to repayment 
of reimbursable functions the Congress has chosen to retain the coupon 
interest formula In preference to a yield formula 

The proposed report notes that coupon and yreld rates on long term 
Federal borrowing are no longer approximately the same and suggests 
that the Congress should consider requlrlng the use of yield rates in 
determlnlng power repayment requirements While I am not famlllar with 
the admlnlstratlve pollcles and speclflc laws applying to other 
agencies, the Corps will use the new rate prescribed by the Water 
Resources Council En calculating power costs. This will be slmllar 
to the formula suggested m the draft report. 

There appears to be one slgnlflcant difference, however, in determlnlng 
interest rates for proJects with long construction periods such as the 
John Day and The Dalles proJects. As I understand the formula in your 
report, you consider It more appropriate to use a rate representlng an 
average yield rate over the period of time these pro-jects are under 
construction, The Corps of Engineers, however, uses the yield rate 
which was used In the presentations to Congress for lnltlal approprl- 
atlon of construction funds. This procedure has been followed In the 
past throughout the Corps of Engineers program and has been tacztly 
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Mr. Allen R. Voss 

accepted by the Congress The procedure 1s consldered proper since 
it represents condltlons at the time commitments must be made It 
would be dlfflcult to make agreements for power purchases on an 
undetermined future cost based on the average yreld rate during the 
construction period. 

The opportunxty to review the draft report 1s appreciated. It 1s 
requested that 10 copxes of the report as finally prepared be 
furnlshed the Office, Chief of Engxneers 

Sincerely yours, 

Robert E. JoWlan, III 
Spec-Lal Asslstant (Clvll Functions) 
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UNITED STATES 
DEPARTMENT OF THE INTERIOR 

OFFICE OF THE SECRETARY 

WASHINGTON D C 20240 

SEP 11 1969 
Mr Allen R Voss 
Associate DIrector, Clvll Dlvlslon 
General Accounting Office 
Washlngton, D C 20548 

Dear Mr Voss 

The Department has revlewed the draft report titled "Need for Change 
ln Interest Rate Crlterla for Determlnlng Flnanclng Costs of Federal 
Power Program, Department of the Army, Department of the Interior " 

The proposed report recognizes that the Interest rates applied In the 
repayment of the Federal power program have conformed to applicable 
laws Hence, the recommendation 1s presented as a matter for conslder- 
atlon of Congress rather than as a recommendation to the Executive 
Departments responsible for conducting the Federal power program 

The conclusion of the report 1s that the Interest costs of the Federal 
power program have been understated In recent years due to use of 
speclflc rates set In leglslatlon or the coupon rate We cannot agree 
with that premise because the Interest policy has been establlshed In 
the context of other considerations, and we believe that, to the extent 
Intended by Congress, total program costs are recovered 

We agree that the crlterla used to measure Interest cost currently are 
not comparable to the costs being Incurred by the Treasury for like 
oDllgatlons because Treasury suspended the practice of Issuing long 
term bonds in 1963 

Your recommendation 1s essentially that, in the future, amounts larger 
than those dlctated by present crlterla should be recovered as interest 
on investments In Federal power proJects We do not belleve that the 
power program should be singled out as the only program to which this 
crlterla should apply Other programs of the Government, 1 e , the Rural 
Electrification Program, utlllze rates prescribed by the Congress which 
are much less than those that you propose We believe that any recommenda- 
tlon that 1s made for the conslderatlon of the Congress should consider all 
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Government actlvltles that utxllze Treasury funds Further, It must 
be pointed out that the power program In most instances returns not only 
Interest but addltlond amounts representing assistance to lrrlgatlon 
Such being the case, any efforts to establxsh new crlterla relating to 
power program interest rates could require simultaneous changes sn 
interrelated policies, including assistance to lrrlgatlon 

[See GAO note ] 

We appreciate the oppoxtunlty to review the draft report If there 1s 
further lnformatlon concerning any of our comments, please let us know 

Sincerely yours, 

GAO note Deleted comments relate to matters which were 
presented In the draft report but which have 
been revised In the final report 
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