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Transportation Act of 1969.

The National Capital Transportation Act of 1972provided that the Federal Government, through the Secretary of
Transportation, would guarantee the payment f the principal onVashington metropolitan Area Transit uthority's (EAl'0s) bondsand reiuburse HalTA for part of the bond's interest and relptcdcosts. Betwee 1972 and 1975, WATA sold $997 million of 40-earrevanue bonds and had earned 134 millicn on the investedproceeds a f June 30, 1978. For fis l years 1977 tbhrough1979, the total Federal contribution for WVATA's bond interest
will be aout $140 million. Starting in fiscal year 1980, theinterest-set-aside funds will be used up, and the federal shareof matching payments ill be 85%. SATA projects tat theFederal contribution to the bond interest payments will increaseto $65 ill ion annually and then gradually reduce until thebonds are Faid off in the ear 2015 Starting with the firstinterest payment due, the income earned from bond proceedsshould have been applied to the inte:est due to derive theamount of net interest which the Federal Government ouldcontribute. Although IHATA has already spent about $38 millionof the inccme earner. from bond proceeds, the 96.1 illion ofunspent income earned from the bond proceeds should b used topay the interest when due, This would save the FederalGovernment about 681.7 million. The 3ecr4tary of Transportationshould sake sure that the aont of unspent inco.e earned on theb d proceeds ias been appropriately applied in determining theFederal Governmont s contribution to the inte:est payable on
IHATAss bonds. (IRS)
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The Honorable
The Secretary of Transportation

Dear Mr. Secretary:

We are making a comprehensive survey of the Washington
Metropolitan Area Transit Authority's (WMATA's) policies and
pro:edures for administering its activities. As part of our
suLvey, we reviewed the National Capital Transportation Act
of 1972 (Public Law 92--349), which provided that, among oher
things, the Federal Government, through the Secretary of
Transportation, would (1) guarantee the payment of the prin-
cipal and interest on WMATA's bonds and (2) reimburse WMATA
for part of the bond's interest and related costs.

Section 10 of the act states the reimbursement pro-
vision as follows:

'The Secretary o Transportation shall
make periodic payments to the Transit Authority
upon request therefor by the Transit Authority
in such amounts as may be necessary to equal
one-fourth of the total of the--

"(1) net interest costs, and
"(2) fees, commissions, and other costs of
issuance,

which he Secretary determines thie Transit
Authority incurred on its obligations issued
after the date of the enactment of this section."

"Net interest cost" is not defined in the act.

Until the bond proceeds are spent, WMATA invests them
and earns income. We believe the Federal Government should
deduct from its share of interest payable on WMATA bonds an
amount equal to the earned income on unexpended WMATA bond
proceeds because such a deduction is consistent with the
statutory language "net interest cost." WMATA, however,
considers this earned income as separate income. As a result

CED-73-161
(34601)
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the ederal Government is paying more of WMATA's bond nterestthan it is legally authorized to pay. (See GAO legal analysis,enc. I.)

$134 M'ILLION HAS BEEN EARNED
FROM BOND PROCEEDS

Between 1972 and 1975 WMATA sold $997 million of40-year revenue bonds. Until the bond proceeds are used,WMATA invests them and as of June 30, 1978, has earned $134.million on the invested proceeds. WMATA considers the incomeearned from the bond proceeds as well as income earned fromother investments to be "internally generated funds" thatcan be used as it see* fit. Enclosure II shows the sourceof internally generated funds and WMATA's application of thefunds--primarily to pay the metropolitan ea local govern-ments' matching share on joint Federal/local funded projects.However, only about $38 million of the $134 million earnedfrom bond proceeds has been spent--as of June 30, 1978, $96.1million remains.

FEDERAL INTEREST COSTS
HAVE BEEN SUBSTANTIAL

The Federal Government, under Public Law 92-349, pays
the first 25 percent of the interest due on the bonds.After the interest-set-aside funds are used for each bondissue, 1/ the Federal Government has shared in the balanceof the payment due on an 80-p rcent Federal, 20-percent
loccal match basis.

The Federal/local match for fiscal year 1977 (thefirst year matching funds were needed) and fiscal year
1978 were authorized by the Congress in the Department ofTransportation's fiscal year 1978 appropriation. In itsfiscal year 1979 budgt, the WMATA Board of Directorsassumed that the Federal/local match will continue:

/ WMATA sold the bonds in five issues during 1972 through1975. For each separate bond issue, an amount equal to4 years of the local governments' interest cost, a totalof $223 million, was set aside from the original $997million of bond proceeds. Therefore, while all the set-aside funds have been ued for the earlier issues, set-aside funds are still available for the last issue.



B-141529

"It is assumed that the Federal Government
will participate in debt-service retirement
(both interest and principal) or. an 80/2n cost-
sharing basis and in accordance with provisions
of present law will continue the 25 percent
interest subsidy. * * *"

The calculation of fiscal year 1979 bond interest
payment below shows how the total Federal contribution is
determined:

Total fiscal year 1979 WMATA bond interest
payment $75,580,400

Less:
25 percent subsidy by Federal Government

(note a) 19,374,000
Interest-set-aside funds available 5,542,000

Balance 50,664,400

80 percent Federal ontribution 41,968,400
20 percent local match 8,696,000

a Includes amortization of Federal share of discount
and issue costs.

For fiscal years 1977 tnrough 1979, the total Federal
contribution for WMATA's bond interest will be about $140
million. Starting in fiscal year 1990, the interest-set-
asid, funds will be used up; therefore, the Federal share
will be 85 percent--25 percent subsidy plus 80 percent of
the balance; another 60 percent. MATA projects that the
Federal contribution to the bond interest payments will
increase to $65 million annually and then gradually reduce
until the bonds are paid off in the year 2015. The total
interest paid by the Federal Government on the bonds will
be about $2.1 billion.

The local metropolitan area governments have paid their
20 percent to match the Federal 80 percent from internally
generated funds. Through the July 1978 payment, this has
amounted to almost $10 million.

The income earned on the bond proceeds should be used
to offset the interest cost of the bonds. Not only would
this be consistent with the statutory language (see enc. I),
it would also be in accordance with generally accepted
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accounting principles. For example, in WMATA's 1977 Annual
Report its public auditcrs, Ernst & Ernst, using generally
accepted ccounting principles subtracted the amount of
income earned on the bonds from the interest costs before
they certified WMATA's financial statements.

CONCLUSION

Starting with the first interest payment due, the income
earned from the bond proceeds should have been applied to theinterest due to derive the amount of net interest to which theFederal Government would contribute. However, WMATA has used
the income from hese invested bond proceeds as well as itsother internally generated funds primarily to pay the local
area governments' matching share on joint Federal/local fundedprojects.

Although WMATA has already spent approximately $38 mil-lion of the income earned from the bond proceeds, the $96.1
million of unspent income earned from bond proceeds should beused to pay the bond interest when due. This would save theFederal Government about $81.7 million (the Federal share of85 percent times the income available to pay interest on the
bonds).

We recognize that WMATA will have to find another fund-ing source to replace this $81.7 million and may have to turn
to the Federal Government for assistance.

RECOMMENDATION

We recommend that the Secretary of Transportation make
sure that the amount of unspent income earned on WMATA'sbond proceeds has been appropriately applied in determining
the Department of Transportation's contribution to the "net
interest" payable on WMATA's bonds.

We also recommend that the Secretary of Transportation
consider what action should be taken on the $38 million
WMATA has already spent.

We are sending copies of this report to the Director,
Office of Management and Budget, to appropriate congressional
committees, to the Chairman of WMATA's Board of Directors,
and to the General Manager, WMATA.
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As you know, section 236 of the Legislative Reorgani-
zation Act of 1970 requires the head of a Federal agencyto submit a written statement on actions taken on our recom-mendations to the Senate Commttee on Governmental Affairs
and the House Committee on Government Operations no laterthan 60 days after the date of this report and to the Houseand Senate Committees on Appropriations with the agency's
first request for appropriations made more than 60 days
after the date of the report.

Sincerely yours,

Henry Eschwege
Director

Enclosures - 2
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ENCLOSURE I ENCLOSURE I

GAO LEGAL ANALYSIS
NET INTEREST COST OF WMATA BONDS

DIGEST:

In calculating its share of the "net interest cost"
on WMATA bonds, the Federal Governnernt should deduct
an amount equal to the income earned on unexpended
WlATA bond proceeds.

DISCUSSION:

Section 10 of the National Capital Transportation Act
of 1969, as amended, provides:

"TiLe ecretary of Transportation shall
make periodic payments to the Transit
Authority upon request thezefor by the
Transit Authority in such amounts as may
be necessary to equal one-fourth of the
total of the--

"(1) net interest cost, and
"(2) fees commissions, and other
costs of issuance,

which the Secretary determines the Tran-
sit Authority incurred on its obligations
issued after the date of the enactment of
this section." (Emphasis added.)

The question is whether income earned by the Washington
Metropolitan Area Transit Authority (WMATA) on unexpended
WMATA oond proceeds should be considered in determining the
net interest cost of the bonds. "Net interest cost" is not
defined in the act.

We understand that until the proceeds from the bond
sales are expended they are invested and earn income, and
that part of the proceeds that are earning income are to
be used for future interest payments. We believe that the
income earned on bond proceeds should be considered in
determining net interest costs.

Section 10, quoted above, was added to the National
Capital Transportation Act in 1972 (National Transportation
Act of 1972, Public Law 92-349) in order to "facilitate
and expedite the construction rogram for the completion
and operation of the Transit Authority facilities" S. Rep.
No. 92-931, 92d Cong., 2d Sess. 1 (1972), and H. Rep. No.
92-1155, id. More specifically, the Deputy Under Secretary
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for Monetary Affairs of the Treasury Department, in testi-
mony at a joint hearing f the House and Senate Committee
on the District of Columbia (on S. 2297 and H.R. 11877, 92d
Cong., 2d Sess.), explained the purpose of the reimbursement
feature:

"In order to offset the additional
interest cost to WMATA from taxable
bond financing, the bill provides
for payment y the Secretary of
Transportation of 25 per cent of
the net interest cost on the Author-
ity's obligations. * * *"

Since the purpose of the reimbursement is to absorL art
of WMATA's bond interest costs, the Government should not be
liable for interest costs that WMATA can offset. To the extent
income is earned on bond proceeis, WMATA's interest expense
on those bonds is effectively reduced. To ignore this earned
income in computing net interest costs allows WMATA a finan-
cial windfall and n=re is no indication that the Congress
intended the reimbursement procedure of section 10 to provide
such a benefit. In addition, failure to consider the earned
income appears to negate the act's specific language.

The act, after all, requires Government contributions of
one-quarter of the "net" interest cost. "Net" is defined in
Black's Law Dictionary as:

"Clear of anything e:traneous, with all
deductions, such as charges, expenses,
discounts, commissions, taxes, etc. made
* **

"That which remains after deducting all
charges and outlay."

Kohler's Dictionary for Accountants defines "net" as:

"Diminished by all relevant and commonly
associated deductions."

It thus seems reasonable, in determining the "net" interest
cost of WMATA bonds, to deduct the earned income.

The 1977 Annual Report of WMATA reflects thu same
understanding of "net interest cost." In reference to the
interest cost of WMATA bonds, the report states, at page
22:
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"The net interest cost at June 30,
1977, of $77,372,917, which is after
reduction for interest earnings of
$127,465,880 on unexpended bond pro-
ceeds and Federal subsidies of
$34,146,622, has been capitalized
as project costs." (Emphasis added.)

In addition to considering income earned on unexpended
bond proceeds in determining the net interest cost, premiums
and discounts on WMATA's bonds should also be considered.
The text book "Intermediate Accounting," by Meigs, Masich
and Johnson, at page 607, explains how premiums and dis-
counts affect bond interest costs.

"In a typical bond contract, the
corporation promises two essentially
different kinds of future payments:
(1) the payment of a fixed sum, called
the face amount or par value, at a spe
cified date; (2) the periodic payment
of interest, usually at six-month
intervals, in an amount expressed as
e percentage of the face amount of the
bond. In the light of expectations as
to what interest rate will be necessary
tc attract the required fundz, a rate
of interest is set. It is important to
note that the interest expense actually
incurred on the bonds is determined by
the price at which the bonds are sold;
thus the effective interest rate (some-
times called the yield rate) is set by
the money market. Iiterest on bonds
expressed as a percentage of the face
amount is referred to as the nominal
or coupon rate. If the market is wil-
ling to take the bonds at a yield ratc
identical to tne coupon rate, the bonds
will sell at face amount. if the effec-
tive rate is in excess of the coupon
rate, the bonds will sell at a discount,
or less than face amoun. Conversely,
if the effective rate is less than the
coupon rate, the bonds will sell at a
premium, or more than face amount Dif-
ferences between the coupon rate and the
yield rate are thus adjusted by changes
ir the price at which the bonds are
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sold, without the necessity of amending
the ond contract."

In short, discounted bonds effectively increase theinterest yield rate; bonds sold at premiums reduce theyied rate. The amount of premium or discount is thus
relevant in determining the net interest cost of WATA'onds.
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