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BY THE COMPTROLLER GEN 

iReport To The Congress 
~OF THE UNITED STATES 

Reforming Interest Provisions In Federal 
Water Laws Could Save Millions 

The Department of the Interior’s Bureau of Reclamation 
and the Army’s Corps of Engineers build and manage 
most of’the Nation’s costly water projects. 

Federal water laws generally require that when projects 
are completed and water is delivered, the beneficiaries 
(water users) who receive irrigation and municipal and 
industrial water must repay their share of project costs. 
However, reclamation law and water supply law do not 
require repayment of interest on irrigation costs or full 
repayment of interest costs on municipal and industrial 
water projects. 

In order to have municipal and industrial water users 
fully repay total interest costs, the Congress should re- 
form pertinent provisions in the law. Also, because con- 
ditions have changed since Federal provisions for repay- 
ment of irrigation costs were established, the Congress 
may wish to consider including interest costs in the repay- 
ment provisions for irrigation projects. 

lllllllI I 
116701 

CEO-82-3 
OCTOBER 22,198l 



Request for copies of GAO reports should be 
sent to: 

U.S. General Accounting Office 
Document Handling and Information 

Services Facility 
P.O. Box 6015 
Gaithertburg, Md. 20760 

Telephone (202) 275-6241 

The first five copies of individual reports are 
free of charge. Additional copies of bound 
audit reports are $3.25 each. Additional 
copies of unbound report (i.e., letter reports) 
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COMPTROLLER GENERAL OF THE UNITED STATES 
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B-198376 

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

This report discusses the repayment requirements for water 
resources projects and measures the cost to the Federal Govern- 
ment of providing interest subsidies to users of Federal water 
projects. 

We made this review to take a renewed look at the full 
cost of financing water project construction for irrigation 
and municipal and industrial water users. Recent public 
concern about the rising cost of Government operations empha- 
sizes the need to reduce expenses wherever possible. This 
report recommends legislative changes to more fully recover 
the Government’s cost to build water projects and suggests 
that the Congress reconsider the interest-free subsidy in 
deciding future project authorizations. 

Copies of this report are being sent to appropriate House 
and Senate committees; the Director, O ffice of Management and 
Budget; the Secretaries of the Army, Defense, Treasury, and 
Inter ior ; and other interested parties. 

Comptroller General 
of the United States 
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COMPTROLLER GENERAL’S 
REPORT TO THE CONGRESS 

REFORMING INTEREST 
PROVISIONS IN FEDERAL 
WATER LAWS COULD SAVE 
MILLIONS 

DIGEST ------ 
The cost of financing the construction of Federal 
water projects for irrigation and municipal and 
industrial customers has increased substantially 
since the first projects were built in the early 
1900’s. Today's water projects can cost hundreds 
of millions of dollars to construct, interest 
rates are much higher, and the allowed repayment 
periods are much longer. (See pp. 10 to 12.) 

Who should pay for building these projects? 
By law, water project costs--with the exception 
of interest costs associated with irrigation 
and future municipal and industrial water supply- 
are to be repaid by the water users. Al though 
the law has not required the interest to be paid 
by irrigators, it has been required in part for 
municipal and industrial users. As a result, 
taxpayers are subsidizing these users by paying 
millions of dollars in interest costs related 
to financing this construction. (See pp. 3, 
13, 18, and 20.) 

The interest subsidy issue is receiving increased 
attention today as the Congress tries to reduce 
Federal expenditures. Existing Federal water 
project repayment laws and policies have been 
repeatedly criticized by commissions, special 
tasks forces, and others for heavily subsidizing 
water users. Yet, reform has not occurred. 
Because conditions today have changed since 
repayment policies were established, GAO took a 
renewed look at the full cost of financing 
water projects to determine whether expenditures 
can be reduced. (See pp. 1 to 3.) 

Today, with high interest rates, the Government 
finds itself borrowing at an interest rate 
several times as high as the interest rate it 
charges those it lends money to. The difference 
is now paid by the taxpayer. (See p. 19.) 
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FEDERAL LAW GOVERNS INTEREST 
COST REPAYMENT PROVISIONS 

The Congress mandated user repayment requirements 
beginning with the Reclamation Act of 1902. This 
act, which is the cornerstone of Federal water 
law, provided construction funds for water proj- 
ects through a Reclamation Fund that would be 
financed with money obtained from public land 
sales in the West and water user repayments. 
Almost immediately, water users had difficulties 
meeting their repayment obligations. As a 
result, the U.S. Treasury was required to fund 
water projects with additional revenues obtained 
through public borrowing. (See pp. 6 to 8.) 

In general, repayment provisions for irrigation 
users provide that water users will repay the 
Federal construction costs without interest in 
installments over a period of time--usually 50 
years . Later, reclamation laws and the Water 
Supply Act of 1958 provided that municipal and 
industrial water users would also repay their 
assigned costs, with interest, for a period of 
up to 50 years. Currently, the United States 
has about 4,000 repayment contracts with these 
water users that total more than $5.1 billion, 
with $4.6 billion yet to be repaid. (See pp. 3, 
8, 9, and 11.) 

EXISTING INTEREST PROVISIONS PREVENT FULL 
REPAYMENT OF THE GOVERNMENT'S BORROWING COSTS 

The Government is not fully recovering its 
borrowing costs to fund project construction 
because the Reclamation Act of 1902 and other 
Federal water laws specifically allow 

--financing construction costs without 
interest (see p. 13), 

--using interest rates that do not re- 
flect the Treasury's borrowing costs 
(see p. 17), 

--using an interest rate in effect at the 
start of project construction for all 
subsequent interest charges rather than 
the interest rates in effect during each 
year construction funds were spent, 
(see pp. 18 to 20), and 
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--permitting the use of simple rather than 
compound interest in negotiating repay- 
ment contracts. (See p. 21.) 

For example, the Tualatin Project in Oregon, 
which provides irrigation water for about 
17,000 acres, will receive interest-free 
financing of more than $145 million on ite 
$30 million construction cost over a 60-year 
repayment period. Municipal and industrial 
water users who use future water supplies from 
Federal water projects also receive interest- 
free financing for a period of up to 10 years. 
Trinity River Authority has a contract for the 
future use of the Lakeview, Texas, project's 
entire 142,900 acre-feet of municipal and 
industrial water supply. The water users' 
share of costs is estimated to be about $46 
million over a SO-year repayment period. No 
repayment is required during the first 10 
years if the authority chooses not to take 
water during that period. The lo-year, 
interest-free subsidy for future water supply 
in the Lakeview, Texas, project amounts to 
about $53 million. (See pp. 9, and 13 to 15.) 

The law also requires using an interest rate 
formula to determine interest charges for 
municipal and industrial users. These charges 
today, however, are almost 5 percent lower 
than the interest rates incurred by the U.S. 
Treasury. This difference over the 509year 
repayment period of a project will cost the 
U.S. Treasury millions of dollars. (See pp. 17 
to 19.) 

In addition, using a fixed interest rate charge 
at the start of construction rather than the 
rates in effect when the money was spent, will 
allow the municipal and industrial water users 
of the Canadian River Project in Texas, for 
example, to repay $1.2 million less than the 
Governments‘ borrowing costs. Similarly, had 
the agency used compound rather than simple 
interest to compute the borrowing cost during 
construction for the Texas project, the users 
would have had to pay the Government an addi- 
tional $4 million in interest costs. Using * 
compound interest when computing interest 
during construction provides a more accurate 
portrayal of the Treasury's actual financing 
costs. (See pp. 20 to 23.) 
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On 4 projects of 100 reviewed, GAO calculated 
more than $667 million in taxpayer-provided 
interest subsidies. The total amount of inter- 
est subsidies for all Federal water projects is 
in the billions of dollars. (See pp. 13, 21, 
and 23.) 

RECOMMENDATIONS TO THE CONGRESS 

GAO recommends that the Congress amend Federal 
laws to ensure that municipal and industrial 
water users fully repay their share of interest 
costs. 

8pecifically, GAO recommends that the Congress 
require the Secretaries of the Army and 
Inter ior to 

-use interest rates (developed by the U.S. 
Trearury) for computing interest during 
construction and interest on the unpaid 
balance that more appropriately reflect 
the Treasurygs cost of borrowing funds, 

--compute interest during construction using 
the interest rates (as developed in the 
preceding recommendation) in effect during 
each year construction funds are spent, and 

--compute interest during construction on a 
compound rather than a simple interest 
basis. 

GAO also recommends that where possible these 
provisions be applied to existing projects. 
(See p. 24.) 

BATTERS FOR CONSIDERATION 
BY THE CONGRESS 

Because construction costs and interest rates 
have risen and repayment periods are longer, 
GAO believes the Congress should take a fresh 
look at the interest-free subsidy in deciding 
future project authorizations. (See p. 16.) 

AGENCY COMMENTS AND 
EAO's EVALUATION 

The Departments of the Army and the Interior 
agreed that beneficaries should pay for the 
cost of water projects wherever possible. 
(See app. I and IV.) 
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The Department of the TKSSSUKy, from a cash 
management perspective, endorsed updating 
interest rates charged and believed adopting 
GAO’s recommentations would serve the best 
interest of the GOVSKnIlISnt. (See app. II.) 

The Water Resources Council, while agreeing 
that current policies provide subsidies and 
that GAO recommendations are correct if the 
Congress wishes to change the current sys- 
tem, did not agree that water subsidies are 
without merit given other Federal subsidies 
that occur in other programs. (See app. III.) 

GAO believes that KScOnSideKing repayment 
intent and interest subsidy costs will help 
the Congress develop equitable financing 
policies for Federal water projects. 
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CHAPTER 1 

INTRODUCTION 

Existing Federal water project repayment laws and policies 
have been repeatly criticized for heavily subsidizing water 
users. Congressional committees, Presidential study task forces, 
advisory committees, and many others A/ have looked at existing 
projects and concluded that reforms are needed. They feel that 
the Federal Government has paid too much of water project costs 
and required insufficient payment from the direct beneficiaries 
(water users). 

WATER PROJECTS--WHEN DID THE FEDERAL 
GOVERNMENT GET INVOLVED? 

The Federal Government became involved in financing and 
building irrigation water projects with the passage of the 
Reclamation Act of 1902. Turn--of-the-century water projects were 
built primarily to reclaim arid and semiarid land in the western 
States and to meet the then national objective of "developing the 
West." Such projects were small, single-purpose irrigation facil- 
~lities that seldom cost much more than a few million dOllaK8 to 
Ibuild. They were not intended to be financed by the U.S. TKeaSUKy 
abut through a self-sufficient Reclamation Fund, set up by the act, 
that would impose no financial burden on U.S. taxpayers. These 
water projects were to be self-sufficient in that the 1902 act 
incorporated a user-pay principle that required irrigation water 
,users to repay the capital construction costs to the Reclamation 
~Fund and assume financial responsibility for operating and main- 
staining the projects. 

Although Federal financial involvement in irrigation water 
iprojects began early in the 1900's, Federal financing for munic- 
ipal and industrial (M&I) water projects is a more recent devel- 
'opment. The Reclamation Project Act of 1939 and the Water Supply 
Act of 1958 authorize the Federal Government to help provide water 
~to meet present M&I water needs. Both acts require OK authorize 
prepayment of water project construction costs with interest for 
~present M&I water supply. Under the Water Supply Act, which also 
~provides for estimated future M&I water needs, the cost for future 
~water supply is interest-free for up to 10 years. 
I 

I- l/The Cooke Commission (the President's Water Resources Policy 
Commission, 1950); the Second Hoover Commission (Commission on 
Organization of the Executive Branch of the Government, 1955); 
President Eisenhower's Cabinet Advisory Committee (Secretary of 
Agriculture, Secretary of Defense, and Secretary of the Interior 
(Chairman), 1955); National Water Commission (National Water 
Commission, 1973); and President Carter's Water Policy Review, 
1978. 

1 



WHO BUILDS FEDERAL WATER PROJECTS? 

The Department of the Interior'8 Bureau of Reclamation and 
the Army's Corp8 of Engineers build and manage most of the 
Nation's water projects. A typical existing water project of 
the 1980's consiets of a large dam and reservoir serving a var- 
iety of u80r6. In addition to providing water for irrigation 
and M&I urree, it aleo can provide hydroelectric power generation, 
fieh and wildlife enhancement, outdoor recreation, flood control, 
and navigational uses. Projects can range in eize from small 
pumping plants to huge, multipurpose projects such as the $6 bil- 
lion Central Valley Project in California. They include dams 
and rerervoira; powerplants; and thousands of miles of canals, 
yipelinee, tunnels, and drains throughout the country. 

The Bureau maintain8 more than 168 water projects. Project 
facilitie8 include 331 dams, 236 reservoirs, 50 hydroelectric 
powerplantrr, and more than 7,000 miles of canals. The Bureau 
project8 delivered 24 million acre-feet A/ of water to 153,000 
farm8 with more than 10 million acre8 of land being irrigated. 
The project8 alao delivered almost 800 billion gallon8 of M&I 
water to almost 19 million people. 

The Corps maintain8 275 flood control dams, many of which 
include 8torage capacity for irrigation, water supply, and hydro- 
electric power generation. Corps project8 currently have more 
than 9 million acre-feet of etorage space for M&I water use8, 
1 million acre-feet of etorage space for irrigation, and an- 
other 56 million acre-feet of storage space to be used jointly 
for irrigation and other purpose8, primarily for the generation 
of hydroelectric power. 2/ 

Together, the Bureau and the Corpe anticipate spending about 
$10.8 billion for all type8 of water project construction through 
1986. In addition, they have a backlog of more than $24 billion 

~ in planned or congre88ionally authorized project8 not yet under 
construction. 

HOW ARE WATER PROJECTS FINANCED? 

Water project8 are largely financed by the Federal Government. 
Fund8 are advanced for project conetruction and upon project com- 
pletion the Government require8 the irrigation and M&I water u8ers 
to repay the Federal costs in installment8 over period8 of up to 

l-/An acre-foot is 325,851 gallons, or the amount of water needed 
to cover 1 acre 1 foot deep. 

2/Mast Corps irrigation water is located in the 17 western States . - 
and is marketed by the Bureau. 
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50 years. Repayment contracts between water users and the United 
States obligate users to repay their share of project costs. 
Currently, about 4,000 contracts are in effect, totaling more 
than $5.1 billion, with $4.6 billion yet to be repaid. 

Repayment policies and contract terms were established by 
the Congress and through administrative decisions by the Corps 
and Bureau over a long period of time. Congressional statements 
of repayment policy are contained in reclamation, flood control, 
and water supply acts, as well as in specific acts authorizing 
individual water projects. Project costs properly allocated for 
purposes of irrigation, power, and M&I water supplies must be 
repaid. By law, the costs properly allocated for flood control, 
navigation, fish and wildlife enhancement, and recreation, for 
the most part, are nonreimbursable; these uses are considered 
benefits accruing to the public-at-large. 

Under current law irrigation water users repay their share 
of project costs without interest. These interest-free payments 
generally are required to be made within 50 years, on the basis 
of the irrigator's ability to pay as determined by the Bureau's 
economic analysis of the specific project. l/ Irrigation costs 
above the water users' ability to pay are to be repaid by rev- 
enues from surplus hydroelectric power sales and other miscel- 
laneous project revenues, again without an interest charge. 

M&I water supply construction costs are also to be repaid 
within SO years, but with interest. 

OBJECTIVE, SCOPE, AND METHODOLOGY 

Our objective was to examine repayment requirements and to 
measure the cost to the Federal Government of providing the 
subsidies to users of water from Federal projects. Considering 
conyressional intent to obtain cost recovery from water users 
and the desire to reduce the financial burden on the U.S. 
taxpayer, we specifically addressed the largest water subsidy 
provision-- interest costs (the cost of financing water 
projects.) 

To accomplish our overall objective, we reviewed the repay- 
ment contracts and associated documentation relating to more than 
100 water projects. We obtained geographical diversity by visiting 
Bureau reaJi.onal offices in California, Idaho, and Texas and Corps 

l-/This repayment relationship and the concept of ability to pay 
are discussed in more detail in our prior reports entitled "More 
Effective Procedures Are Needed for Establishing Payment Terms 
and Development Periods For Irrigation Projects," RED-75-372, 
May 23, 197S, and "Federal Charges For Irrigation Projects 
Reviewed Do Not Cover Costs," PAD-81-07, March 13, 1981. 
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district offices in Texas, Kansas, and Oklahoma. Most water 
supply contracts are managed at these Corps and Bureau locations. 

Project repayment requirements are unique, created through 
general and specific congressional authorization, interpretation 
of Federal water law, and longstanding administrative actions. 
Consequently, we did not use scientific sampling techniques to 
statistically quantify the total amounts of subsidies throughout 
the water and reclamation programs. 

The projects discussed in this report focus in on the largest 
water subsidy--interest costs. The examples were chosen because 
they illustrate the general repayment practices existing in recla- 
mation and water programs. All projects reviewed, while con- 
taining varied terms of repayment, contained the same subsidies, 
some in larger or smaller amounts. The amount of interest costs 
for these projects is shown by contrasting today’s cost of inter- 
est to the 1902 economic condition when interest-free financing 
was first authorized. Our methodology for determining the spec- 
ific interest subsidy amounts is explained in detail in chapters 
3 and 4. 

The congressional repayment philosophy was researched and 
documented based on a review of congressional hearings and floor 
debates. Specific repayment provisions within the reclamation 
acts and subsequent water supply laws were researched. Federal 
water agencies’ legal interpretations and their policies and 
practices were also reviewed and considered. 

Historical developments and previous positions on water law 
reform taken by the numerous water commissions and national task 
forces were researched and considered in formulating conclusions 
and recommendations. Our previously published findings and those 
of other audit or inspector general reports were also considered 
to document the continued existence and magnitude of the subsidies. 

This report does not question whether a project should have 
been built or whether costs are allocated properly among the 
many project purposes, nor does it try to determine whether the 
interest subsidy in the amount discussed is warranted in terms 
of benefits and cost. It also does not address the question of 
users’ ability to pay. Rather, it addresses who is paying for 
projects once they are built, given the law, congressional intent, 
and current conditions. This information, coupled with congres- 
sional consideration of possible national and regional benefits, 
should help the Congress develop equitable financing policies 
for Federal water projects. 
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CHAPTER 2 

CONGHESSIONHL INTENT FOR REPAYMENT IS CLEAR 

Although debate occurred concerning how a reclamation 
program should be financed, when the Congress passed the initial 
reclamation act in 1902, it clearly intended that water project 
costs should be repaid by those that use the projects. The 
Congress, however, did exempt irrigation users from repaying the 
interest costs associated with building water projects. Since 
1902 numerous laws and amendments have been passed that have 
modified repayment requirements. Even so, we believe these legis- 
lative changes, which include provisions for how construction and 
interest costs would be repaid, still support the repayment 
requirements of the initial act. 

A PAYBACK PHILOSOPHY FROM THE BEGINNING 

At the turn of the century, the Nation's goal to expand 
westward was linked to the development of irrigation water sup- 
plies. Although a lot of early development had already taken 
glace throuyh State and private efforts, the cost of such under- 
takings eventually became too costly for the States and private 
enterprises. Therefore, a Federal program was created to finance 
and construct irrigation facilities. 

In 1902 most Members of Congress agreed that a Federal 
reclamation program to build water projects was necessary. How- 
ever, debate arose concerning how the program should be financed. 
One view advocated creating a special "reclamation fund" from 
which new-project construction would be financed. The fund was 
supposed to be self-sufficient: that is, 

I 
no money would be needed 

from tne Treasury. It would be entirely supported by revenues 
~ yenerated through the sale of public lands and project cost 
; repayment. The principle was simple: build one project, obtain 
i repayrnent, and build another. According to the then House 
~ Committee on Irrigation of Arid Lands: 

"The use of the proceeds of the sales of the public 
lands in the Territory named for the purposes contem- 
plated does not pledge the National Government to 
any appropriation directly from the National Trea- 
sury at any time in the future for the purpose of 
aiding directly or indirectly in the reclamation 
of arid lands * * *." 

* * * * * 

"The plan presented for the prosecution of the wor'k 
is a simple one, imposes no dollar of taxation upon 
any American citizen * * * [and] * * * provides a 
businesslike method for the accomplishment of great 
undertakinys * * *." 
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Other members of the House committee did not agreet suggesting 
that the program was unfair and would eventually require 
financial assistance from the Treasury. 

“If the Government commences the construction of 
such reservoirs at different points and the proceeds 
of sales of public lands are exhausted before they 
are completed and put in operation, a demand will 
immediately be made for an appropriation out of the 
public treasury * * *.” 

* * * * * 

“The unwisdom of conferring all this power, of 
surrendering all this property, and of opening wide 
the doors to treasury ‘looting1 is apparent.” 

The House Committee on Irrigation of Arid Lands later countered 
this argument by saying: 

“The opponents of this measure have claimed that 
it would lead to a vast expenditure by the General 
Government * * *. It should be borne in mind that 
it is not proposed to take a penny for the work 
contemplated out of the public Treasury * * *. By 
no possibility can the expenditures under the bill 
exceed the proceeds of the sales of the public 
lands in the region affected by the bill * * *.” 

~Reclamation Act of 1902 

I A reclamation bill in its final form was introduced in the 
~1901-1902 session of the Congress. The Congressman who intro- 
‘duced the bill reiterated the payback principle: 

, “The purpose [of the reclamation bill] was to present 
a comprehensive plan, which would impose no burden on 
the taxpayers of the country * * *.” 

Congressional activity culminated on June 17, 1902, with the 
passage of the Reclamation Act. In brief, the act created a 
Reclamation Fund to finance the building of irrigation projects. 
The fund was initially to be supported by the proceeds from public 
land sales and, upon completion of the projects, replenished with 
repayments from water users. A/ Acting as a revolving fund, 
money was to be continually applied to irrigation projects under 
the direction of the Secretary of the Interior. 

. 

Al-/Later , the fund was further augmented through revenues generated 
from the leasing of Federal oil and mineral rights. 
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The Congress clearly intended that the reclamation program 
be financially self-sufficient. The act required that water 
users repay all project construction costs within 10 years with 
a view of returning to the Reclamation Fund the estimated cost 
of building the project. 

Although the Congress intended that the entire Federal 
investment be repaid, irrigation water users were exempt by the 
1902 act from paying interest on their repayment obligations. 
According to the Chairman of the House Committee on Irrigation 
of Arid Lands: 

'* * * the Government, interested only in the settle- 
ment of the lands, can well forego any interest on 
investments and be content with the return of the 
principal." 

It was clear that repayment was essential, since it was 
originally thought that the fund would be the only source of 
money for irrigation development. In his second annual report 
in 1904, the Chief Engineer for Reclamation stated: 

"It is believed that this matter of refunding the 
cost should be made at all times the prime requisite 
in any project, and that no undertaking should be 
begun where it is not reasonably sure that the 
cost will be refunded within a short time." 

REPAYMENT ASSISTANCE BECAME NECESSARY 

By 1910 the fears of the reclamation program opponents became 
reality-- the Reclamation Fund could no longer sustain itself with- 
out financial aid from the Treasury. Project water users were 
having difficulty meeting their repayment obligations because of 
financial hardships. To continue the program, the Congress author- 
ized a $20-million loan advance from the Treasury's General Fund 
in 1910 and another $5 million in 1931. Since that time, most 
reclamation projects have been supported in one form or another 
by the Treasury's General Fund. ( Today I the Reclamation Fund 
continues to receive major support from the Treasury's General 
Fund). 

In addition to providing loan advances, the Congress passed 
several laws and amendments that changed the terms of repayment 
obligations. However, the principle of repayment remained 
unchanged. 

Early legislative changes 

To ease the water users' financial difficulties, the Congress 
enacted the Reclamation Extension Act in 1914. The act extended 
the repayment periods of existing projects to 20 years and 
authorized 20-year repayment periods for new projects. This 
extension was deemed necessary because the cost of establishing 
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irrigated agriculture on previously unfarmed land was much higher 
than anticipated and construction cost increases for water 
projects often exceeded original estimates. 

Although the irrigation water users were having difficulty 
meeting their repayment obligations, the payback principle con- 
tinued. In 1924 theeAnnual Bureau Report and a Presidential 
report reaffirmed the importance of this principle. These 
reports noted that the prosperity of farmers was a major objec- 
tive, since only prosperous farmers could repay irrigation pro- 
ject costs and reestablish the Reclamation Fund. Ayricultural 
prosperity was the key to repaying the total Federal investment. 

In liyht of these reports, the Congress enacted the Omnibus 
Adjustment Act of 1926. This act authorized the Secretary of the 
Interior to yrant relief by suspending construction charges 
against irrigators with nonproductive lands in certain projects 
and, at his discretion, to lengthen repayment periods in existing 
contracts up to 40 years. Repayment for irrigation users remained 
interest-free. 

~ Reclamation Project Act of 1939 

I This act gave water users additional relief in fulfilling 
~ their repayment obliyations. It recognized that project costs 

could be shared by other water users, allowed variable annual 
~ repayments, and provided for an up to lo-year, interest-free 
~ development period before starting repayment. 

The act allowed M&I and hydroelectric power users to share 
in, and reimburse the Federal Government for, project construction 
costs. 11 

The act also established a variable repayment plan so that 
irriyation users could make payments on a sliding scale based on 
their annual crop returns-- payments would increase in good years 
and decrease in bad years. Within the repayment period, all con- 
struction costs would be returned to the Reclamation Fund, as 
stated in a report from the Committee on Irrigation and 
Reclamation: 

"The proposed plan provides for variation in the annual 
payments of construction charges in accordance with 
variations in the water users' ability to pay, without 
detriment to the established reclamation laws." 

~ l/Throuyh various statutes, the Congress has directed that 
hydroelectric power be developed in Federal water projects. 
Administratively, the repayment period has been set at 50 
years. The power is turned over to the Department of Energy 
for sale, with the rates for its sale established by the 
marketing agencies of the Department of Eneryy as approved 
by the Federal Energy Regulatory Commission. 



The act also provided for a development period, not to 
exceed 10 years, to help irrigation water users develop their 
land to achieve the financial position necessary to meet costs 
before the 400year repayment period starts. During this time, 
construction cost repayments would not be required. 

The Water Supply Act of 1958 - 

This act authorized the Corps and Bureau to provide space 
in Federal reservoirs for storing water to meet present and esti- 
mated future M&I water needs. It required water users to repay 
the Federal Government for all construction costs, including 
interest during construction, within 50 years after the water is 
first delivered or within the life of the project, whichever is 
shorter . 

For repayment purposes, the 1958 act established a require- 
ment that the interest rate to be used for computing M&I water 
user interest charges would be based on the computed average 
interest rate payable by the Treasury on its long-term borrowing 
(15-year maturity or call for redemption) in effect when project 
construction begins. This historical average rate is published 
annually by the Secretary of Treasury. Unless otherwise mod- 
ified by specific project authorization, this financing interest 
rate provision remains the basis for specifying repayment today. 

The act also authorized an interest-free financing provision. 
The Corps and Bureau were allowed to provide water supply capacity 
in their projects for anticipated future water demand. They could 
spend up to 30 percent of total project construction costs for 
building a future supply capacity in the project without receiving 
immediate repayment based on potential water users assurances for 
future use. The interest-free provision for future water supplies 
was provided to encourage cooperation between Federal agencies and 
local interests in developing future water supplies for M&I water 
users. The act provided up to a lo-year, interest-free period 
on the construction costs associated with future water supplies. 
These interest costs would be borne by the Federal Government. 

CONCLUSIONS 

Federal water laws contain specific provisions covering how 
water project users will repay the Federal Government for the cost 
it incurs to build water projects. Specifically, water users must 
repay their share of construction costs, with interest, except for 
irrigation and future M&I water users. These users do not have to 
repay interest costs. For those users who are required to repay 
interest costs, the laws prescribe how repayment rates will be 
determined. The cost of providing interest-free financing for 
irrigation and future M&I users is discussed in chapter 3, and 
the law’s provisions for determining interest cost repayment 
rates are discussed in chapter 4. 

9 



CHAPTER 3 

INTEREST-FREE FINANCING IS COSTLY 

The 1902 Reclamation Act, as amended, permits interest-free 
financing, as does the Water Supply Act of 1958, in certain in- 
stances. Early congressional intent is clear that irrigators 
would not be required to repay the interest costs associated 
with their share of construction costs. Likewise, under provi- 
sions in the Water Supply Act of 1958, M&I watet users who use 
future water supplies from Federal water projects were also re- 
lieved of paying interest on the construction charges associated 
with such water for a period of up to 10 years. 

When these interest subsidies were authorized for irrigation 
users at the turn of the century, they were considered well afford- 
able because interest rates were very low and construction funds 
for the early water projects were obtained by selling public lands 
located in the western States rather than through taxation and/or 
public borrowing. Today, however, interest costs to build water 
projects are very high. With today's high interest rates, more 
and more tax dollars are needed to provide interest-free financing 
for irrigators and future M&I water users. 

INTEREST COSTS HAVE BECOME SIGNIFICANT 

When the Reclamation Fund was to be supported by revenues 
generated through the sale of public lands and project repayments, 
interest costs were probably not a great concern. However, when 
the Treasury was required to fund water projects with revenues 
obtained through public borrowing and/or taxation, interest costs 
not repaid by water users became costs to be borne by all 
taxpayers. The amount of these interest costs taxpayers must pay 
is affected by a change in any of the components used to compute 
interest costs--principal, rate, and time. 

Water projects cost more 

Since 1902 building costs for water projects have climbed 
steadily. Early projects were primarily small irrigation 
facilities that seldom cost much more than a few million dollars 
to build. For example, one of the first projects built under the 
1902 Reclamation Act, the Newlands Project in Nevada and California, 
only cost $1.25 million when it was authorized in 1903 (equivalent 
to a $30-$50 million dollar construction cost today). On the 
other hand, current projects are often massive, multiple-purpose 
facilities that cost hundreds of millions and sometimes billions 
of dollars to build. For example, the Bureau is projecting that 
the Central Valley Project in California, which is still under 
construction, will have been allocated about $6 billion through 
fiscal year 1981. This amount ($6 billion) includes about 
$2.7 billion allocated to irrigation and about $465 million 
allocated for M&I use. 
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Of the SO some projects currently under construction and 
included in tne Uureau's and Corps' fiscal year 1981 appro- 
priations, authorized Federal construction costs will average 
about $250 million per project, ranging from $3 million to over 
$2 billion. 

Interest rates have risen 

Like project costs, interest rates have risen significantly 
since the Conyress first authorized interest-free financing for 
water projects. In 1931, when the Treasury started financing 
water projects on a continuing basis, the effective interest rate 
it paid on its long-term borrowing was less than 3 percent. The 
annual rate in effect when the Water Supply Act of 1958 was passed 
was just over 3 percent. 

As the following table illustrates, the Treasury's borrowing 
costs have been steadily on the rise, with the March 1981 Treasury 
rate at 13.12 percent. 

U.S. Treasury Constant 
Maturity Yield Rates 

(1958-81) (note a) 

Year Rate Year Rate Year Rate 

19s1J 3.32 1966 4.92 1974 7.56 
19s9 4.33 19b7 5.07 1975 7.99 
1960 4.12 1968 5.65 1976 7.61 
1961 3.88 1969 6.67 1977 7.42 
1962 3.95 1970 7.35 1978 8.41 
19b3 4.00 1971 6.16 1979 9.44 
1964 4.19 1972 6.21 1980 11.46 
190s 4.28 1973 6.84 1981(Mar.) 13.12 

a/Department of the Treasury, Board of the Federal Reserve System 
Capital Market Rates. 

Repayment periods are longer 

The Congress 1las extended the length of the repayment period 
numerous times since 1902. As discussed in chapter 2, it was 
lengthened primarily because ayricultural water users \jere having 
difficulties meeting their repayment obligations within the author- 
izeu ti.i,je ,Jeriods. Although the Reclamation Project Act of 1339 
authorized a maxil,lurn 4O-L eclr repayment period following a I>laxinurn 
IU-,/ear cievelopment ;)eriocl, !.lore recent projects have been con- 
gressionally autllorized with SO-year repayment periods following 
a Lievelopment period of IIO lonyer than 10 years. 

Each of these extensions h;is had a tremendous impact on the 
amouiit of the interest subsidy. Keeping the interest rate and 



project costs constant, the following table illustrates the effect 
time has on a million dollar repayment obligation at the March 
1981 Treasury borrowing cost (13.12 percent). 

$1 million authorized at 13.12 percent 

Financing 
period in 

years 

10 (1902 act) 20 (1914 act) 
40 (1926 act) 
50 (1939 act) 
60 (Individual 

project act) 

Interest cost 

: 1,E:Z 
$ 4,286,156 
$ 5,573,831 

$ 6,876,831 

INTEREST-FREE FINANCING FOR THREE CORPS 
AND BUREAU PROJECTS WILL COST THE 
TAXPAYER MORE THAN $660 MILLION 

To demonstrate how much it costs to provide interest-free 
financing for irrigation users, we selected two relatively new 
water projects being built by the Bureau. We selected a Corps 
project in Lakeview, Texas, to demonstrate the effect lo-year, 
payment-free financing for M&I future water supply users has on 
interest cost recovery. The interest-free or payment-free period 
financing for these three projects will cost the taxpayer more 
than $660 million, or approximately $150 million if discounted to 
its present worth. L/ 

The Tualatin Project in Oregon is a substantially completed, 
multiple-purpose project whose estimated construction cost for 
irrigation is about $30.6 million. The Oroville-Tonasket Unit 
of the Chief Joseph Dam Project in Washington is primarily an 
irrigation project estimated to cost about $64.8 million when 
completed. The interest subsidy for the two Bureau projects 
exceeds $600 million, or more than six times their construction 
costs. The present worth of this subsidy is more than $120 mil- 
lion. The Bureau estimates that more than $10.3 billion in 
interest-free construction costs will ultimately be allocated 
to irrigation. 

'l-/Present worth is the dollar value today of a series of dollars 
received in the future. In this report future dollars receiv- 
able are discounted to show their worth in the year when the 
water project was (or is to be) completed. The following 
discount rates were used, 11.46 percent for Lakeview and 
Oroville-Tonasket and 7.61 percent for Tualatin. 
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The payment-free period subsidy under the future water 
provision of the 1958 act amounts to about $53 million, or a 
present worth of $30 million for the Lakeview, Texas, project. 
Together, the Corps and Bureau have about $1 billion ($237 mil- 
lion in completed projects, $865 million in projects under con- 
struction or planned) allocated to future water storage for M&I 
users (more than 100 projects). 

To compute the interest subsidies, we determined the dif- 
ference between the actual payments required by the water user 
repayment contracts and the payments necessary to fully amortize 
the construction costs with interest. The difference represents 
the subsidy, or the interest amounts not reimbursed to the 
U.S. Treasury. Since the interest foregone today is worth more 
than interest foregone 50 or 60 years from now, we discounted all 
future dollars to their present worth. 

Oroville-Tonasket Unit subsidy lJ 

The interest subsidy provided to the Oroville-Tonasket 
irrigation water users over their SO-year repayment period will 
exceed $463 million. In terms of its present worth, at the 
estimated completion date, this subsidy amounts to more than 
$89 million. 

To calculate the subsidy, we first computed the interest 
foregone during construction on a compound basis, using the 
Treasury's borrowing rates in effect during each year of con- 
struction. Because only about $4 million has been spent on the 
project since construction started in 1979, we allocated the 
remaining $61 million over a 6-year period ending in 1986, We 
used the Treasury's constant maturity rate in effect in 1979 
to compute the interest in that year and the 1980 rate for the 
remaining 7 years. We also used the 1980 rate for computing 
the interest foregone during the repayment period. 

To compute the interest foregone during the repayment period, 
we combined the interest costs accrued during construction with 
the construction costs. We multiplied this figure by 92.9 percent, 
the proportion of project costs allocated to irrigation. We then 
compared the actual payments as required by the repayment contract 

L/The Oroville-Tonasket Unit is primarily a new project to replace 
an old water distribution system serving 10,000 acres. The proj- 
ect was authorized in 1976 at a cost of $39.4 million. As of 
March 1981 the irrigation portion of costs had escalated to about 
$60 million. The project is estimated to be substantially com- 
pleted in 1986. 



with the payments that would be required to fully amortize the 
estimated construction costs with interest. The difference 
between each noninterest payment and payment with interest is the 
actual interest subsidy for eacn payment. To make the interest 
subsidy meaningful, we conputed the present worth by discounting 
all ttle future payment differences at 11.46 percent per annum l/ 
and totaled them over the 50-year life of the repayment contract-- 
resulting in a subsidy of about $89 million. 

Tualatin Project subsidy g/ 

The interest subsidy provided to the Tualatin Irrigation 
District users will exceed $145 million dollars over their 
60-year repayment period. The present worth of this subsidy 
amount exceeds $37 million. 

To calculate the interest subsidy, we again compounded the 
interest foregone during the construction period using the 
Treasury's borrowing rates in effect during each year of the 
construction period. 

To compute the interest foregone during the repayment period, 
we combined the interest cost during construction with the con- 
struction costs allocated to the irrigation district, as we did 
in the Oroville-Tonasket example. Because the district was granted 
a IO-year development period and the project is substantially com- 
pleted, we computed the interest foregone during the repayment 
period somewhat differently. We compared the first 10 annual pay- 
ments required to fully amortize the construction obligation in 
60 years with interest to the annual payments actually made during 
the lo-year development period as required by the repayment con- 
tract (none). We then compared the remaining 50 payments required 
to amortize the contruction obligation with the payments required 
by the repayment contract. The differences between each noninter- 
est payment and payment with interest is the actual interest sub- 
sidy for each payment. The total of these differences is the 
interest subsidy provided to the Tualatin Irrigation District-- 
$145 million. 

-- 

l/Represents the average constant maturity rate for 1980 provided 
by the Department of tne Treasury (see p. 11). 

Z/Tne 'I'ualatin Project is a multiple-purpose project authorized 
in 1966 to provide irrigation water for 17,000 acres. Con- 
struction began in June 1972 with irrigation repayment to start 
in 1986, allowing for a lo-year development period. 
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Subsidy for Lakeview Texas, 
M&I water supply users - 

Tne lo-year, payment-free provision of the 1958 Water Supply 
Act, as it applies to the future water supply of the Lakeview, 
Texas, Project will cost the Treasury about $53 million. The 
present worth of this subsidy is about $30 million. The Lakeview 
Project was to cost almost $160 million to provide flood control, 
water supply, and recreation. It has been under construction 
since 1979 and is expected to be completed in 1986. The Corps 
has a contract with the Trinity River Authority for the future 
use of the project's entire 142,900 acre-feet of M&I water supply. 
Tne Corps estimates that the water users' share of costs, includ- 
ing interest during construction, will be about $46 million. 

Ttle authority is required to repay its $46 million 
construction obligation, with interest, over a 50-year period 
commencing from the date water is first used. No repayment, 
including interest, is required during the first 10 years fol- 
1owincJ tne date the project is operational for water supply 
purposes if the authority chooses not to take water during that 
period. If it takes some or all of the water before the end of 
the lo-year period, repayment starts at that time, with interest, 
over the next 50 years. The repayment amount is proportionate to 
the amount of water taken. After 10 years, if water is still not 
taken, tne authority is required to pa.y interest only on the un- 
paid balance. The authority has the option to pay such interest 
ds it comes due or allow it to accumulate on a compound basis 
until the water is used. 

To calculate the Lakeview ML1 water users interest subsidy, 
we computed tfle difference between the annual payments required 
to amortize the $46 million construction obligation over 60 years 
and the zero annual payments for the first 10 years. 

COHCLUSIONS 

Substantial changes have occurred since interest-free 
financing was first authorized for irrigation and future M&I 
water users-- construction costs and interest rates have risen 
and repayment periods are longer. These changes have caused 
interest costs associated with constructiny Federal water proj- 
ects to increase dratnatically. Consequently, interest-free 
financing, once considered well-affordable, has become a costly 
t)urc.len on the U.S. Treasury. For example, this interest subsidy 
for three projects we reviewed will cost the Treasury more than 
$obO million. 

,’ , .  
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MATTERS POR COWSIDERATION BY THE CONGRESS 

Because construction costs and interest rates have risen 
and repaplent periods are longer, we believe the Congress should 
take a fresh look at the interest-free subsidy in deciding future 
water project authorizations. 



CHAPTER 4 

INTEREST RATES PRESCRIBED BY FEDERAL WATER 

LAWS DO NOT FULLY RECOVER 

THE GOVERNMENTS' BORROWING COSTS 

The Water Supply Act of 1958 requires M&I water users to 
repay their share of all construction costs--with interest. The 
act, however, precludes Federal water agencies from fully recover- 
ing the Treasury's borrowing costs to finance water projects be- 
cause it (1) establishes interest rates that are lower than the 
Treasury's actual borrowing rates and (2) requires the agencies 
to use the interest rate in effect when construction starts for 
computing interest costs, rather than the actual rates in effect 
when the money is spent. Also, although not required by the act, 
the agencies use simple interest based on existing agency policy 
to compute interest during construction rather than more appro- 
priate compound interest. L/ As a result, U.S. taxpayers bear 
some of the interest costs that the Treasury incurs solely for 
the benefit of M&I water users. 

WATER LAWS PERMIT COSTLY 
LOW-INTEREST FINANCING 

The formula now used by the Corps and'Bureau to determine 
the interest rates to charye M&I users is prescribed in the Water 
Supply Act of 1958. This formula, however, results in interest 
charges that are too low to recover the interest costs incurred 
by the Treasury. Even if the formula were accurate, interest 
rates would still be too low because of another requirement in 
the act: The agencies must use the interest rate in effect at 
the start of project construction to compute reimbursable inter- 
est costs during construction and during the 50- or GO-year 
repayment period rather than the actual interest rates in effect 
during each year constructioq funds were spent. 

Interest rates do not recover 
borrowing costs 

The interest rate required to be used by the 1958 act 
is formulated on the basis of the computed average interest 
rate payable by the Treasury upon its outstanding marketable 

L/An interest charye computed by applying the percentage rate of 
interest not only to the principal of the loan, but also to 
successive increments of simple interest. The interest itself 
becomes principal and therefore also earns interest in sub- 
sequent periods. Treasury computes the yield rate for its 
bonds and notes assuming semiannual compounding. The yields 
are based on an interest rate that is compounded semiannually. 
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public obligations (its lony-term borrowing). This formula 
is computed by averaging rates tile Treasury pays on long-term 
historical bonds (bonds that were issued in earlier years). 
Because of their date of issue, these bonds provide a rate of 
interest much lower than Treasury's current rates, and as such, 
significantly understate actual borrowing cost. 

Financial economists at t.he Department of the Treasury and 
Federal Reserve Board ayree that the full cost of borrowing funds 
to construct water projects cannot be recovered by using the 
interest rate formula under t.ne Water Supply Act of 1958. In 
earlier reports 1/ we recommended that interest rates should be 
based on the average yields of the Treasury's long-term borrowing. 
Treasury officials agreed that this rate (average yields) results 
in more accurate rates than those computed using a formula rate 
based on long-term historical bonds, however, they suggest an even 
more accurate method. They believe that, given our present finan- 
cial uncertainties, the most appropriate measurement of current 
Treasury borrowing costs is constant maturities yield rate$. 2/ 

.The chart on the next page illustrates the difference between 
i the Treasury's actual borrowing costs and the charges to the water 
~ users based on the 19Sd Water Supply Act interest formula rates. 

l/"Chanye Proposed in Interest Rate Criteria for Deterlnininy 
- Financing Costs of Federal Powrr Proyram", L3-LG7712, Jan. 

13, 19'70, and "Legislation tJeeded to Revise The Interest Rate 
Criteria for Determiniiq TIie Financillg Costs of 1Jater F?esource 
ProJects," U-167712, Aug. 11, 1972. 

L/Yield based on actively traded, recently issued lo-year notes 
- and borlds that are adjusted on ciaily closing bid prices. 
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Using the Water Supply Act interest rate to compute reim- 
bursable M&I interest charges rather than a rate that reflects 
the Treasury’s borrowing costs precludes full interest cost recov- 
ery . To illustrate this point we computed the interest costs 
associated with a hypothetical $10 m illion M&I water project with 
a SO-year repayment period using the two prevailing interest rates. 
The difference (or the subsidy) amounts to about $20 m illion over 
the repayment period, 
$3.5 m illion. 

which would have a present worth of about 
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Preset interest rates preclude 
full interest cost recovery 

In addition to its inadequate interest rate formula, the 
Water Supply Act of 1958 contains a provision that requires the 
Corps and Bureau to compute interest costs by using an interest 
rate in effect when project construction starts rather than 
during the period when financing is provided. Since interest 
rates generally increase during this construction period, this 
preset rate will not recover actual interest costs. 

Preset interest rates 

The 1958 act requires that the agencies set the interest 
rate to be used for computing interest during construction and 
interest on the unpaid balance as of the beginning of the fiscal 
year in which construction begins. The agencies define “begin- 
ning of construction” as the date land is first purchased or the 
date the first construction contract is awarded. Several years 
can elapse between the time when interest rates are set under 
this policy and when the project is completed. (Since 1960 
project construction periods on 36 projects have ranged from 2 
to 16 ‘years, averaging better than 5 years.) 

Using preset interest rates-- even if they were based on the 
Treasury’s actual borrowing rates-- precludes full interest cost 
recovery because the interest rates have generally increased 
throughout the construction and repayment periods. To illustrate 
this point, we compared interest costs based on the preset rate 
with those based on the rate in effect during the construction 
period for the Bureau’s Canadian River Project in Texas. The 
Bureau used the Water Supply Act rate in effect in 1961 to com- 
pute interest costs during construction as well as on the unpaid 
balance. We used the rates in effect during each year construc- 
tion funds were spent. By using the 1961 rate to compute interest 
costs during construction, the water users will be required to re- 
pay about $1.2 million less than if the Bureau had used the actual 
rates in effect during each year of construction. The following 
table depicts the difference in interest costs IJ by using these 
two rate-calculating methods. 

l-/We did not use the yield rate for this illustration because 
we only wanted to show the amount of interest not recovered 
due to preset interest rates. 
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Canadian River Project 
Comparison of Interest Costs During Construction 
Using the Preset Interest Rate Versus the Annual 

Interest Rates 

Rate in 
effect Bureau 

when calculation 
Fiscal construction of interest 

year started costs 

1961 .02632 $ 
1962 .02632 44,390 
1963 .02632 188,730 
1964 .02632 486,087 
1965 .02632 932,041 
1966 .02632 1,461,485 
1967 .02632 11840,836 
1968 .02632 1,959,807 
1969- 

1974 .02632 13,679 
(note a) 

Total $6,927,055 

Our 
calculation 

Annual of 
interest interest 

rates costs Difference 

.02632 $ - $ - 

.02742 46,010 1,620 
.02936 204,186 15,456 
.03046 543,872 57,785 
.03137 1,068,787 136,746 
.03222 11708,694 247,209 
.03225 2,173,186 332,350 
.03253 2,319,087 359,280 
.03256- 

.04012 17,964 4,285 

$8,081,786 $1,154,731 

~ g/Water supply was available for use in fiscal year 1968 but 
the Bureau continued to spend funds until fiscal year 1974 
to complete the reservoir. 

Using preset interest rates during construction also affects 
~ the amount of interest recovered during the repayment period. 

Using these rates causes less interest during construction to 
be capitalized and amortized over the repayment period. 

USING COMPOUND INTEREST WOULD 
INCREASE INTEREST COST RECOVERY 

Federal water law does not specify whether the Corps and 
~ Bureau should compute interest costs on a simple or compound 
~ basis. In the absence of specific legislative guidance, the 
~ longstanding agency policy of both the Bureau and the Corps has 
~ been to compute interest charges for M&I users during construc- 

tion on a simple basis. Using simple rather than compound inter- 
~ est costs the taxpayer millions of dollars each year. 

The Water Resources Council l/ recognized that using 
compound interest when computing ynterest during construction 
provides a more accurate portrayal of the Treasury's financing 
costs. In December 1979 the Council published its "Procedures 

L/An interagency group that coordinates Federal water resources 
policy. 
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for Evaluation ol: National Economic Development (NED) Benefits 
and Costs in Water Resources Planning (Level C)” (18 CFR Part 
713). These procedures required the Corps and Bureau to use 
compound interest during construction when developing cost 
data for planning future water projects. 

Although the Council’s procedures only apply to the 
planning of new water projects, the Commissioner of Reclamation 
extended the compound interest provisions to determining proj- 
ect repayment as well. In November 1980 the Commissioner 
issued a policy statement that required the Bureau to compute 
interest during construction for all future projects for repay- 
ment and accounting purposes, on a compound basis, citing the 
Council’s procedures as his authority. 

Although a step in the right direction, the new policy only 
applies to future projects that have not yet undergone the 
Bureau’s lengthy planning process. The Commissioner excluded the 
use of compound interest when negotiating repayment contracts that 
stem from adopted planning reports that were prepared using simple 
interest. The reason for this exclusion, according to the 
Commissioner, was to provide an orderly transition from one policy 
statement to another. Because all projects before the November 
1980 policy statement were planned with simple interest, the 
Commissioner in effect precluded the Bureau from applying his new 
policy to most projects that will be built in the immediate future. 

The Corps, although bound by the Council’s procedures for 
planning purposes, did not extend the compound interest provisions 
to project repayment. Economists agree that using compound 
interest would more accurately reflect the Treasury’s cost of 
funds advanced to construct water projects. 

To illustrate the significance of using simple versus 
compound interest to compute interest during construction, we 
computed the interest costs both ways for the Canadian River 
Project. 
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Canadian River Project 
Interest During Construction 

Slnple Versus Campound Interest 

Year 

Estimated 
construction 

cost 
Interest Interest e nses 

rate E!iiE--=lma 

1961 $ 246,725 .02632 6,494 6,494 
1962 2,882,242 .02742 85,796 85,974 
1963 8,083,197 .02936 329,189 331,904 
1964 14,512,384 .03046 783,570 796,496 
1965 19,374,690 .03137 1,414,763 1,453,062 
1966 20,857,096 .03222 2,125,113 2,211,267 
1967 7,967,615 .03225 2,384,048 2,541,595 
1968 107,200 .03253 2,408,233 2,649,827 
1969 419,276 .03256 2,424,106 2,752,207 
1970 118,664 .03342 2,492,099 2,920,838 
1971 69,266 .03463 21584,726 3,130,137 
1972 19,026 .03502 2,614,502 3,275,672 
1973 359,128 .03649 2,737,352 3,545,806 
1974 54,184 .04012 3,011,836 41042,972 

mtal $75,070,693 25,401,827 29,744,251 4,342,424 

Difference 

178 
2,715 

12,926 
38,299 
86,154 

157,547 
241,594 
328,101 
428,739 
545,411 
661,170 
808,454 

1,031,136 

Both the Corps and the Bureau could recover millions of 
~ dollars in interest charges paid by the Treasury if they were 

required to compute interest during construction on a compound 
basis when negotiating future repayment contracts. Each agency 
has hundreds of millions of dollars invested in water storage 
projects that are not secured by repayment contracts. The Corps 
has about $239 million invested in completed and uncompleted 
M&I water projects for which it did not have repayment contracts. 
Similarly, the Bureau has about 12 million acre-feet of water 
available for sale in projects without binding repayment 
contracts, as pointed out in our recent report. IJ 

CONCLUSIONS 

M&I water users are receiving millions of dollars in subsidies 
associated with interest cost repayments. These subsidies occur, 
in part, because Federal water laws contain provisions that prevent 
the Corps and Bureau from fully recovering the Treasury’s borrowing 
costs for project construction funds. The Bureau and Corps policy 

~ of using simple rather than compound interest in negotiating re- 
payment contracts increases these subsidy amounts. 

lJ”Changes in Federal Water Project Repayment Policies Can Reduce 
Federal Costs," CED-81-77, Aug. 7, 1981. 

23 



To ensure that M&I users repay their share of interest costs, 
the water project repayment provisions in existing Federal water 
laws need to be reformed. Without legislative reforms, M&I users 
will continue to receive millions of dollars in Government sub- 
sidies and the taxpayer will continue to pay for them. 

RECOMMENDATIONS TO THE CONGRESS 

We recommend that the Congress amend appropriate Federal 
law, particularly the Water Supply Act of 1958, as amended, to 
ensure that M&I water users fully repay their share of interest 
costs. 

In amending the legislation, we recommend that the Congress 
require the Secretaries of the Army and Interior to 

--use interest rates (developed by the U.S. Treasury) 
for computing interest during construction and inter- 
est on the unpaid balance that more appropriately 
reflect the Treasury’s cost of borrowing funds, 

--compute interest during construction using the 
interest rates (as developed in the preceding 
recommendation) in effect during each year 
construction funds are spent, and* 

, --compute interest during construction on a compound 
rather than a simple interest basis. 

We also recommend that where possible these provisions be 
dpplied to existing projects; for instance, where binding repay- 
ment contracts do not exist, when amending existing contracts, or 
awarding new contracts for future water sales. If requested, 
we would be willing to assist the appropriate committee staff 
in drafting proposed legislative revisions. 

i$G~rjc~ COMMENTS AND OUR EVALUATION 

I 

I 

This section contains the major comments received from the 
gencies responding to our request for comments and our evalu- 
tion of the comments. None of the comments required us to 
odify our conclusions, although we made suggested changes in 
he body of the report where appropriate. Appendixes I to IV 

also show our detailed evaluation of these comments. 

The Department of the Army agrees with the concept of the 
report-- that beneficiaries should pay for the cost of water proj- 
ects wherever possible. It pointed out that the recommendations, 
if adopted, would eliminate some of the current ,interest subsi- 
dies. Further, it questioned why a recommendation was not made 
to eliminate the lo-year, interest-free period for M&I users. 
The intent of our report is to measure the increased cost associ- 
ated with this type of subsidy. We did not evaluate the merit 
Qf retaining the lo-year, interest-free period. 
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The Department of the Interior also agrees with the recom- 
mendations and supports increased efforts to reduce the subsidy 
accruing to project beneficiaries. Recognizing the scope of our 
review, it pointed out that the interest subsidies in water pro- 
grams should be considered in light of their national benefits 
as well as recognition that other Federal programs cost the tax- 
payers millions of dollars with little or no monetary return. We 
agree that national benefits and other Federal program costs 
should ultimately be considered by the Congress in deciding con- 
gressional repayment policy. We believe the cost information as 
presented, coupled with future congressional consideration of 
such benefits, will help the Congress develop equitable financing 
policies for Federal water projects. 

The Department of the Treasury, from a cash management 
perspective, agreed with our recommendations to update interest 
rates charged and suggested that their adoption would serve the 
best interest of the Government. It further suggested additional 
cash management billing, collection, and intrinsic cost consid- 
erations in providing future Federal financing. We agreed and 
endorse these suggestions when considering repayment reforms. 

The Water Resources Council, while agreeing that sub8idies 
exist using the current policies, does not agree that they are 
without merit, particularly given the subsidies that occur in 
other water projects and programs. Further , it does not believe 
our conclusions and recommendations are substantiated based on 
congressional intent. It believes one can draw a different 
interpretation of firm commitment to the principle of repayment, 
given congressional actions and associated administrative 
policies over the past ‘70 years. 

The issue of providing subsidies involves issues of merit 
determinations that were beyond the scope of this review. Such 
determinations will ultimately require congressional policy deci- 
eions. Addressing the issue of congressional intent, we recognize 
that there have been numerous modifications or easing of repayment 
terms over the years, however, we still believe that the original 
congressional intent of seeking repayment of Government cost has 
been maintained in the existing legislation. The long history of 
administrative interpretation and practice carries weight as well 
a8 evidence that Congress has been informed or otherwise made aware 
of existing subsidy practices. We believe, however, that changing 
conditions, as we have experienced today, warrant reconsidering 
repayment practices for future water projects and where possible 
for existing projects. 
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APPENDIX I APPENDIX I 

DEPARTMENT OF THE ARMY 
OFFICE OF THE ASSISTANT SECRETARY 

WASNINOTDN, D.G. 80810 

Mr. Henry BechweBe 
Director, Community aud 

Economic Development Divirion 
U.S. General Accounting Off ice 
WarhinSton, D.C. 20548 

5 

Dear Mr. Brchwep: 

This is in reply to your draft report to the Secretary of Defenee 
titled “Ullionr of Dollar6 Could Be Saved Annually By Reforming Interest 
Provisions In Federal Water Laws,” (GAO Code 085540) (OSD Case 65768). 

We agree with the concept of your report, that beneficiaries should 
pay for the cortr of water projects wherever possible. Your recormenda- 
tionr to the ConBreee, if adopted, would eliminate sane of the current 

‘interart rubridier for water rupply provided under the authority of the 
1958 Water Supply Act. It ie not clear to us why you are not also recom- 
meudiag the deletion of the lo-year interest free period ae diecueeed on 
,paBe 16. Specific comenta on your report are provided in the encloeure. 

Sincerely, 

Enc 108ure William R. Gianelli 
Aeristant Secretary of the Army 

(Civil Works) 

[ GHO COMMENT : The intent of our report is to measure the 
increased cost associated with existing repayment provisions 
including the up to lo-year, 
the 1958 Water Supply Act. 

interest-free period provided i; 
While we did not evaluate the merit 

of retaining the lo-year, interest-free period, we do suggest 
congressional policy consideration of the need to continue this 
costly subsidy.] 
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APPENDIX I APPENDIX I 

Conraents on Draft GAO Report 
“Millions of Dollars Could Be Saved 

Annually By Reforming Interest 
Provisions In Federal Water Laws” 

1. Chapter 1, page 2. 

a. 1st para. The so-called typical project of the 1980’s as described 
would refer only to existing projects. New projects being studied or likely 
to be built in the 1980’s are primarily small flood damage prevention with, 
in some instances, a water supply and/or recreation feature. The numbers 
of multipurpose reservokr projects which might be constructed in the next 
nine years are quite small due to constraints on the Federal budget and the 
fact that the non-controversial sites have, for the most part, already been 
developed. 

[GAO COMMENT: Added “existing water project of the 1980's".] 

b. 3rd para. The second sentence in this paragraph is in error; it 
must be changed to the following: “. . . under contract for M&I water uses, 
1 million acre-feet of storage space for irrigation, and another 56 million 
acre-feet of storage space to be used jointly for irrigation and other 
purposes, primarily for the generation of hydroelectric power.” 

[ ~8~0 ~~I~IENT : The suggested change was made.] 

c. 4th para. We cannot verify the dollar values in this paragraph. 
However, the money spent for “water project construction” has no meaning 
with respect to repayment of M&I and irrigation costs. For example, the 
Corps’ largest construction expenditure is probably in the Tenn-Tom Water- 
way with other major expenditures in the areas of hydropower. 

[GAO COMMMENT: The dollar values were clarified as related to 
all types of water project construction. Specific breakouts of 
dollar values for these specific two purposes were not readily 
available. 1 

2. Chapter 4. 

a. Page ‘20. In line 7 of the first full paragraph, the statement “or 
the date the repayment contract is signed” is not Corps procedure. 

b. Pane 23, pare 1. Our records indicate that, aa of August 1980, 
for projects operational and under construction, the value of M&I water 
storage contract8 (not secured repayment contracts) was $239 million. 

[GAO COMIjlENT: The suggested changes were made.] 
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APPENDIX II APPENDIX II 

DEPARTMENT OF THE TREASURY 
WASHINGTON. D.C. 20220 

Dear Mr. Anderson: 

This letter responds to your August 14 request to 
Secretary Rdgan for comments on GAO's draft report 
which discusses the need for congressional reform of 
interest cost repayment provisions in Federal water 
laws. From a cash management perspective, your recom- 
mendation to allow for updating rates charged under 
the water supply program is a good one and its adoption 
would serve the best interests of the Government. 

Foremost in consideration of your report, it should 
be noted that intrinsic costs resulting from nonrecoup- 
ment of total amounts paid for financing the Federal 
water project construction are more pronounced than what 
is indicated. This is due to the fact that such costs 
include not only borrowing costs but also those associ- 
ated with decreases in availability of monies to Treasury 
for purposes of investment which impacts the earning 
value of our temporarily excess funds held in tax and loan 
accounts. Presenting your findings in this vein would 
more aptly reflect the total costs borne by the Treasury 
for less than optimum Federal financial activity. 

A0 COMMENT: The fact that intrinsic costs from nonrecoupment 
total amounts paid for construction are more pronounced than 

is indicated supports our position that interest subsidies 
all Federal water projects total in the billions of dollars.] 

I We also want to point out that two key items of 
cash management billing and collection policy were not 

B 

ddressed, which we believe would further the objectives 
f a payback program. In addition to revising the 
nterest provisions, therefore, specified payment terms 

t 
nd late charges for overdue cost-sharing installments 
hould be included. As a final suggestion, your recom- 

mendation should specifically indicate that the Treasury 
will provide the rates for computing interest during 
construction, interest on the unpaid balance, and charges 
for late payments. 
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APPENDIX II APPENDIX II 

[GAO COMMENT: To further the objectives of a payback programr 
the suggested considerations for cash management billing and 
collection policies are valid. We believe they should be 
considered in congressional deliberations for repayment reform. 
The recommendations in our report include requiring the use of 
interest rates developed by the U.S. Treasury.] 

Bruce Budlong of the Treasury Bureau of Government 
Financial Operations is available to diacusa theew matters 
in more detail; his telephone number is 566-5125. 

Paul H. Taylor 

Mr. William 
8 

Andsrmon 
Director, Ga &al Government Division 
United States General Accounting Office 
Washington, D. C. 20548 
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APPENDIX III 
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APPENDIX 131 

UNITED STATES WATER RESOURCES COUNCIL 
SUITE 800 . 2120 L STREET, NW WASHINGTON, DC 20037 

Mr. Henry Eschwege 
Director 
Conaruuity and Economic Development Division 
U.S. General Accounting Office 
Warhingtoa, DC 2OL68 

Dear Mr. Eschwege: 

My staff and I have reviewed your draft report, “Millions of Dollars 
Could Be 8aved Annually By Reforming Interest Provisions for Federal 
Water Laws ,” and we have the following torments for your consideration 
prior to publication of the final report. 

The report addresses a subject of special importance and timeliness given 
the current focus on reducing Federal spending. The objective of the 
report, as stated on page 3, was “to determine whether existing water 
project financing policies and practices continue to have merit.” The 
report determined that the particular financing practices which result 
in subsidiee to the beneficiaries of M&I water supply projects are 
questionable and recoomends three specific actions to reduce or eliminate 
the subsidies. While we agree that the current policies provide subsidies 
to Mb1 water users and that your recommendations are correct if the 
Congress wishes to change the current system, we do not agree a subsidy 
for the type of Mb1 water supply projects discussed in the report is 
without merit, particularly given the subsidies that occur in other 
water projects and programs, nor do we believe that your conclusion and 
recomendations are substantiated in the draft report. 

[GAO COHMENT: More correctly, our objective was to examine the 
existing repayment requirements and document through selected 
examples the cost of providing interest subsidies. The issue 
of merit determination involves many factors beyond the scope 
of this review and will ultimately require congressional policy 
decisions. These decisions, we believe, need to be made based 
on changed conditions and financing cost information which is 
presented in this report. ] 
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APPENDIX III APPENDIX III 

Your conclusion an’ reaonrendationr depend primarily on congreeeional 
intent v$th respect to the principle of repayment of water project costs 
by the water users. The report establishas this intent by describing 
early debate, and discussions of the 1902 Reclamation Act but subsequently 
states that while “the principle of repayment remained unchanged (p. 7)” 

‘over time, congreasioncl action6 did not neceeearily follow it.” The 
report shows that Congress authorized loan advances from the Treasury’s 
General Fund as early as 1910 and again in 1931, extended repayment 
periods in 1914, provided relief from construction charges in 1926, 
provided additional relief in 1939., and authorized interest-free financing 
periods for M&I vater supply projects in 1958. The report also notes 
that the “Reclamation Fund continues to receive major support from 
Treasury’s General Fund” (p. 7). Given these congressional actions and 
the associated administrative policies over the past 70 years, one can 
draw a far different interpretation of congressional intent than one of 
firm commitment to the principle of repayment. 

As to the conclusion that a’subridy for beneficiaries of COE and DO1 M&I 
water supply projects ir without merit and should be eliminated, your 
report could be enhanced by addressing the following kinds of questions: 

(1) How do interest subridier for these M&I water supply projects 
compare with direct and/or interest subeidiee in other Federal M&I 
water supply programs (i. e. , FmHA) and other types of water projects 
(i.e., navigation and flood loss reduction)? 

(2) How do subsidies for these M61 vater supply projects compare with 
subsidies in other capital investment programs, such as housing? 

(3) How do subsidies for these M&I water supply projects compare with 
the subsidies OS Incentives to the private sector which are either 
direct or indirect through the tax laws (i.e., accelerated depreciation 
and invertment tax credits)? 

Such comparisons vould put there interest subsidies in perspective with 
other similar eubeidiee and stimulate a more informed discussion of the 
i8aues. 

‘[GAO COMMENT: Both the Bureau and Corps are in agreement that 
lit has long been the Nation’s philosophy to re~quire project costs 
lfor irrigation and municipal and industrial water supply to be 
‘repaid as a responsibility of project beneficiaries. Even though 
the repayment terms have been modified or eased numerous times 
:over the years by congressional action, the bottom-line intent of 
seeking repayment of Government costs has not been waived. It is 
interesting to note that the legislation implementing these two 
programs stresses repayment and not subsidies. Although we agree 
that additional discussions regarding the issue of Federal sub- 
‘sidies may be helpful, our intent is to contrast the original 
basis on which this legislation was passed to today’s changed 
conditions and thereby support congressional repayment 
reconsideration.] 
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APPENDIX III APPPENDIX III 

In addition to theme general observations about the report, we have a 
few comentr and questions on specific items. Firrt, the coot of early 
water projects dercribed on page 1 ar being eeldom more than “a few 
million dollarr” should alro be shown in preeent value tense to permit a 
more accurate comparison tith the currrnt examplee preoented. For 
example, what ir the prerant value of tM $1.25 million authorir;ed for 
the Nevlandr Project in 1903 @. lo)? Second, what dircount rate was 
ueed to calculate the prwant value8 ahown in the report? !l’he footnote 
on paGo 13 define8 ra8mt worth but do88 not mention the di8COunt rate. 
Third, if you rev 4ro d 100 projects (page 10) why not show at least 8ome 
sumnary table8 of the interart subuidiee. The four example8 selected, 
while rhowing the effect of the individual mechaninns eddreered in the 
recomeadation8, may be mirleading. Fourth, if the conclusion8 and 
rec#xmaendat&m8 relate only to ML1 water tupply projects, your heavy 
reliance apon the background of water supply for irri$ation (exemplified 
by the Oroville-Tonarket Project) and subsidies to irrigation uler8 
detract8 from the validity of your conclusion. 

[GAO COMMENT: These specific suggestions were incorporated or 
clarified in the report. The discussion of irrigation interest 
subsidies and early congressional intent is essential to estab- 
lishing the Nation’s philosophy of seeking full repayment, which 
was carried forward in the passage of the Water Supply Act of 
1958 for MrI water repayment.] 

If you have any que8tion8 regarding our comments, please call. I hope 
our comaat will be helpful to you as you prepare your final report. 

-Gerald D. Selnwill 
Acting Director 
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APPENDIX IV APPENDIX IV 

United States Department of the Interior 
OFFICE OF THE SECRETARY 

WASHINGTON, D.C. 20240 

Mr. Panty Eechwege 
Director 
Community and Bconomic Development Division 
United Statcr General Accounting Office 
Washington, DC 2OpA8 

Dear Mr. Eechwege: 

Thank you for your letter of August 14, 1981, transmitting for our review 
your draft report entitled "Millions of Dollars Could be Saved Annually by 
Referring Interest Provisions in Federal Water Laws." The report, though 
limited in scope, is well prepared and generally accurate. 

she .you state in the "Objective, Scope, and Methodology" section on page 3, 
you confined your investigations to the interest subsidy aspects of Bureau 
of Reclamation and Corps of Engineers construction programs. However, we 
believe that more explicit recognition should be given to the fact that the 
iatsreot subsidies accruing to Federal water project beneficiaries are only 
one aspect of water development issues. There are significant National and 
regional benaflts that need to be recognized and considered from the stand- 
points of developing National policy for financing and cost-sharing Federal 
water resource Investment. 

In addition, some recognition should be given to the fact that there are other 
major Federal water programs that cost the taxpayer millions of dollar8 with 
little or no monetary return. For example, your May 5, 1981, report eutitled 
%illions of Dollars Could be Saved by Implementing GAO Recommendations on 
Environmental Protection Agency Programs" (CED-81-92), made several positive 
recommendations on the Environmental Protection Agency's water pollution con- 
trol program and the funds that could be saved by amending the Clean Water Act. 
Similarly, your November 18, 1980, report entitled "Congressional Guidance 
Needed on Federal Cost Share of Water Resource Projects When Project Benefits 
are not Widespread" (CED-gl-21), dealt with issues surrounding Corps of Engineers 
and Soil Conservation Service programs and the need for increased contributions 
by project beneficiaries toward project costs. 

Perhaps you may wish to undertake a study which would compare the benefits and 
costa of various water resource programs to give the Congress a perspective 
on which areaa are most deserving of legislative attention. Our point is that 
Bureau of Reclamation programs and legislative authorities should be viewed in 
light of other water resource programs and their attendant costs and benefits 
in one document instead of on a piecemeal basis. 
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APPENDIX IV APPENDIX’IV 

[GAO COMMENT; We agree that national benefits and Federal 
subsidies in other programs should ultimately be considered 
by the Congress in deciding congressional policy for water 
investment costsharing. Comparing the benefits and costs 
of water resource programs involves many factors beyond the 
scope of this particular review, as stated on pages 3 and 4 
of our report. We measured increased costs associated with 
existing repayment provisions. We believe this information, 
coupled with future congressional consideration of such 
benefits, will provide essential information to support 
congressional repayment reconsideration.] 

b8pit.e the above coanntr on the United mope, generally we agree with the 
recommudetionr (on page 24) that: (1) intereet rate@ should reflect the 
Trurury’m coet of borrowing funds; (2) Interest during conotructioo should 
reflect intorut rater in effect during conotruction; aud (3) intereet l hould 
be on a compounded, rather than l isple beeir. Other rpeciflc commute ad 
l tggortionr; on tba draft report follow. 

On page iii, w auggert that the 8ecoud 8anteuce of the la8t paragrrph be 
rrrieed to read am follamr ‘The re8ulting interert rater, however, are 
about 5 peqentage polntr louor thau the intere8t rate8 incurred by the 
U.S. Trurury In financing water project conrltruction.” 

[GAO COMMENT: The suggested change 

On p484 10, fb4. firm t rentence of the 8econd 
clarified. 

was made. 1 

paragraph need8 to be 

[GAO COMMENT: The suggested change was made. 1 

On page 11, we reconaud the third renteace of the peuultimate paragraph be 
rmviud to r44d a8 follmr 
l uthorimd a maximum 

“Although the Reclamation Project Act of 1939 
M-par repayment period follouiq a maximum lo-year 

developmat period, more recent project8 have been congre88ionally author- 
izd rith SO-par repaynnt perfode following a development period of not to 
uc44d 10 your,.” Current Reclamation policy would permit development 
period8 beyond th4 fir8 t par of water aeliveriee when circum8 tancer warrant; 
i.e., orchard crop8 or Other ritaatiotu where net benefit8 do not accrue 
during the f lrrt year of weter uee. 

[GAO COMMENT: The sentence was ,clarif ied .] 
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APPENDIX IV APPENDIX IV 

On pap l8, it ir l trtad that fiumcial l conamirt~ at the Department of 
Trurury ru##art uoi~ “con8tant maturity yield rator” a8 th8 barim for 
nm ropapmt intarut rater. Emmar, wa not0 that footnote 2 on we 
18 citar the ~a of 1O-yoar notu and bond.. A8 Poclamatioo projoct8 
ur4 loan8 are wmt of ton roprid over time poriodr conridarably in uca81 
of 10 yurr, ua wonder if it would k drirablr to UIO 3+ymr note wad . 
bond ator irutud of 10 ymrr. Parhapr thir point could be dircurrad 
in the final report. 

[GAO COMMENT: Federal Reserve officials endorsed our use of 
the conservative lo-year bond series as the best available 
measure of Treasury’s borrowing cost applicable for those 
projects we reviewed. Our recommendation on page 24 directs 
the Secretaries, for future projects, to use the interest rate 
most appropriate for water project financing. These rates are 
to be developed by the U.S. Treasury.] 

ti p80. 22, the 8JnOp818 8!kd atplanation of the Bureau'8 policy nitch fram 
rimple to compound interert durlag repaynut 18. accurate. Subrequent to the 
adoption of the Nlovember 1980 policy mmorandum, we have directed the Bureau 
to m8ka incru8ed effort8 to reduce the 8ub8idy accruing to project bane- 
fici8ri.8. One aru worth exploring would be application of the conpound 
intarart during corutructioa policy in all current draft and final plmni~ 
report8 whore it i8 legally pamirrable to do 80. We will review this po88i- 
bility and amend the November 1900 policy, if warranted.. 

*.tiG;e& 
!‘Land and Water Rerources 

(085540) 
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