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The Honorable Charles H. Percy

United States Senate
The Honorable Paul Simon
House of Representatives

In response to your November §, 1977, request, we re-

p viewed the loan management procedures used by the Department
! of Housing and Urban Development (HUD) and the Department of
Commerce's Economic Development Administration (EDA) to
moniter the repayment of loans provided to the Rend Lake

Conservancy District (Benton, Illinois) for construction of

a water transmission system and treatment facility. You

were particularly concerned about the long time that elapsed
before HUD negotiated a new repayment plan for the delinguent
interest and principal on its loan to the district. We found
that:

-~-HUD and EDA had not managed the district's loans
adequately; contrary to their procedures, they had
not taken timely action when adverse trends were
identified and when the loans became delinguent.

~--HUD took an inordinate amount of time to work out a
solution for the repayment of delinguent interest,.

--EDA had not approved a plan for the repayment of
delingquent interest as of February 1978.

Our review was made at HUD and EDA central offices in
Washington, D.C. We analyzed HUD and EDA loan management
procedures and documents and data pertinent to the loans made
to the district. We also interviewed HUD and EDA officials
responsible for administering public facility loans.

We are making recommendations to the Secretaries of HUD
and Commerce to improve their management of public facility
loans. (See p. 8.) As you requested, we éid not obtain
written agency comments on our findings. However, we did
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discuss them with HUD and EDA officials and have included
their comments in our report. (See p. 8.)

PUBLIC FPACILITY LOANS

The Houéﬁng and Bome Finance Agency (predecessor to HUD)
public facility loan program was authorized by title II of

the Housing Amendments of 1955 (42 U.S.C. 1491).._.The Area _ . ._.

Redevelopment Administration (predecessor to EDA) public
faciiity loan program was authorized by the Area Kedevelop-
ment Act, which was enacted May 1, 1961, and terminated on
August 31, 1965. Subsequently, the Public Works and Ezcnomic
Development Act of 1965 (42 U.S.C. 3121 et seq.) authorized
EDA to make public facility loans.

Although the loans to the district were made by the
predecessor agencies, we will use HUD ond EDA in our report.

Public facility loans made by HUD and EDA are used to
help purchase or develop land and improve public works, public
services, or facilities. One goal of the loan programs is to
create job opportunities for unemployed or underemployed per-
sons living in the prcject area. Water and sewer facilities,
hospitals, and recreational facilities are examples of public
facility projects. Communities unable to obtain financing in
the open market at reasonable terms and conditions are primary
recipients of public facility loans.

Other assistance programs began replacing public facility
loans in 1973. The Housing and Community Development Act of
1974 (42 U.S.C. 5301 et ggg.) consolidated several categorical
programs, including the public facility loan program, intc
one block grant program. The number of public facility lomas
made by EDA dropped from 26 in fiscal year 1973 to 0 in fiscal
year 1977. EDA is continuing to provide public facility grants
to economically distressed areas.

As of September 30, 1977, HUD and EDA had a combined
total of 1,954 outstanding public facility loans amounting
to $651 million. The following table shows the number and
dollar amounts of loans held by each agency as well as the
number of loans and corresponding dollar amounts in arrears.
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Status of HUD and SDA Public Facility Loans

as ot September 30, 1977

Principal and
Number Loahs in Percent of Amount interest
Agency of loans  arrears total of loans in arrears

- (000 omitted)--—- -

BUD 1,544 64 4.2 $475,970  § 7,166
EDA 410 _70 17.1 175,019 10,773
Total 1,954 134 6.9 $650,989  $17,939

S etmrerooay
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REND LAKE CONSERVANCY DISTRICT

In June 1965 HUD and EDA loaned the district about
$12.4 million for the construction of a water treatment plant
and a 125~mile network to supply water tc 13 principal and
24 satellite communities in southern Illinecis. The project
j was initially financed by two series of bonds~-revenue bonds
in the amount of $8 million financed under HUD's public fa-
cility loan program and revenue bonds in the amount of about
$4.4 million financed under EDA's public facility loan pro-
gram,

Subcequent overruns in construction costs required addi-
tional funds, which were made available as follows.

Loans _ ECA
HUD EDA grant Total
Loans approved 6/65 $8,000,000 $4,383,000 s - $12,383,000
Additional financ-
ing: ,
Loans approved 3/68 775,000 342,000 - 1,117,900
Loans approved 4/71 150,900 - - 150,000
EDA grant - = 80,00¢C 80,000
Total Govern-
- ment fi-
nancing $8,925,000 $4,725,000 $80,000 $13,730,00¢C

Because these were revenue bonds, interest and principal
were payatle only from revenue derived from operation of the
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water system. Such revenue must first be useé to pay opera-
tion and maintenance expenses and then to establicsh reserves
for depreciation before any can be applied toward the debt
service. Interest was due semiannually and the principal
was due at the maturity of the bonds.

During late 1965 dnd early 1966, the district contracted
with 12 communities for the purchase of water. Those communi-~

_ ties agreed to purchase_ all their water from the district at

stipulated rates for 40 years. The 40-year period was to
start when the district accepted the completed facilitieg. 1In
addition, the contract provided that rates charged for water
would be reviewed every S years and raised only to the extent
required to meet the district's debt service and financial
obligations.

The district's loans became delinquent in May 1971, just
about the time its water system became operational. From
May 1971 to January 31, 1978, the district had made only three
partial interest payments to HUD and had made no payments to
EDA. As of December 31, 1977, the district owed interest
in arrears of $2,259,937 to HUD and $1,150,537 to EDA,

REND LAKE LOANS INADEQUATELY MANAGED BY HUD
AND EDA

Qur review showed that HUD and EDA, contrary to their
procedures, did not take timely action to forestall default
when adverse trends were identified and when their loans to
the district became delinquent. They knew as early as Novem-
ber 1969 that the district was projecting a deficit opera-
tion. Suksequently, the district's loans went into default
in May 1971. When a Jjoan becomes delinguent, the agencies
are regquired to establish alternatives, such as refinancing
and loan consolidation, to remove the loan's delinguent
status. HUD took an isordinate amount of time to work out
a solution for the repayment of delinquent interest. It
was not until September 1977, more than 6 years after the
loan became delinquent, that it negotiated a new repayment
plen. At September 1977 the HUD loan was in arrears about
$2 million. Moreover, at February 1978 EDA had taken no ac-
tion to remove the delinguency on its loan.

Unt.mely action by HUD

ue legislation for public facility loans says that
all ioans made shall be of such sound value or so sacured as
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to reasonably assure retirement or repayment. 3UD guidelines
state that (1) the basic security for each loan is generally
a pledge of project revenues and (2) loan security must be
sufficient to reasonably assure repayment.

HUD's loan management procedures provide for examining
loans to (1) identify adverse trends in perfurmance so that
timely action may be taken to forestall! default and (2) estab-
lish alternatives for delinquent or marginal loans through

refinarncing and loan consolidation.

In June 1965 HUD agreed to loan the district $8 million
if it met a number of conditions to assure the production of
revenues required for the payment and security of principal
and interest. One of these was to obtain written contracts

from ity potential customers.

To meet this condition the district contracted, between
October 1965 and January 1966, with 12 communities in southern
Illinois for the purchase of water. These contracts provided
for the water rates to be reviewed every 5 years from the
date of the contracts. Unless the district and the communities
intended otherwise, it appears to us that a literal interpre-
taticn of the contract would have permitted the district to
have reviewed the water rates beginning in October 1970. On
the basis of that review the rates could have been increased
so the district could meet its debt service and other finan-
cial obligations. The district further agreed to fix and main-
tain sufficient rates to pay the cost of operations and the
principal and interest on all outstanding revenue bonds.

According to a HUD quarterly loan management report, it
was aware as early as November 1969--about 18 months before
the district began operations--that the district, in its Ccto-
ber 1969 Treasurer's report, had projected a deficit opera-
tion through November 1974. In April 1971--1 month before
the district began operation--the district again told HUD that
it would not have funds to pay the interest for the next
2 years. Although the contracts provided for increasing water
rates and the district agreed to charge rates high enough to
pay the cost of operations and the principal and interest on
the loans, HUD did not request the district to do so. There-
fore, the loan became delinquent. HUD officials stated that
the district would have had to raise its water rates to meet
its financial obligations, but this was impossibtle until
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May 1976 because HUD interpreted the contracts between the
district and its customers as preventing an increase in rates
for the first 5 years of operation. However, as discussed on
page 5, we are of the opinion that the contracts allowed
raising the water rates beginning in October 1970, by an
amount sufficient to cover the debt service on the loan before
the district began operation '

Inordinate amount of time taken to work out a.

‘solution for dellngquent interest

After the loan became delinquent in May 1971, HUD took
an inordinate amount of time to work out a solution for the
repayment of delinquent interest. HUD's first documented
attempt to obtain delinquent interest was durinc a visit in
October 1975, when delinquent interest amounted tc $1.4 mil-
lion., The district agreed to make an interes: payment of
$50,000 as a result of another HUD visit in December 1975.

In February 1977 HUD again visited the project to obtain
another interest payment bu:t was unsuccessful. It was not
until June 1977 that RUD told the district to either submit
an acceptable repayment plan within 60 days and commence
regular payments or it would refer the account to the Depart-
ment of Justice for legal action. Consequently, the district
submitted a repayment plan in August 1977 and increasecd the
water rates in September 1977. HUD accepted the repayment
plan in September 1977 which provided for repaying delinquent
interest and retiring the loan within the stated term.

Although HUD identified the adverse trends in perform-
ance, it did not take timely action to resolve the problem.
We believe that in November 1969, when HUD first became aware
of the district's projected deficit, it should have requested
the district to raise its water rates, beginning in October
1970, to cover the cost of operations and financial otligations
to the Government.

UNTIMELY ACTION BY EDA

EDA is authorized to make public facility loans after
determining, among other things, that there is a reasonable
expectation of repayment.

According to EDA's procedures it is responsible for
--identifying loans with adverse trends which might ad-
versely affect the security held by the Government
and taking appropriate action to forestall default;

6
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--managing public works loans and, if they become delin-
qguent, acting to remedy the delinquency;

-~-recasting delinquent loans if a financial analysis
indicates that a moratorium is necessary to grotect
EDA's interest; and

--safeguarding loans receivablé:and expediting collec-

tion procedures. EDA's procedures also provide for
) T T 77 Tryisiting-delinguent projects-at-least once a- year to
secure necessary actions to correct the delinguency.

in June 1965 EDA agreed to loan the distirict $4.4 million
if it assured the repayment of principal and interest. As
discussed on page 5, the dastrict's water rate contracts
provided for rate increases to meet its debt service. The
district also ajgreed to charge rates sufficient to pay the

g principal and interest on the outstanding locan. EDA's loan
‘ to the district was secured by a second lien on and pledge

. . AT v EE——.
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of revenue derived from the district's operations and was sub-
otdinate to HUD's loan. After meeting with district offi-
cials, EDA also knew as <arly as November 1969 that tlie dis-
trict was projecting a deficit operation through 1974. The
district also told EDA in April 1971 that it would not be

able to make interest payments for the next 2 years, Although
EDA was aware of this adverse trend, it did not act, as re-
quired by its loan management procedures, to forestall default
by requiring the district to put the project on a sound finan-
cial basis. Becausz EDA did not request the district to in-
crease the water rates, the district's EDA loan became delin-
quent. As discussed on page 5, we are of the opinion that

the contract allowed raising the water rates, beginning in
October 1370, by an amount sufficient to cover the debt service
on the loan before the diatrict began operations,

EDA did not work out repayment plan

After the loan became delinguent in May 1971, EDA did
not restructure, or recast, the loan as required by its loan
management procedures. Further, there was no documentation
that any financial analysis was made after the loan became
delinquent or that project visits had been mz2~ as required.
Thr~ EDA official resvonsible for administering the public
facility programs stated that EDA had not acted since HUD
was the primary lender and had the lead in taking action
concerning the district. He contended that any action taken
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alone by EDA would benefit only HUD since any revenue generated
by the district would go to HUD before EDA. Therefore, EDA
waited for HUD to work out a solution and took no action to
require the district to raise its water rates.

The district submitted a new repayment plan to EDA in
December 1977 for the repayment of dekinquent interest and
retirement of the loan within the stated term. As of PFebruary
1978, ED* had not appreoved the plan.

Even though the EDA loan was subordinate to the HUD loan,
we do not believe this relieved EPA from the responsibility
of working with BUD to ensure that the district repaid tne
principal and interest in a timely manner. We also believe
that EDA should review and approve, if appropriate, the dis-
trict's repayment, plan.

I

CONCLUSIONS

Public facility loans made to the district were not man-
aged adequately by either HUD or ECA. Neither agency took
timely action to prevent the district's forecasted delinquency.
Further, once the delinquency occurred, HUD took an inordi-
nately long time to work out a solution and EDA has yet to
approve a revised repayment plan on its loan,

AGENCY COMMEMNTS

HUD and EDA officials responsible for administering public
facility loan programs agreed with our findings, norclusions,
and recommendations.

RECOMMENDATIONS TO THE SECRETARIES OF
HUD _AND COMMERCE

Although the publi~ facility loan program has been re-
placed, the balance of outstanding loans is considerable and
represents a sizable Federal investment. Therefore, loan
management will still te necessary for some time., To assure
the Government's interest is protected and that similar situa-
tions are avoided, we recommend that the Secretaries of EUD
and Commerce emphasize to thelr field offices the importance
of (1) timely monitoring of projects to identify adverse
trends, (2) taking timely action to forestall defaults, and
(3) when loans becore delingquent, working out effective al-
ternatives tc correct the delingquency. 1In addition, ve



B-153.149

-ecommend that the Saecretary of Commerce either approve the
current repayment proposal submitted by the district or di-
rect EDA to work out an acceptable plan with the district as
sool. as practical.

<
We are sending copies of this report to the Secretaries
of HUD ard Commerce, Senate Committee on Governmental Affairs,
Houge Committee oN Goévernment Operations, Hougs and Senate
Committees on Appropriations, and other interested parties
upon request, beginning 3 days after the report date.

gy

Henry Eschwege
Director.
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