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Oftice of Management and Budget (OMB)
Circular No. A-70 was issued to help pro-
vide effective and economical Federal
credit assistance programs by prescribing,
for example, that certain fees be charged,
that private lenders-share financial risk on
guaranteed obligations, that excessive
intefest rates be controlled, and that guar-
antees of tax-exempt obligations be avoided.
However, Federal agencies often do not
comply with these principles because the

circular does not communicate clearly and

OMB has not enforced compliance. The

resulting costs and inequities are serious,

but OMB has postponed corrective action 119850
for *ears,

GAb is recommending that OMB reissue
the circular and enforce the principles
adopted. If such action is to be postponed
further, GAO recommends that interim
guidance be provided in memorandum form.
Such actions would be consistent with the
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RESOURCES,
COMMUNITY AND ECONOMIC
DRVELOPMENT DIVISION

B-203240

The Honorable David A. Stockman
Director, Office of Management and Budget

Dear Mr. Stockman:

This report addresses the causes and effects of noncompliance
with the executive branch credit policy contained in OMB Circular
No. A=-70. We believe that this problem is a serious one and that
corrective action should not be postponed further. Our review
was made to help address recent concerns over the control of
Federal credit.

Recommendations to you are on page 25. As you know, section
236 of the Legislative Reorganization Act of 1970 requires the
head of a Federal agency to submit a written statement on actions
taken on our recommendations to the Senate Committee on Govern-
mental Affairs and the House Committee on Government Operations
not later than 60 days after the date of the report and to the
House and Senate Committees on Appropriations with the agency's
first request for appropriations made more than 60 days after
the date of the report.

We are sending copies of this report to the above committees;
the House and Senate Banking Committees; the Senate Budget Com-
mittee; other interested committees; the Secretaries of Agricul-
ture, Commerce, Energy, Transportation, and the Treasury; the
Administrator, Small Business Administration; and the Chairman
of the Board of Governors, Federal Reserve System.

Sincerely yours,

. / ;’/ ."
A
“J."Dexter Péach ’

Director







GENERAL ACCOUNTING OFFICE FEDERAL CREDIT POLICY ON

REPORT TO THE DIRECTOR, GUARANTEED LOANS SHOULD
OFFICE OF MANAGEMENT BE CLARIFIED AND ENFORCED
AND BUDGET -

DIGEST

Office of Management and Budget (OMB) Circular

No. A-70, issued in 1965, was intended to help
provide that the most effective and economical
policy principles were used to design and admin-~
ister Federal credit assistance programs. That
important objective is not being met because the
circular does not communicate clearly and because
OMB has not emphasized compliance with its princi-
ples. The consequences are serious.

Failure to charge guarantee fees or require
lenders to share financial risk or prohibit
guarantees of tax-exempt obligations increases
the Federal cost to operate loan guarantee pro-
grams by millions of dollars. Noncompliance with
the circular's principles also allows some bor-
rowers or lenders to receive more favorable loan
terms than their counterparts in other programs
and diminishes private participation--the source
of financing for many guaranteed loans. OMB has
acknowledged the problem for years but has post-
poned corrective action because other matters
have received higher priority. Agency officials
GAO interviewed did not indicate that they planned
to take immediate steps to bring their programs
into compliance with the circular's principles.
The usual indication was to take a "wait-and-see"
posture, while agreeing with the need for more
centralized guidance.

While OMB's resources are not unlimited, GAO be-
lieves that actions to improve compliance should
not be postponed further. GAO therefore recommends
(see p. 25) that the circular be reissued in a
form that clearly communicates executive branch
policy on the four principles discussed in this
report, amending it to include additional policy
guidance as soon as practicable; and that OMB en-
force compliance with the principles adopted. 1If
such action is to be postponed further, GAO re-
commends, as an interim step, that OMB send a
memorandum to the heads of executive agencies
providing policy guidance on the four principles.

In recent years, interest in improving manage-
ment of Federal credit assistance has intensi-
fied. In view of this concern, GAO reviewed the
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effectiveness of OMB's management of Circular
No. A~70 by measuring program compliance with
four basic principles adopted by the circular:
(1) that recipients of credit assistance should
pay a fee for such assistance, (2) that private
lenders should share part of the risk on loans
receiving guarantees, (3) that agencies should
prohibit excessive interest rates on guaranteed
loans, and (4) that guarantees should not be
extended to tax—exempt obligations. GAO meas-
ured compliance with these principles in 11
guarantee programs, the most prevalent form of
credit assistance. (See app. II.)

NONCOMPLIANCE WITH A-70 PRINCIPLES
IS A SERIOUS PROBLEM

Noncompliance with the circular's principles has
serious consequences. In GAO's review, 2 of 11
programs had foregone millions of dollars in
guarantee fees. For example, GAO calculated
that the Economic Development Administration

and the Small Business Administration have given
up over $4 million in 4 years by not charging a
guarantee fee in two programs. (See pp. 16 and
19.) Eight of the 11 programs did not charge
fees high enough to recover all program costs.
Two of the 11 programs increased the Government's
financial risk by millions by not requiring
lenders to bear any risk on guaranteed loans,
and two programs increased Federal tax losses

by guaranteeing tax-exempt obligations.

The inconsistencies created by noncompliance with
the circular's principles also created inequities
because some lenders or borrowers receive the
same Federal assistance as applicants in other
programs, but on more favorable terms. For exam-
ple, because the Farmers Home Administration al-
lowed guarantees of tax-exempt obligations, one
of its borrowers received a below-market interest
rate of 11.74 percent at a time when the prime
rate was 19 percent. (See app. V.) At the same
time, a similar Small Business Administration
program prohibiting such guarantees was allowing
its lenders to charge up to 21.75 percent.

GAO found that inconsistencies between agencies,
and even within different programs administered
by the same agency, lowered the participation
rate of the banking community and created a gen-
erally negative atmosphere around Federal loan
guarantees. According to members of the banking
community, more uniformity would result in more
private sector participation and possibly lower
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interest rates because of the potential for
lowering overhead costs.

OMB ACKNOWLEDGES NONCOMPLIANCE
WITH THE CIRCULAR'S PRINCIPLES,
BUT POSTPONES CORRECTIVE ACTION

As a result of OMB's lack of emphasis on A-70
and its principles, agency officials were gen-
erally not aware of it, and nearly all who were
did not use it. However, these officials said
that such centralized guidance would be helpful
to them and that they could follow the A-70
principles, but OMB would have to provide more
leadership. OMB officials acknowledged non-
compliance with A-70 principles but said that
corrective action must be postponed further.

In 1962, the Committee on Federal Credit Programs
found that, because credit assistance programs
were not governed by formal policy guidelines,
effective and economical financial principles
were not consistently being used to design and
administer such programs. OMB Circular A-70 was
issued in 1965 to alleviate this problem, adopt-
ing as executive branch policy the principles
recommended by the committee.

However, instead of stating those principles
explicitly in Circular A-70, OMB incorporated
them by reference to the committee's report.
That report is out of print and thus not readily
accessible to the agencies that need it to

fully understand the circular's principles.

(See p. 16.)

In addition, the circular does not directly

state that agencies are required to follow the
report's principles. It states only that agen-
cies proposing credit assistance legislation--
which is often done in conjunction with program
reauthorizations~-are required to prepare a memo-
randum to OMB discussing implementation of the
principles. According to OMB's Acting Assistant
Director for Budget Review, however, the circular
requires that agencies follow the report's prin-
ciples, whether legislation is being proposed or
not. Because the circular does not communicate
clearly, agencies question its applicability (see
p. 14) and do not actively use it.

In 1974, OMB proposed revising the circular,

acknowledging that the circular needed to state
its principles more clearly and explicitly and
that the circular's principles were not always
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consistently or vigorously applied. However,

the proposed revision was never formalized be-
cause of opposition to the principle prohibiting
guarantees of tax-exempt obligations. (See p. 9.)

OMB has been planning to review the circular's

principles and reissue it. However, priority

has been given to other work. A recent effort
to perform a general credit policy review has
?ot, to date, addressed the improvements needed
n A-70.

Eight years after the 1974 revision was proposed,
OMB has no specific oversight procedures (see

p. 8) and OMB officials readily acknowledge that
agencies still do not follow the circular's prin-
ciples. According to OMB's Acting Assistant Di-
rector for Budget Review, OMB has not sufficiently
emphasized compliance with the principles to bring
about consistent enforcement.

OMB COMMENTS AND GAO's EVALUATION

OMB said (see app. IX) that it shares GAO's con-
cern for the benefits which could be provided by
an improved Circular A-70 and agreed that the
circular needs to be revised and reissued.
However, OMB reaffirmed its decision to post-
pone corrective action, stating that the report
fails to recognize the time and complexity in-
volved in updating and reissuing the circular
and the importance of the other aspects of ex-
ecutive branch credit policy competing for OMB's
resources. According to OMB, the proposal in
GAO's draft report regarding distributing the
1974 draft revision of the circular as interim
guidance would not help because it does not dis-
cuss the proper role of the Federal Financing
Bank. It also said that the report does not give
adequate treatment to its record in overseeing
the management of loan guarantee programs.

OMB has acted to improve the overall management
of loan guarantee programs, as this report rec-
ognizes throughout, but the question at hand is
how soon Circular A-70 can be revised. Develop-
ing a comprehensive credit policy circular is a
complex and time-consuming task, and there are
many important credit issues competing for OMB's
limited resources. However, GAO continues to
believe that guidance addressing the four basic
principles discussed in this report could be
provided quickly and would remedy the serious
inequities and excess costs GAO observed. Pol-
icy decisions have been made on guaranteeing
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tax-exempt obligations and requiring lender
coinsurance, and the remaining two principles
are now being analyzed in preparation for the
fall Director's review scheduled for October
and November 1982. Thus, it should be possible
to revise and reissue the circular, limiting

it to the four principles, soon after the fall
review. The circular can then be amended to
include other principles as soon as policy de-
cisions are reached.

In addition, most guarantee programs are not
financed through the Federal Financing Bank,

and those that are can still adhere to the four
A-70 principles discussed in this report. Thus,
a revised Circular A-70 which does not address
the proper role of the bank would still provide
important benefits.

If OMB priorities preclude allocating the limited
resources necessary for such action, policy guid-
ance can be provided to executive agencies in the
form of a memorandum from the Director, OMB. GAO
agrees that using the 1974 draft revision of the
circular would not serve as appropriate interim
guidance because, although paragraph 5.d. of
that document does address the use of the Fed-
eral Financing Bank, the 1974 draft discusses
many principles~--some of which may be inappro-
priate to today's financial environment.
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CHAPTER 1
INTRODUCTION

In our society, the allocation of credit for private purposes
is generally a function of the free market system. At times, how-
ever, this system may develop "credit gaps." For a variety of rea-
sons, particular activities, some groups of borrowers, or specific
geographic areas may be denied access to credit on reasonably com-
petitive terms, even though they would be able to repay loans ex-
tended on such terms. To promote the social or economic well-being
of the Nation, the Federal Government sometimes acts to supplement
the free market system to reduce or eliminate these credit gaps.
This action often takes the form of Federal credit assistance.

The Federal Government uses four basic forms of credit assist-
ance: loan guarantees, direct loans, loans by privately owned
Government-sponsored enterprises, and access to tax-exempt credit.
Guaranteed loans are privately financed, but the Government guar-
antees the private lender against all or part of any potential
loss occasioned by a default on the loan. Direct loans are made
to borrowers by Federal agencies using public funds. Government-
sponsored enterprises are privately owned but federally chartered,
and they carry out federally chartered programs. These financial
intermediaries, like the Federal National Mortgage Association,
for example, carry out loan programs either through direct lending
or through the purchase of loans originated by the private groups
they were established to assist. Tax-exempt credit refers to the
exemption from Federal income tax of the interest income to in-
vestors in obligations issued by State and local governments.

The use of Federal credit assistance has proliferated in re-

cent years, with loan guarantee programs becoming especially preva-

lent. 1In 1952, $24.4 billion in loan guarantees was outstanding;
by 1980 this figure had grown tenfold. From 1971 to 1980 alone,
the outstanding amount more than doubled from $125.1 billion to
$259.8 billion. 1In 1980, guaranteed loans accounted for 9.3 per-
cent of the $348 billion advanced in U.S. credit markets.

Loan guarantee assistance has become an increasingly impor-
tant policy tool for achieving the Nation's social and economic
objectives. However, significant costs are associated with its
use. The Government incurs costs in administering the many loan
guarantee programs and in repaying lender losses involved in
loan defaults. According to the Congressional Budget Office
(CBO), 1/ loan gquarantees also impose costs on the economy by,

- among other things, increasing interest rates. This occurs, ac-

cording to CBO, because the guarantees lower the price of credit

1/Testimony by the Director, CBO, at hearings on Federal credit
programs and policies held by the Subcommittee on Economic
Stabilization, House Committee on Banking, Finance and Urban
Affairs, on April 29, 1981.



for federally favored borrowers, thus increasing the demand for
credit without increasing its supply.

FEDERAL ACTIONS TO IMPROVE
MANAGEMENT OF CREDIT ASSISTANCE

The management of Federal credit assistance involves many in-
terrelated processes. For example, the total amount of credit as-
sistance to be provided in any given year needs to be decided upon
Effective standards and procedures are needed to ensure the appro-
priate selection of recipients, servicing of accounts, and collec-
tion of debts owed the Government. In addition, to serve the
public interest well, use of the various forms of credit assist-
ance should be governed by sound basic financial principles. In
recent years, the rapid growth of loan guarantees and other forms
of Federal credit assistance, coupled with concerns about their
inflationary impact on the economy, have intensified interest in
improving management of such assistance.

Loan guarantee programs do not receive the normal policy
review associated with the congressional budget process because
they are "off budget." Title IV of the Congressional Budget Act
of 1974 (31 U.S.C. 1302) excludes loan guarantees from the targets
and ceilings on budget authority and outlays that can be considered
in the budget resolutions. This is done because Federal outlays
for loan guarantees are made not at the time of loan commitment
but only in the event of default.

Since fiscal year 1981, however, the Government has emphasized
budgetary control of the quantity of credit activity by introducing
the Federal credit control system. This system provides a 'credit
budget" measuring the overall amount of credit activity. Proposals
for limitations on this activity are developed by the executive
branch in conjunction with its budget review process and presented
to the Congress in the Budget Appendix. The Congress then reviews
and acts on the proposals in appropriations bills. While this
system has been implemented only on an informal, piecemeal basis,
it provides a valuable basis for budgetary review that was pre-
viously absent.

Other problems have also been identified. A series of our
reports (see app. VIII) beginning in 1978 highlighted the necessity
of improving the Government's management of its debt collection
processes. In August 1979, the Debt Collection Project was cre-
ated within the Office of Management and Budget (OMB) to address
the Government's problems in this area. The Project completed a
report 1/ in January 1981, and some of the recommendations are
being implemented while others are under study.

1/The Debt Collection Project, Report on Strengthening Federal
Credit Management, January 1981, U.S. Government Printing

Office.



In 1963, the Committee on Federal Credit Programs reported 1/
that credit assistance programs were not governed by formal guide-
lines on the appropriate financial principles to use in designing
and administering such programs. As a result, the programs were
not consistently using the most effective and economical principles
in providing such assistance. OMB Circular No. A-70 was issued
in 1965 to alleviate this problem, adopting as executive branch
policy the credit principles recommended by the committee.

According to OMB, the circular's principles are to be followed
when legislation authorizing credit assistance programs does not
mandate the use of different principles. Since the Congress often
leaves such decisions to the agencies, the circular's principles
have wide applicability.

OBJECTIVE, SCOPE, AND METHODOLOGY

In view of recent concerns with providing improved management
of credit assistance, this report evaluates OMB's management of
Circular No. A-70 to determine whether credit assistance programs
could be managed more economically and efficiently. To determine
the effectiveness of OMB's management of the circular, we measured
the level of agency compliance with principles adopted by the cir-
cular, the effects of any noncompliance with those principles, and
OMB's efforts to prevent any noncompliance. While Circular A-70
contains a number of principles, we studied compliance with four
of these principles regarding the charging of guarantee fees,
lender risk sharing, excessive interest rates, and the guarantee
of tax-exempt obligations. We selected these four principles be-
cause we believe them to be among the most fundamental adopted by
the circular. A detailed discussion of these principles is in-
cluded in chapter 2.

Although there are four basic forms of credit assistance, we
concentrated our study on loan guarantee programs because loan
guarantees are the most prevalent form of Federal credit assist-
ance. Our study measured compliance with the circular's principles
in 11 guarantee programs administered by three departments and one
agency. The agencies involved were responsible for administering
34 of the 65 loan guarantee programs listed in the 1982 “Catalog
of Federal Loan Guarantee Programs," published by the Subcommittee
on Economic Stabilization of the House Committee on Banking, Fi-
nance and Urban Affairs. This catalog attempted to list all guar-
antee programs, but an unknown number may have been omitted because
of information-gathering problems. The catalog also listed 65 in-
sured loan programs which may be classified as guarantee programs.
However, we omitted insured programs from our review because Gov-
ernment liability for them is different than for guarantees.

The number of programs sampled was not large enough to provide

1/Report of the Committee on Federal Credit Programs to the Presi-
dent of the United States, February 11, 1963, U.S. Government
Printing Office (out of print).



statistical certainty that our findings in these programs are re-
flective of conditions ir all programs. However, in our profes-
sional judgment, our findings in the 11 programs do reflect general
conditions.

The 11 programs studied were comprised of 3 existing programs
and the 8 1/ new programs enacted by the Congress in 1980. These
programs are described in appendix II. The three existing pro-
grams, one each in the Departments of Agriculture and Commerce
and one in the Small Business Administration (SBA), provided us
with a historical perspective of OMB management of Circular A-70.
These three programs were enacted in 1958, 1965, and 1972. To pro-
vide a measure of the use of the circular's principles in recently
enacted programs, we also reviewed the eight new guarantee programs
enacted by the Congress in 1980. These programs were identified
in Special Analysis F of the 1982 Budget of the United States.

To understand the effects of any noncompliance with the cir-
cular's principles, we conducted a comparative analysis of program
legislation and regulations and discussed the use of the princi-
ples with agency officials. We followed this analysis with 11 case
studies of loans guaranteed by the three existing programs. Case
studies could not be performed in the new programs because many
had not yet guaranteed loans. We selected 10 case studies in
New Hampshire, New York, Texas, and Vermont on the basis of such
criteria as relative size, location, time of guarantee, use, and
type of business. We chose these selection criteria to ensure that
the projects studied would be roughly comparable, thus providing a
baseline to clearly isolate the effects of any noncompliance with
the circular's principles. We discussed our selection criteria
with agency officials, who generally agreed that our criteria were
reasonable. One additional case study in Colorado was selected,
in conjunction with the Farmers Home Administration (FmHA), as a
good example of a recent form of the guarantee of tax-exempt ob-
ligations, which is contrary to Circular A-70 policy. Summary
data, as well as specific examples from these case studies, ap-
pears throughout this report.

To understand OMB's management of compliance with the circu-
lar's principles, we reviewed numerous reports and discussed the
management of the circular with officials from OMB, the Treasury
Department, the 11 programs reviewed, CBO, the Robert Morris
Associates, the Public Securities Association, and other members
of the banking industry. Our review was performed in accordance
with generally accepted government audit standards.

-+

E/One additional program, authorizing guarantees by the Synthetic
Fuels Corporation under Public Law 96-294, was also enacted.
However, this program is not subject to OMB Circular A-70 and
was therefore excluded from this report.



CHAPTER 2
OMB ACKNOWLEDGES NONCOMPLIANCE

WITH THE CIRCULAR'S PRINCIPLES,

BUT POSTPONES CORRECTIVE ACTION

OMB Circular No. A-70 represents executive branch credit
policy on the most effective and economical principles to use
in designing and administering credit assistance programs. OMB
has known and acknowledged for years that the circular does not
clearly communicate that policy and that agencies are not comply-
ing with its principles. The circular incorporates the principles
of an out-of-print 1963 report by reference, rather than stating
them explicitly in the circular itself. Further, the circular
does not directly state that agencies are required to follow the
report's principles. Instead, it asks agencies to respond to a
series of questions regarding how the principles are implemented.

An explicit and assertive revision to the circular was pro-
posed in 1974, but because of opposition to the principle on guar-
antees of tax-exempt obligations (see pp. 7 and 8), the proposal
was never formalized. 1In recent years a reissuance of the circular
has been postponed because priority has been given to the credit
budget and debt collection projects. While compliance with the
circular's principles is not formally overseen, OMB officials re-
sponsible for administering A-70 stated that they know agencies
are not following its principles, but OMB has not sufficiently em-
phasized compliance with those principles to result in consistent
enforcement.

OMB CIRCULAR NO. A-70
COMMUNICATES BASIC EXECUTIVE
BRANCH CREDIT PRINCIPLES POORLY

In response to the need for credit principle guidelines, the
Committee on Federal Credit Programs (CFCP) recommended in 1962
that all new credit assistance programs be designed in accordance
with principles set forth in its report and that existing pro-
grams be gradually changed to comply with them. President Kennedy
agreed and in February 1963 transmitted the committee's report
to all departments and agencies administering credit assistance
programs. In his transmittal memorandum, the President suggested
that agency heads be guided by the principles in the CFCP report
in administering their present programs, and especially in propos-
ing any new or expanded credit authority. He requested the Direc-
tor of the Bureau of the Budget (now the Office of Management and
Budget) "to take the lead in assuring an effective and equitable
application of those guidelines." OMB responded by issuing OMB
Circular No. A~70 in February 1965, which adopted the CFCP recom-
mendations as executive branch credit policy. The circular has
not been revised since it was issued and continues to state the
policy of the executive branch.



The CFCP report discusses many credit principles. Among
them are principles regarding (1) charging a fee to reimburse the
Government for its costs to provide credit assistance, (2) the
sharing of financial risk between the Government and private
lenders, (3) agency control over interest rates, and (4) guaran-
tees of tax-exempt obligations.

Executive branch credit principles

In providing any Government service, the question arises
whether to charge a fee for that service and, if so, how much to
charge. The circular adopts the principle that loan guarantees
should be accompanied by fees and premiums that provide for full
recovery of the costs of administering the program and the prob-
able costs of loan defaults and losses. l/ In line with this
principle, some programs charge a one~time fee of 1 percent of
the guaranteed amount of the loan. While the policy guidance al-
lows either lenders or borrowers to pay the fee, it does not pro-
vide guidance on how the fee may be paid--out of loan proceeds
which may be guaranteed, from interest payments, or from separate
resources of the borrower or lender.

Another fundamental policy question is how much financial
risk the Government is willing to assume to induce lenders to par-
ticipate in guarantee programs--90 percent of the risk, 50 percent,
10 percent? The principle adopted in Circular A-70 is to require
lenders to bear some risk, or coinsure, on each guaranteed loan.
For example, some programs will guarantee only up to 90 percent
of the loan amount, with the private lender required to bear the
risk on the remaining 10 percent, which is not guaranteed. Ac-
cording to the CFCP report, coinsurance should be required in
order to provide lenders with an incentive to carry out their re-
sponsibilities for selecting and servicing loans with normal care
and vigilance; were all financial risk assumed by the Government,
lenders would have little economic incentive to use prudence in
selecting and servicing guaranteed loans. This policy also re-
duces budgetary costs by helping provide a reasonable assurance
of loan repayment and lowering Government liability on individual

loans.

According to the 1963 CFCP report, the most important single
determinant of the extent of private participation in loan guaran-
tee programs is the level of interest permitted on the loans. 1In

1/1f read literally, the CFCP report and Circular A-70 require
only that any subsidies provided lenders or borrowers by not
charging a guarantee fee, or not charging fees high enough to
recover all costs, should be disclosed. However, according to
the OMB economist responsible for daily administration of the
circular, the policy is that fees that recover all costs will
be charged. It might also be noted that the Independent Offices
Appropriation Act of 1952 (31 U.S.C. 483a) and OMB Circular No.
A-25, both of which predate Circular A-70, state the same policy.



this regard, the circular requires that agencies prohibit the guar-
antee of loans with excessive interest rates, taking into account
interest rates prevailing in the private market and the risks as-
sumed by the Government. By assuming the risk on 90 percent of

the loan, for example, loan guarantees substantially reduce lender
risk. They also have other special characteristics (see app. IV)
which can make them more profitable to lenders than conventional
loans. Thus, the Government does not want to be exploited by
lenders by allowing interest rates which are so high as to not
recognize the substantial benefits of Federal loan guarantees.

Another important policy question, particularly in light of
recent high interest rates, is whether guarantees should be ex-
tended to tax-exempt obligations. Historically, interest rates on
tax-exempt obligations, according to a 1981 study by CBO ("Small
Issue Industrial Revenue Bonds," Apr. 1981), have been 30 percent
below interest rates on taxable obligations. The combination of
the lower interest rate associated with tax-exempt obligations
and the reduced financial risk and other special benefits provided
by Federal guarantees is extremely attractive to borrowers and
investors=-but expensive for the Federal Government.

The capacity of States and localities to issue tax-exempt ob-
ligations, first granted in 1913 when the Federal income tax was
adopted, was used for many years to borrow for public purposes
such as school construction. However, since the 1960's, small
issue industrial revenue bonds (IRB's) have increasingly been used
by States and localities to extend such low interest rate financ-
ing to various private industry purposes (such as real estate de-
velopment, manufacturing facilities, country clubs, ski lodges,

- and automobile dealerships) to help create and preserve jobs. Ac-
cording to the CBO study cited above, from 1975 to 1980, sales of

~ IRB's increased from $1.3 billion to a record high of more than

$8 billion. Federal revenue losses associated with IRB's were

expected to amount to $1.4 billion in 1982. 1In effect, the Fed-

eral Government gives up its revenue to subsidize the borrowing

costs of private industry.

The CFCP report recommended that direct or indirect Federal
guarantees of tax-exempt obligations be prohibited. OMB Circular
A-70 formally declared the CFCP recommendation to be executive
branch policy in 1965. According to the OMB economist responsible
for daily administration of the circular, such guarantees are pro-
hibited because, among other things, (1) tax-exempt obligations
are financially inefficient for the Federal Government (according
to this official, each $2 in interest savings for the borrowers
costs an average of $3 to $3.50 in Federal tax losses) and (2) the
superior combination of tax exemption and Federal guarantee
would compete with Treasury obligations, and their increasing vol-
ume would increase the interest costs of carrying the public debt.

Direct or indirect Federal gquarantees of tax-exempt obliga=-
tions can occur in a variety of ways. 1In addition to being di~
rectly guaranteed, such obligations can be indirectly guaranteed by
subordinating direct Federal loans or federally guaranteed loans
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to other project funding raised by an IRB or other type of tax-
exempt obligation. 1If a default occurs, the bondholders would
have first mortgage on any funds generated by the sale of col-
lateral, and the Pederal claim would be secondary or subordinate.
If proceeds from the sale of collateral would not be sufficient
to repay both the bondholders and the Government, the Government
may purchase the bondholders' first mortgage to protect its in-
terest. In this situation, the bondholders are in effect guaran-—
teed against loss by the Federal Government.

An IRB can also be indirectly guaranteed by a secondary mar-
ket purchase of a guaranteed loan by the trustee of the bond. 1In
this situation the bond and a guaranteed loan to a private business
are set up separately, but simultaneously, with virtually identi-
cal terms. The proceeds of the bond sale are then used by the
trustee to purchase the guaranteed loan from the private lender.
The principal and interest payments from the guaranteed loan,
with terms identical to those of the IRB, are then used to pay the
bondholders. However, the revenue to pay those bondholders is now
guaranteed. In effect, the Government has guaranteed the IRB.

The circular communicates poorly
and is not specifically overseen

OMB Circular A-70 does not state directly in the circular
itself the credit principles it adopts. Instead, it incorporates
the recommendations of the CFCP report by reference. Thus, it is
necessary to have a copy of the 1963 CFCP report to understand the
full impact of the principles involved. However, the report is
out of print and thus not readily accessible to the agencies that
need it to fully understand the circular's principles.

In addition, the circular as written does not directly state
that agencies are required to follow the CFCP principles. It
states that agencies proposing

"% * * legislation either to establish a new credit
program, or to expand or renew the authority of, or
provide broader powers for existing credit programs,

* * * are to prepare a memorandum evaluating the pro-
posed legislation in terms of the relevant recommenda-
tions of the Report of the Committee on Federal Credit
Programs."

The specific questions to be covered in such a memorandum are
listed in an attachment to the circular. According to OMB's Act-
ing Assistant Director for Budget Review, however, the circular
requires that agencies follow the report's principles in adminis-
tering their existing programs, whether legislation is being pro-
posed or not. In this regard, we found that OMB actively enforced
a circular principle on at least one occasion. (See p. 21.)

OMB has no specific oversight procedures to ensure compli-
ance with the circular's principles. While the memorandum proce-
dure could provide a valuable oversight mechanism, OMB has not
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implemented the procedure. It is not clear why. According to
OMB's Acting Assistant Director for Budget Review, OMB does not
specifically oversee all credit programs, but they are "generally
looked at" every 3 years or less during the reauthorization

process.

OMB HAS POSTPONED CLARIFICATION
AND ENFORCEMENT OF THE POLICY

OMB has acknowledged for some time that the circular does
not clearly communicate executive branch credit policy and that
agencies do not follow the CFCP principles. While the circular
does not have the force and effect of law, OMB has administrative
options available for enforcement. However, because OMB's emphasis
on enforcing the principles is not strong, the problem continues.

In 1969, President Nixon established the Committee to
Reappraise Federal Credit Programs. This group found that the
A-70/CFCP principles were valid but were not being as consist-
ently applied as they should have been. Five years later, OMB
published a proposed revision of the circular. In the issu-
ing statement accompanying the proposed revision, OMB Director
Roy Ash also observed that the principles were not always con-
sistently or vigorously applied and that the circular d4id not
clearly communicate executive branch policy.

The proposed revision provided an explicit and assertive
statement of the policy, but the proposal was never formalized.
'According to the OMB officials previously cited, the proposal
' failed because of opposition to the principle prohibiting the
' guarantee of tax-exempt obligations. According to the 1974 pro-
. posed revision, State and local officials viewed the tax-exempt
prohibition as a new policy because many were unaware of the
existing Circular A-70 policy. These officials also believed
that the principle would be applied more broadly than OMB in-
tended. The circular still has not been formally reissued, de-
spite its shortcomings.

According to the OMB economist responsible for daily admin-
istration of the circular, OMB has been planning to review the
circular's policies and reissue it, but in the last 3 years pri-~
ority has been given to work on the credit budget and debt collec-
tion projects. According to this official, the Budget Review
Division has more expertise in budgeting than in management; thus,

' its organizational perspective is a budgetary one. The Division

- has limited resources, and when priorities are set, budgetary

' problems often get the resources. In January 1982, however, dur-
ing our review, the Working Group on Credit Policy began active
efforts to perform a general credit policy review. According to

- the OMB financial economist participating in the review, the
working group is staffed and led by OMB and is one of a number
of working groups under the aegis of the Cabinet Council on Eco-
nomic Affairs. According to this official, the working group's
efforts are not specifically directed to the circular. However,
the Council has reaffirmed the A-70 policy on guarantees of

| 9



tax-exempt obligations, and the working group is analyzing the
principles regarding guarantee fees and appropriate interest rates
in preparation for OMB's fall policy review. According to OMB,
the administration is considering both administrative and legisla-
tive options for ensuring that common practices on fees and inter-
est rates are followed in all credit programs.

OMB's Acting Assistant Director for Budget Review and Trea-
sury's Assistant Director of the Office of Government Finance
readily acknowledge that noncompliance with the circular's princi-
ples is widespread, although they were not clear as to its speci-
fic extent. According to the OMB official, when OMB becomes aware
of a specific program which is not following the circular's prin-
ciples, it tries to change that program, but emphasis is not always
strong enough on the principles to overshadow other considerations
and enforce compliance with them. According to OMB (see app. IX),
until its work on the credit budget and in rethinking the role of
the Federal Financing Bank (see p. 19) is complete, Circular A-70
will have to take second priority.

The following chapter provides our conclusions regarding
the seriousness of noncompliance with the A-70 principles and
our recommendations to resolve the problem.
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CHAPTER 3

NONCOMPLIANCE WITH THE CIRCULAR'S PRINCIPLES

IS A SERIOUS PROBLEM WHOSE RESOLUTION

SHOULD NOT BE POSTPONED FURTHER

Because OMB has not emphasized compliance with Circular A-70,
loan guarantee programs often do not comply with its principles.
Noncompliance with these principles has serious consequences. For
example, 2 of the 11 programs reviewed have foregcne over $4 mil-
lion in gquarantee fees in 4 years, and 8 of the 11 programs did
not charge fees high enough to recover all program costs. Like-
wise, 2 of the 1l programs increased Government financial risk by
not requiring lenders to bear any risk on Government-guaranteed
loans, and 2 programs had increased Federal tax losses by guar-
anteeing tax-exempt obligations. Such inconsistencies also cre-
ated inequities, because some lenders or borrowers received the
same Federal assistance as their counterparts in other programs,
but on more favorable terms. In addition, these inconsistencies
diminished private participation--often the source of program
financing.

Program officials who developed and administered the 11 loan
guarantee programs we reviewed were generally not aware of the cir-
cular, and nearly all of those who were did not use it. However,
these program officials said that such guidance would be helpful
to them and that they could follow it, but OMB would have to pro-
vide more leadership. OMB has already postponed action on the
circular for many years, and the agency's Acting Assistant Direc-
tor for Budget Review told us that the circular would have to take
second priority until work on the credit budget was completed.

TAX REVENUES FOREGONE AS A-70
EXERTS LITTLE INFLUENCE IN
THE DEPARTMENT OF AGRICULTURE

In the Department of Agriculture, Circular A-70 exerts little
influence on the development and administration of programs. In
four of the five Department programs we reviewed (see app. II),
all of which were administered by the Farmers Home Administration,
program officials who designed or administered the programs were
not aware of the circular--but they generally agreed that such
guidance would have been helpful and that they could have followed
it if they had known about it. As a result, there were serious in-
stances of noncompliance with the circular’'s principles. In all
five programs, the agency decided to charge guarantee fees but did
not design the fees to recover all program costs. These programs
also allowed costly indirect guarantees of tax-exempt obligations,
contrary to the principle adopted by Circular A-70. Although FmHA
published a proposed rule on February 19, 1982, to prohibit such
indirect guarantees, the rule had not been finalized as of July
1982.
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In most cases (55 percent) the agency was free to comply with
the four A-70 principles we reviewed because the loan program's
authorizing legislation did not mandate the use of any particular
principle. However, in all five programs, the authorizing legis-
lation did require agency control of maximum interest rates, and
in four of the five programs the legislation required lenders to
share (or coinsure) at least 10 percent of the financial risk on
each loan guarantee. This was required by limiting the agency
guarantee to no more than 90 percent of the loan amount. In the
fifth program, FmHA could have guaranteed 100 percent of the loan
amount without violating the authorizing statute but decided on
its own to limit the guarantee to 90 percent.

According to FmHA officials who designed or administered the
five programs, while all five charged guarantee fees, none of the
fees were designed to recover all costs to operate the programs.
The four new programs followed the principles employed in the pre-
viously existing Business and Industrial Loan (B&I) Program. The
B&I Program charges lenders a cne-time fee of 1 percent of the
guaranteed amount, which lenders may pass through to borrowers. In
our four case studies of B&I guarantees, this fee brought $51,660
in revenue. According to the Director of the B&I Program, however,
such fees do not recover all program costs because the agency ac-
counting system does not account for all program costs. Thus, the
fees cannot be actuarily calculated to cover them. For example,
interest paid to the Treasury on funds borrowed to pay defaults
on guaranteed loans is allocated to a group of programs at FmHA,
rather than specifically to the B&I Program. For this reason we
could not calculate the difference between the income derived
through guarantee fees and the total expenses of the programs.
According to this official, instead of calculating expected pro-
gram costs for the B&I Program and charging a commensurate guar-
antee fee, FmHA simply adopted the fee being charged by SBA.

We also noted that B&I Program borrowers are allowed to pay
the fee by including the amount of that expense as part of the loan
amount. Because a percentage of the loan amount is guaranteed,
this agency is guaranteeing its own fees. Most banks we contacted,
however, would not allow such costs as part of the loan. They be-
lieved that "soft costs" like guarantee fees, feasibility studies,
and others which do not increase the project's value, should be
paid from a borrower's own funds and not out of the loan. The
circular provides no guidance on the types of expenses which may
be included in the loan amount and guaranteed.

According to the OMB economist responsible for daily admin-
istration of Circular A-70, many programs do not charge guarantee
fees; those that do, like the FmHA programs, often do not recover
all program costs. This OMB official believed that there is guid-
ance on estimating Government overhead costs but that estimating
the programs' probable losses is difficult because eligibility,
terms, and conditions change so often. This official was not
aware of any specific effort by OMB to assist agencies in esti-
mating total program costs. He also believed that the control
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of soft costs is a problem but that detailed guidance should be
provided in a separate circular.

The regulations for the B&I Program prohibit the direct guar-
antee of tax-exempt obligations, but not their indirect guarantee
through the secondary market mechanism described on page 8. As a
result, according to the Director of FmHA's B&I Program, this
situation occurred an estimated 100 times from 1979 to 1981, and
its use is increasing, apparently due to the rising cost of fi-
nancing private loans. According to information provided us by
FmHA, the guarantee of tax-exempt obligations has alsc occurred
in other FmHA programs. In 1980 and 1981 in the States of Ala-
bama, Oklahoma, and Louisiana, tax-exempt obligations were guar-
anteed by FmHA on 205 projects involving some $19 million.

As noted earlier, such guarantees are financially inefficient.
For example, if we assume that the investors in these $19 million
in tax-exempt obligations were in the 40-percent tax bracket and
the tax-exempt obligations bore an average interest rate of 11.74
percent, then the Treasury gave up $1,274,520 in tax revenues to
finance $955,700 in interest savings for the users of the $19 mil-
lion, or $1.33 in foregone tax revenues for every $1 in interest
savings. (See app. VII for details of our calculation.) To gain
a better understanding of this financing mechanism, we studied
one project guaranteed under FmHA's B&I Program. This project is
discussed in appendix V.

In developing the original regulations for the B&I Program,
the Department tried to incorporate the circular's principle on
tax-exempt obligations, according to Agriculture'‘s Deputy Assist-
ant General Counsel for Community Development. However, according
to this official, it was not clear as to what constituted an in-
direct guarantee of tax-exempt obligations. Therefore, the agency,
according to a June 22, 1981, letter to us from FmHA's then Acting
Administrator, made its own decision to prohibit the direct guar-
antee of tax-exempt obligations because of the double subsidy as-
sociated with such combinations. However, indirect guarantees
were not prohibited. FmHA thus had no legal basis to prevent guar-
antees of tax-exempt obligations through the secondary market
mechanism.

By 1979, the private sector began to use the secondary market
mechanism in earnest to obtain FmHA guarantees of tax-exempt obli-
gations. As a result, FmHA wrote to OMB in June 1980 to obtain
guidance on the tax-exempt principle. On December 5, 1980, OMB
responded that the secondary market mechanism was not consistent
with the 1965 principle prohibiting indirect guarantees of tax-
exempt obligations. FmHA subsequently published its proposed rule
to prohibit such guarantees. The OMB economist responsible for
Circular A-70 told us that OMB did not prevent FmHA from guarantee-
ing tax-exempt obligations before 1980 because OMB was not aware
of the guarantees due to a lack of program-by-program oversight.

According to the Department's Deputy Assistant General Coun-
sel for Community Development, the Department has known about the

13



circular for some time, and its principles have been discussed in
relation to various programs. However, the policy set forth in
the 1963 report and 1974 draft circular is not well defined, or
well known, and is not enforced by OMB. 1In addition, the Depart-
ment believes that the policy is simply that agencies submitting
credit assistance legislation are to answer the questions set forth
in the circular's memorandum--not that agencies are required to
follow the principles set forth in the 1963 report. However, ac-
cording to OMB's Acting Assistant Director for Budget Review,
agencies should follow the principles in the CFCP report whether
legislation is being proposed or not. As a result of the circu-
lar's problems, according to the Deputy Assistant General Counsel,
it "would not exert a big influence in the development of the De-

partment's programs.”

THE DEPARTMENT OF ENERGY

' USES A-70 AS BACKGROUND ONLY

Two of the programs reviewed were administered by the Depart-~
ment of Energy (DOE). DOE uses the circular only as a background
document and little more. In the two programs reviewed (see app.
I1), DOE required guarantee fees. However, in one program DOE did
not require all recipients to pay such a fee. Also, one program
director expected to recoup all costs through the fee, while the
other did not believe such costs could be accurately estimated.
Both programs prohibited financing projects by guaranteeing tax-
exempt obligations, but one program provided a subsidy to States
and localities giving up such financing--while the other provided

' no such subsidy. The authorizing legislation for both programs
" mandated requirements for lender coinsurance and agency control

over interest rates.

DOE's Mun1c1pa1 Waste Biomass Energy Program does not requlre
a guarantee fee in all cases. The program would have charged pri-
vate businesses a negotiable l-percent fee, but it would allow
cities in some cases to foreqgo the fee. According to the program
director, this was allowed because cities were "penalized" in
that under the legislation the gquarantee could not cover tax-
exempt obligations. However, the program legislation authorized
a subsidy, equal to the difference between tax-exempt and taxable
interest rates (historically about 30 percent), for the States and
localities so "penalized."

The program director stated that although OMB Circular A-95
was discussed extensively during development of the program, he
was not aware of Circular A-70. According to this official, if
he had known about the circular, a guarantee fee could have been
charged in all cases without hurting the program.

While this official was not aware of Circular A-70 and its
principles, DOE's Deputy Assistant General Counsel for Financial
Incentives was. According to the Deputy Assistant General Coun-
sel, who designed the General Biomass Energy Development Program,
DOE is aware of the circular and its principles but uses it as
a background document and little more. For this reason, some
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officials in DOE are aware of it, while others are not. This of-
ficial told us that agencies generally do not follow the circular
and its principles and that OMB provides little assistance in the
area of credit principles. OMB, according to this official as well
as OMB staff, focuses more on budget principles because of its bud-
getary perspective, rather than providing the guidance needed on
credit principles. Credit policy is, therefore, very open in Gov-
ernment because there is no centralized source of advice on good
credit policy. Agencies are often statutorily free to follow the
executive branch principles, according to this official, but they
are left to their own devices to make credit policy decisions.

MILLIONS FOREGONE AS
DEPARTMENT OF COMMERCE
OFFICIALS WERE NOT AWARE OF A-70

Three of the programs we reviewed were administerd by agencies
under the Department of Commerce. 1/ Officials in these programs
were generally not aware of Circular A-70. However, according to
one agency official, OMB could be powerful in emphasizing policy
principles such as those adopted by A-70, but when consulted on
financial policy questions, all too often OMB could not say "here
is the policy." As a result of OMB's lack of emphasis on A-70
principles, these programs exhibited important instances of noncom-
pliance. One existing program administered by the Economic Devel-
opment Administration (EDA) gave up $3.2 million by not charging a
guarantee fee. The two new programs, one administered by the Mari-
time Administration (MarAd) and the other by the National Oceanic
and Atmospheric Administration (NOAA), did not require lenders to
share the financial risk on loans receiving guarantees. In addi-
tion, while all three programs currently prohibit the guarantee of
- tax=-exempt obligations, none of these programs originally prohib-
ited indirect guarantees.

EDA's Regular Business Development Program, authorized in
1965, charged an annual guarantee fee of 0.5 percent of the out-
standing guaranteed amount of the loan until January 6, 1977. On
that date EDA decided to drop the fee because it was a burden on
the borrower. According to the EDA financial analyst who initiated
the policy change, when EDA stopped charging its fee it was not
aware of Circular A-70; it has not been required by OMB to rein-
state the fee in the ensuing 5 years. According to the OMB econ-
omist responsible for daily administration of Circular A-70, OMB
did not stop the EDA policy change because it was unaware of it.

1/The Maritime Administration, which administers the Ocean Thermal
Energy Conversion Program authorized by Public Law 96-~320 on
August 3, 1980, was transferred from the Department of Commerce
to the Department of Transportation on August 6, 1981. However,
since the program was designed while still under the Commerce
Department, we have grouped this program under that Department.
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In three of our four EDA case studies, guarantee fees were
foregone in accordance with EDA policy. 1In one case, however, the
bank was confused over the 1977 EDA policy change and raised the
interest rate on a 1l5-year, $222,700 loan by 0.5 percentage points
to cover the cost of an anticipated guarantee fee. When we in-
formed the bank that EDA no longer charged the fee, the executive
director stated that the interest rate would not be reduced be-
cause it was already too low. According to our calculations, if
EDA had charged a one-time, l-percent guarantee fee from 1978 to
1981, program income would have been increased by $3.2 million.

The Ocean Thermal Energy Conversion (OTEC) Program adminis-
tered by MarAd, like NOAA's new Fishing Vessels and Fishery Facili-
ties Program, is required by law to charge a guarantee fee. The
fees in these programs, according to program chiefs, will recover
all program costs, although no loans had been guaranteed as of
July 1982.

While EDA's program is required by law to limit its guaran-
tee to 90 percent of the loan amount, thus requiring lenders to
coinsure the remaining unguaranteed portion of the loan, the MarAd
and NOAA programs discussed above did not require lender coinsur-
ance. In MarAd's OTEC Program, the borrower puts up 12.5 percent
of the project cost in equity, and the remaining 87.5 percent is
financed by the sale of a 100-percent guaranteed security which
is sold to investors. According to the Director of the Office of
Ship Financing Guarantees, MarAd uses A-70 in designing and admin-
istering its loan guarantee programs. However, in accordance with
the statute and congressional intent, the ship financing program
(of which OTEC is a part) has not required lenders to bear any
risk since 1956. Prior to that time, lenders bore a l0-percent
credit risk. However, this arrangement did not work, according
to this official, and guarantees under the program have since

covered 100 percent of lender risk.

The financing for NOAA's Fishing Vessels and Fisheries Program
is structured much the same as the MarAd program, but the Chief of
NOAA's Financial Services Division stated that he was not aware of
Circular A-70 when he was developing the program. Although his of-
fice became aware of the circular after the program was developed,
he had difficulty in obtaining a copy of the 1963 report, which is
essential to understand the full impact of A-70. According to this
official, many of the A-70 principles are common sense when the
program is run on a businesslike basis. Policymakers, however,
hold different views as to the relative priorities of social goals
versus financial goals. Some programs, according to the Chief,
will do anything on the hasis of achieving program objectives, such
as saving jobs, while they "lose their shirt to do it." This of-
ficial stated that lender coinsurance could have been required in
this program but it would probably be less effective because the
unique nature of the maritime environment, where the loan collat-
eral may be thousands of miles away at sea, makes lenders nervous
about being exposed to risk.
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According to the OMB economist responsible for daily adminis-
tration of Circular A-70, the Public Securities Association, and
other nembers of the banking community, it is not necessary for the
Government to guarantee 100 percent of a loan to obtain private
participation because there is little difference between loans
guaranteed at 100 percent and loans guaranteed at 90 percent. In
this connection, 19 of 25 bankers in the States of Colorado, Massa-
chusetts, New Hampshire, New Jersey, New York, Pennsylvania, Texas,
and Vermont with whom we spoke told us that they would generally
continue to participate in loan guarantee programs even if coin-
surance requirements were increased above the 10-percent level--
although they would probably impose more stringent qualifying cri-
teria on borrowers. According to the chairman of the guaranteed
loan committee of the Public Securities Association (a national
association of securities dealers), his association is "diametri-
cally opposed" to 100-percent guarantees because they eliminate
the incentive for lenders who originate these loans to exercise
normal care and vigilance in selecting and servicing them.

While all three programs now prohibit the direct and indirect
guarantee of tax-exempt obligations, none of them prohibited indi-
rect guarantees originally. In all three programs, the regulations
were changed only after private businesses proposed such financing
and the agencies involved took the initiative to seek out guidance
on the principle.

For example, EDA guarantees of tax-exempt obligations are in-
directly prohibited by the statute governing the Regular Business
Development Program, which requires loans eligible for guarantee
assistance to be made to private borrowers by private lending in-
stitutions. Since tax-exempt obligations are not issued by pri-
‘vate lending institutions, an EDA guarantee of such an obligation
'is prohibited. This requirement does not extend to direct loans,
‘however. Although it is not clear how frequently EDA has used its
direct loan authority to guarantee tax-exempt obligations, one re-
cent example is a hotel project in Arkansas initially approved in
1979. 1In this project, EDA provided a $1,750,000 direct loan
which was subordinated to $4,250,000 in tax-exempt obligations
also used to finance the project. According to a June 30, 1981,
letter in response to our inquiry, EDA's then Acting Assistant
Secretary for Economic Development stated that:

“In the event of the borrower's default and foreclosure
| on the loan, EDA presumably would be forced to buy-out
the first mortgagee to protect the Government's in-
terest. Under such circumstances, the second lien
position on the EDA loan would effectively result in
| an indirect guarantee of a tax-exempt obligation."

; In December 1980, shortly after approving the Arkansas hotel

| project, Commerce's General Counsel wrote to us requesting the

' Comptroller General's opinion on the propriety of various financing
arrangements involving tax-exempt obligations=--including the sub-
ordination arrangement used in the Arkansas project. According to
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the General Counsel's letter, EDA understood that it had been
Federal policy since 1963 not to guarantee tax-exempt obligations,
but because of the "private borrower--private lender" requirement,
EDA had "never reached" the A-70 principle. While EDA withdrew
its request on April 13, 1981, and allowed the Arkansas project
to continue development, the agency published new guidelines on
April 1, 1981, which brought its program into compliance with the
A-70 principle on tax-exempt guarantees.

EDA's Deputy Assistant Secretary for Development Finance
told us that EDA had guaranteed tax-exempt obligations because her
predecessors were unfamiliar with Circular A-70. According to
her, the agency used it extensively in 1978 and 1979 when it was
developing the proposed National Public Works and Economic Devel-
opment Act. However, according to this official, EDA was not pre-
viously aware of the circular's policies. This official told us
that EDA had tried to discuss certain policy questions with OMB,
but OMB was not especially responsive. This official believed
that OMB could be powerful in emphasizing the A-70 principles,
"but all too often they could not say: here is the policy."

FEES NOT CHARGED AS SMALL
BUSINESS ADMINISTRATION OFFICIALS
WERE ALSO NOT AWARE OF A-70

The remaining two programs we reviewed were administered by
the Small Business Administration. Program officials at SBA, as
in the other agencies reviewed, were generally not aware of the
circular. The new Development Company Debentures (503) Program
was designed to supplement the existing Local Development Company
(502) Program. However, the two programs have important differ-
ences with regard to compliance with the A-70 principles. While
the 502 Program charges a guarantee fee, the 503 Program charges
no fee. Interest rates under the 502 Program may substantially
exceed those under the 503 Program. The direct and indirect guar-
antee of tax-exempt obligations is prohibited in the 502 Program.
However, indirect guarantees of such obligations are specifically
provided for under the 503 Program regulations--although imple-
mentation of the tax-exempt provision was being administratively
delayed by SBA as of July 1982. Lender coinsurance was required
by SBA in both programs.

SBA's 502 Program, authorized in 1958, charges a one-time
guarantee fee of 1 percent of the guaranteed amount of the loan.
According to the Director of SBA's Office of Business Loans, the
fee does not make the program self-sustaining. SBA's 503 Program
charges no gquarantee fee. According to the SBA financial analyst
referred to us as being the most knowledgeable about the program's
development, the program was originally designed to charge a fee
of 0.125 to 0.25 percent. According to this official, this fee
would not have made the program self-sustaining. The fee, however,
was dropped to help out borrowers because the new program added
many additional costs. According to this official, he was not
aware of Circular A-70 when the program was being developed, but
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if he had known about it, the program could have been designed to
be consistent with the circular's principles. As of the end of
June 1982, the 503 Program had approved nearly $84 million in gquar-
antees. If the program had charged a one-time fee of 1 percent on
this amount, income from the fee would have amounted to $840,000.

The procedures governing both programs require SBA to con-
trol maximum interest rates. In the 502 Program, SBA does this by
imposing a formal administrative ceiling. This ceiling allows in-
terest rates on some loans to go as high as 2.75 1/ percentage
points over the prime rate. The prime rate is a published interest
rate used as an indication of the rate major New York banks charge
their best corporate customers for short-term loans. According to
the SBA financial analyst we interviewed, SBA's loan guarantees
usually receive interest rates 1 to 2 percentage points above
prime. Our two SBA case studies were within this range.

SBA's definition of excessive interest rates, as defined by
the ceiling discussed above, differs significantly from most of the
other programs discussed in this report. 1In these other programs,
the lender and borrower negotiate the interest rates on the loans,
as they do in the 502 Program, but maximum interest rates are con-
trolled informally, without a formal published ceiling. 1In these
programs, many officials considered prime as an informal ceiling
defining excessive interest rates. For example, while FmHA has no
formal ceiling on interest rates in its B&I Program, in 1980 it
published informal guidelines stating that interest rates on B&I
guarantees should be less than prime. At the same time, similar
SBA loans could receive interest rates as high as 2.75 percentage
points above prime. SBA's 2.75-percentage-point ceiling also went
into effect in 1980.

While the 502 ceiling is 2.75 percentage points above prime
and other programs consider prime as an informal ceiling, recipi-
ents of guarantee assistance under SBA's 503 Program receive in-
terest rates substantially below prime. This program provides
interest rates at the Treasury rate, which is generally lower
than the prime rate, because the program is financed through the
Federal Financing Bank (FFB). g/ The FFB, because it finances

1/0n July 29, 1981, SBA published a Notice of Intent to lower
its ceiling to prime because of uncertainty as to what the
prime rate represents (see p. 34). As of July 1982, the proc-
posal had not been finalized.

2/The FFB is a Government-sponsored corporation supervised and
directed by the Secretary of the Treasury. It was established
in 1973 to improve Federal debt management of credit assistance
programs, which were flooding private credit markets seeking
financing. The bank takes the place of private lenders in the
case of guaranteed loans, providing the funds necessary to fi-
nance the loans by borrowing from the Treasury. OMB Circular
A-70 does not discuss the appropriate use of the FFB, since the
circular was issued in 1965 and has not been revised.
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loans guaranteed by the agencies through Treasury borrowing,
provides financing at the Treasury rate plus one-eighth of a per-
centage point for administrative expenses. According to the SBA
financial analyst heavily involved in the development of the
program, the FFB rate is about 2 percentage points below prime.
Thus, borrowers in this program, which provides guaranteed loans
to the same borrowers for the same purpose as the 502 Program,
are receiving rates 3 to 4 percentage points below those received
by borrowers in the 502 Program.

Federally guaranteed loans have special characteristics which
can make them more profitable to lenders than conventional loans.
Guaranteed loans substantially reduce lender risk; lenders can make
guaranteed loans up to 10 times larger than conventional loans,
with the amount at risk the same; and secondary market sales of
guaranteed loans can also double a bank's return on its investment
(see app. IV). Program officials expressed a great deal of uncer-
tainty as to the value of these special characteristics in deter-
mining an excessive interest rate on guaranteed loans, versus rates
prevailing in private markets on conventional loans. OMB Circular
A-70, even if these officials had been aware of it, provides
little help in judging excessive interest rates.

According to the OMB economist responsible for administering
Circular A-70, OMB guidelines are not as clear as they need to be.
This is because, in trying to establish a policy on maximum in-
terest rates for guaranteed loans, the Government faces two con-
flicting objectives but has no good analytical basis to quantify
the special characteristics of those loans and thus resolve the
conflict. On the one hand, the Government wants to avoid artifi-
~cially dictating interest rates on guarantees to the private sec-
tor. If the rates are too low, lenders may cease to participate
. in guaranteed loan programs. On the other hand, the Government
. does not wish to be exploited by lenders by setting rates which
' are so high as to not recognize the substantial risk assumption
'~ by the Federal Government. The "spongy" executive branch guide-

" lines, according to this official, are a result of these problems.

Within agency limits on interest rates, individual variations
in risk, for example, may justify variations in the interest rates
on individual loans. However, different overall definitions of
excessive interest rates can significantly alter the interest costs
to borrowers under the various programs. For example, in our case
. studies, all of which were begun before the issuance of FmHA's in-
- formal guidelines, interest rates were generally 1 to 2 percentage

points over prime. However, EDA approved one loan at an interest
' rate 0.25 percentage points above the maximum rate allowed by the
SBA administrative ceiling, and FmHA also approved one loan at 2.5
percentage points above SBA's definition of excessive interest.
| The FmHA loan was made at 3 percentage points over prime during
" the time SBA's ceiling was set at 0.5 percentage points over prime.
| Although the FmHA Assistant Administrator for Business and Industry
' considered the rate to be exhorbitant, FmHA efforts to persuade
the bank to lower the rate were unsuccessful. If FmHA had held
the interest rate on this loan to SBA's definition of excessive
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interest, the FmHA borrower would have saved $37,500 in first-year
interest costs. While the programs reviewed exhibited significant
differences in their overall definitions of excessive interest
rates, we could not determine whether or not some of them were al-
lowing excessive interest rates because of the vague executive
branch guidance.

SBA's 502 Program prohibits guarantees of tax-exempt obliga-
tions. According to the director of SBA's Office of Business
Loans, he was not aware of Circular A-70 prior to our review and
did not use it in administering the program. This official, after
we had discussed the circular's policy with him, expressed the be-
lief that the procedure prohibiting the guarantee of tax-exempt
obligations was written to provide compliance with the circular
when it was issued in 1965. 1In SBA's new 503 Program, however,
the final program regulations specifically allowed the indirect
guarantee of tax-exempt obligations through the subordination
mechanism described earlier. The Congress provided discretion on
the principle in the enabling legislation. However, the author
of the program, the Chairman of the Subcommittee on General Over-
sight and Minority Enterprise, House Committee on Small Business,
specifically intended for the program to allow for such guaran-
tees. The chairman believes the A-70 policy is too restrictive
(see app. VI). To make clear his intent, the chairman requested
that language explicitly allowing guarantees through the subor-
dination mechanism be inserted in the conference report on the
legislation.

Although the Treasury Department recommended that the legis-
lation be vetoed, the bill was signed into law. Subsequently, SBA
included the tax-exempt provision in its proposed rules for the
program and requested public comment on the provision. Accord-
ing to SBA, OMB did not comment on the proposed regulations. The
final regulations, issued by SBA on September 30, 1980, therefore
authorized the guarantee of tax-exempt obligations.

According to the SBA Administrator, in a meeting after SBA
had issued its final regulations, OMB said it was conducting a
new study on the gquestion that would be completed by the end of
fiscal year 1981. SBA agreed that it would administratively delay
implementation of the tax-exempt provision pending completion of
the OMB study. As of July 1982, SBA was continuing to delay im-
plementation of the provision.

NONCOMPLIANCE WITH A-70 PRINCIPLES
IS COSTLY, INEQUITABLE, AND
LIMITS PRIVATE PARTICIPATION

OMB's failure to emphasize compliance with the A-70 credit
principles has serious consequences. Government costs are in-
creased by millions of dollars because some programs do not charge
guarantee fees, do not require lenders to share financial risk,
and do not prohibit guarantees of tax-exempt obligations. Noncom-
pliance with the circular's principles also creates inequities
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because some lenders or borrowers receive the same Federal assist-
ance as their counterparts in other programs, but on more favorable
terms. Finally, the inconsistency created by noncompliance with
the circular's principles also diminishes private participation--
the lifeblood of the programs.

While it is difficult to accurately estimate the total costs
because our sample did not include all guarantee programs, non-
compliance with the circular's principles is costly. For example,
we estimated the cost of EDA's and SBA's failure to charge guaran-
tee fees at over $4 million. This estimate covered only two pro-
grams. Noncompliance with the principle requiring lenders to share
part of the financial risk on guaranteed loans adds additional
millions in increased Government exposure to financial risk. Fur-
ther, we estimated that Federal guarantees of tax-exempt obliga-
tions cost $1.33 in foregone tax revenues for every $1 in interest
savings provided to users of such obligations.

The inequities created by noncompliance with the circular's
principles are aptly illustrated by the principle prohibiting
guarantees of tax-exempt obligations. For example, because FmHA
allowed indirect guarantees of tax—-exempt obligations, one of its
borrowers received a loan with an interest rate of 11.74 percent
(see app. V) at a time when the prime rate was 19 percent. At
the same time, loan guarantees from SBA's 502 Program, which pro-
hibits such guarantees, were receiving interest rates of 1 to 2
percentage points above prime. Because of OMB's lack of emphasis
on compliance with the circular's principles, this borrower saved
between $463,000 and $413,000 in first-year interest costs alone
over the interest rates being paid by his counterparts in other
programs.

Noncompliance with the circular's principles also diminishes
private participation. According to representatives of the Public
Securities Association, the Robert Morris Associates, and other
members of the banking community, inconsistencies between agen-
cies, and even within different programs administered by the same
agency, lower the participation rate of the banking community and
create a generally negative atmosphere around Federal loan guaran-
tees. Because of the lack of policy standardization, banks have
to hire special personnel to become experts in the programs and
to keep up with the constant changes. Small banks often cannot
afford the extra cost. Loan officers do not want to get involved
with loan guarantees and have no incentive to learn all the dif-
ferences. According to these officials, more uniformity would
result in more private sector participation and possibly lower in-
terest rates because of the potential for lowering overhead costs.

OMB's Acting Assistant Director for Budget Review, as well
as Treasury's Assistant Director of the Office of Government Fi-
nance, agreed that noncompliance with the circular's policies is
costly and inequitable.
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CONCLUSIONS

OMB Circular No. A-70 was intended to ensure that executive
branch agencies used the most effective and economical policy prin-
ciples in designing and administering credit assistance programs.
That important objective is not being met, and the consequences
are serious.

The circular communicates poorly, and OMB has not emphasized
or formally overseen compliance with its principles. As a result,
the circular has fallen into obscurity and its principles have
fallen into disuse. Agency officials are generally not aware of
it, and nearly all of those who are do not use it to develop or
administer loan guarantee programs. Since OMB has not exercised
centralized management control, these agencies are making credit
policy decisions on their own, and those decisions are often con-
trary to the principles adopted by the circular.

Noncompliance with those principles has serious consequences.
Government costs to operate the programs are increased by millions
of dollars because some programs do not charge guarantee fees, do
not require lenders to share financial risk, and do not prohibit
guarantees of tax-exempt obligations. Such inconsistencies also
create inequities because some lenders or borrowers receive the
same Federal assistance as their counterparts in other programs.
but on more favorable terms. The inconsistencies created by non-
compliance with the circular's principles also diminish private
participation~~-the lifeblood of program financing.

OMB officials acknowledge that the circular does not communi-
cate clearly, that agencies are not following its principles, and
that noncompliance with those principles is costly and inequitable.
llowever, corrective action has been postponed for years. The 1974
proposed revision to the circular would have provided a clearer
communication of the policy, but the proposal was never formalized
because of opposition to the principle regarding tax-exempt obliga-
tions. In the years since, OMB has been planning to review the
circular's principles and reissue it, but priority has been given
to other matters. The recent efforts of the Working Group on
Credit Policy to review certain principles adopted by the circular
are important, and this report provides detailed discussions of
many issues which should be of assistance to the working group.
However, its efforts will not specifically address the problems
causing noncompliance with the circular--the lack of clear communi-
cation, oversight, and enforcement. According to OMB's Acting As-
sistant Director for Budget Review, action on the circular itself
will have to take second priority until work on the credit budget
is completed.

At the same time, program officials we interviewed did not
indicate that they planned to take immediate steps to bring their
programs into compliance with the circular's principles. The usual
indication was to take a "wait-and-see" posture, while agreeing
with the need for more centralized guidance. Because the circular
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contains certain ambiguities and because it has languished
for 17 years without vigorous enforcement, this reaction is

understandable.

We recognize that OMB's resources are limited. However, be-
cause of the costs and inequities involved in noncompliance with
the circular's principles, we do not believe that actions to im-
prove compliance should be postponed further. We believe that a
formal review and reissuance of the circular should be done im-
mediately. However, if the circular is to continue to receive
gecond priority until work on the credit budget is complete, in-
terim actions should be taken to clearly communicate the executive
branch's credit policy. Such actions would be consistent with the
administration's other efforts to improve management control of
Federal credit.

OMB COMMENTS AND OUR EVALUATION

In commenting on a draft of our report (see app. IX), OMB
agreed that establishing consistent credit principles is an im-
portant part of the overall process of gaining control over Fed-
eral credit activity. It also agreed that Circular A-70 should
be revised and reissued. However, OMB reaffirmed its decision
to postpone corrective action, stating that the report fails to
recognize the time and complexity involved in updating and re-
issuing the circular, as well as the importance of the other
aspects of Federal credit policy competing for OMB's limited
resources. Our draft report also contained a proposal that if
Circular A-~70 cannot be revised and reissued quickly, the 1974
draft revision to the circular should be distributed as interim
'guidance. According to OMB, however, that recommendation would
not be very helpful because it does not recognize that the 1974
draft was written for a world in which there was no Federal Fi-
nancing Bank. In fact, OMB's letter said that any revision or
substitute for A-70 which ignores the bank would not be very
helpful because of the bank's enormous impact on Federal credit
programs. OMB's letter also said that the report does not give
adequate treatment to OMB's record of activity in overseeing the
management of loan guarantee programs.

OMB hasg acted to improve the overall management of loan guar-
antee programs, as this report recognizes throughout. However, the
'specific question at hand is how soon Circular A-70 can be revised
‘and reissued in light of OMB's limited resources. We are well
'aware of the complexity and importance of the various aspects of
' Federal credit policy competing for resources with Circular A-70.
'However, we see no need to specifically address them in this report
' because since 1975, we have issued over 170 reports relevant to the
- issues of debt collection, the credit budget, the Federal Financing
'Bank, and the management of credit assistance (see app. VIII). We
' recognize too, that developing a comprehensive circular addressing
all credit principles important to the design and administration of
credit assistance programs is a complex and time-consuming task.
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However, we continue to believe that guidance addressing the
four principles discussed in this report would be extremely bene-
ficial and can be provided quickly. These four principles are
basic to the design and administration of loan guarantee programs,
and the absence of centralized guidance on them is causing serious
inequities and excess costs. As discussed in OMB's comments to us
policy decisions have already been made on the principles regarding
the guarantee of tax-exempt obligations and, coinsurance require-
ments, and the principles regarding fees -angd interest rates are now
being analyzed in preparation for this year's fall Director's
review. Thus, soon after the fall review scheduled for October
and November 1982, it should be possible to revise and reissue
the circular, limiting it to the four principles discussed in
this report. The circular can then be amended to include other
principles as soon as policy decisions are reached. .

We agree that the Federal Financing Bank has had.a budgetary
impact on Federal credit programs because loan guarantees purchased
by the bank are converted to off-budget direct loans. However, ac-
cording to our analysis of the 1982 Catalog of Federal Loan Guar-
antee Programs, 1/ 75 percent of the guarantee programs listed are
not financed through the bank. In addition, despite the bank's
policy against purchasing the coinsured portion of guaranteed
loans, guarantee programs financed through the bank can still ad-
here to the four A-70 principles discussed in this report. For
example, SBA's 503 program (discussed on pp. 18 through 21) is fi-
nanced through the Federal Financing Bank, yet it adheres to three
of the four A-70 principles discussed, and was originally designed
to also charge a guarantee fee. Thus, a circular which does not
address the proper role of the bank would still provide important
benefits.

Should OMB's priorities preclude allocating the limited re-
sources necessary to revise and reissue the circular, policy guid-
ance on the four principles can be provided to executive agencies
and establishments in the form of a memorandum from the Director,
OMB. We agree, and have modified our draft proposal accordingly,
that using the 1974 draft revision of the circular would not serve
as appropriate interim guidance because, although paragraph 5.d.
of that document does address the use of the Federal Financing
Bank, the 1974 draft revision discusses many principles--some of
which may be inappropriate to today's financial environment.

RECOMMENDATIONS TO THE DIRECTOR,
OFFICE OF MANAGEMENT AND BUDGET

We recommend that OMB reissue the circular to

--gtate directly the executive branch policies on charging
guarantee fees, requiring lender coinsurance, controlling

l/Committee on Banking, Finance and Urban Affairs, Subcommittee
on Economic Stabilization, United States House of Representa-

tives, January 1982.
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interest rates, and guaranteeing tax-exempt obligations,
and amend it to include additional policy guidance as soon

as practicable:

--state assertively that agencies developing credit assist-
ance legislation and agencies administering existing
programs--where existing statutes permit--are required
to follow the principles contained in the circular; and

--provide sufficient emphasis on the circular to provide
effective oversight and enforcement.

Should such reissuance be determined to be impractical at this
time, we recommend that as an interim step, OMB send a memorandum
to the heads of executive agencies and establishments providing
policy guidance on the four principles discussed in this report.
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APPENDIX I APPENDIX I

EXCERPTS FROM OMB CIRCULAR A-70

EXECUTIVE OFFICE OF THE PRESIDENT
BUREAU OF THE BUDGET
WASHINGTON, D.C. 20503

February 1, 1965 CIRCULAR NO. A-TO

TO THE HEADS OF EXECUTIVE DEPARTMENTS AND ESTABLISHMENTS

SUBJECT: legislation on Federal credit programs

o,

1. Purpose. In transmitting the Report of the Committee on Federal
Credit Programs on February ll, 1963, President Kennedy requested all
departments and agencies administering such programs to be "guided

by the principles outlined in the Repcrt in administering their present
programs, and especially in proposing any new or expanded credit
authority.” The Director of the Bureau of the Budget was asked "to
take the lead in assuring an effective and equitable application of
these guidelines.” President Johnson has indicated his agreement

with the principles of the report and his continued interest in -
their application. This Circular establishes the policies and pro-
cedures to be followed in proposing legislation to extend, revise or
create Federal credit programs, and supersedes tbe informal policies
and procedures previously used in carrying out the President's request.

2. Definitions. The following definitions apply herein:

a. Agency: Any executive department or independent commission,
board, bureau, office, agency, wholly owned or mixed-ownership Govern-
ment corporation as defined in the Government Corporation Control Act,
or other establishment of the Government, including any regulatory
commission or board, and also the municipal government of the District
of Columbia, but not including agencies of the legislative or Judicial
brunches of the Government.

b. Credit programs: Direct loans and participations; secondary
market operations; insurance and guarantees of private loans, and
sales credit of more than 45 days duration provided by any agency
as defined above.

3. Evaluation of proposed legislation

a. Whenever any agency proposes legislation either to establish
a nev credit program, or 1o expand or renew the authority of, or
provide broader powers for existing credit programs, the agency will
prepare a memorandum evaluating the proposed legislation in terms of
the relevant recommendations of the Report of the Committee on Federal
Credit Programs. The specific questions to be covered in such a
memorandum are enumerated in Attachment A.

(No. A-TO)
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ATTACHMENT A
Circular No. ,.-70

INSTRUCTIONS ON PREPARATION OF MEMORANDUM
EVALUATING CONSISTENCY OF PROPOSED LEGISLATION WITH
REPORT OF T™E COMMITTEE ON FEDERAL CREDIT PROGRAMS

Euch agency proposing new legislative authority affecting credit
progrums will submit a memorandum responding to all of the following
questions relevunt or upplicuable to the proposed authority. Each
question is cross-referenced to the appropriute pages in the Report
of the Committee on Federal Credit Programs and should be answered
in terms of the discussion contained in the Report.

3. Insured and guiranteed louns (pp. 1b-21)

a. If insured or gu.ranteed loans ure proposed, to what extent
and hov are private lenders required to share the risk (coinsurance)?

b. Does the proposal prohibit or preclude guurantee of tax-
exampt obligations directly or indirectly?

¢. Does the insuring or guaranteeing agency have authority to
limit maximum interest rates churged? If a statutory formula is

provided, hov is reasonuble flexibility assured?

6. Financing of credit programs (pp. 26-33)

a. On proposed loan guarantee and insurance progrums, how do
insurance premiums or gu.rantee fees compare with probable losses
and idministrative expenses?
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SUMMARY OF THE PROGRAMS REVIEWED

EDA's REGULAR BUSINESS.
LEVELOPMENT PROGRAM

EDA's Regular Business Development Program is authorized
by section 202 of the Public Works and Economic Development
Act of 1965, as amended (42 U.S.C. 3142). According to the act,
the objective of this program is to provide credit assistance
to "* * * areas and regions cf substantial and persistent unem-
ployment and underemployment to * * * enhance the domestic pros-
perity by the establishment of stable and diversified local
economies * * * " EDA measures progress toward this objective
primarily in terms of saving and creating jobs in these dis-
tressed areas.

During fiscal years 1978-80, the program obligated some
$438.6 million in credit assistance--54 percent in the form of
guarantees and the remainder in direct loan assistance. In 1980,
about half of this assistance was used to acquire or improve such
fixed assets as buildings and machinery. The remaining half was
for such working capital purposes as debt refinancing or general
use in the operation of the company. In the 2 preceeding years,
however, the use of such assistance was not as balanced. Approxi-
mately one-third of the assistance was used for fixed-asset pur-
poses in 1978, while about two-thirds was used for that purpose
in 1979.

During the same 3-year period, 60 percent of EDA's loans were
medium sized ($500,001 to $2,500,000). Small loans ($500,000 or
less) accounted for 23 percent of the assistance, and the remain-

'ing 17 percent was in the form of large locans over $2,500,000.

- FmHA's BUSINESS AND

INDUSTRIAL LOAN PROGRAM

FmHA's Business and Industrial Loan Program is authorized by
section 310B of the Consolidated Farm and Rural Development Act,
as amended (7 U.S.C. 1932). The objective of the B&I Program is
to improve, develop, or finance business, industry, and employment
and improve the economic and environmental climate in rural areas.
FmHA also emphasizes saving existing jobs and/or creating new Jjobs
and limits its assistance to nonurbanizing areas and rural cities--
giving priority to those with populations under 25,000. This pro-
gram often assists the same counties as the EDA program, guaran-
teeing loans in 47 percent of the same 175 counties that EDA
assisted during fiscal years 1978-80.

During fiscal years 1978-80, the B&I Program obligated ap-

f proximately $2.7 billion in loan guarantees. The program has
. authority to issue direct loans, but the use of this form of

credit assistance has been limited. The assistance provided by
this program was generally used for fixed-asset purposes, with
about two-thirds of the assistance consistently used for those
purposes during the 3-year period. During this same period, 56
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percent of the program's loans were small ones. Of the remaining
assistance, 38 percent went for medium~sized loans and only 6

percent for large loans.

SBA's LOCAL DEVELOPMENT
COMPANY PROGRAM

SBA's Local Development Company Program is authorized by sec~
tion 502 of the Small Business Investment Act of 1958, as amended
(15 U.S.C. €696). According to the act, the objective of the "502"
Program is to "* * * jimprove and stimulate the national economy
in general and the small-business segment thereof in particular
* ¥ * " SpA does not emphasize job creation/saving as a measure
of its benefits as much as EDA and FmHA do. ©SBA also assists some
of the same counties as EDA, providing assistance in 31 percent
of the counties that EDA made loans to during fiscal years 1978-80.

While the EDA and FmHA programs provide guarantees to pri-
vate banks, the SBA program works somewhat differently. The 502
Program provides loan guarantees to local development companies
(LDC's) rather than to private banks. The LDC is required to be
State chartered and principally composed of and controlled by
local citizens. It functions as a conduit through which SBA as-
sistance is passed to individual small businesses. While SBA
views the LDC as the recipient of the assistance, we have viewed
it as the lender, with the ultimate recipient being the small
business. This view was taken throughout this report to simplify
comparison with other programs.

During fiscal years 1978-80, this program obligated about
$200 million in credit assistance, 38 percent of which was for
guarantee assistance. The remaining 62 percent was in the form of
direct assistance. Virtually all assistance was for fixed-asset
purposes because this program prohibits its assistance from being
used for general working capital. Debt refinancing is, however,
allowed, and SBA "companion" loans under another program are avail-
able for working capital purposes. All of this program's loans
during the 3-year period we covered were small because there was
a statutory limit of $500,000 on the size of its loans.

DOE's AND FmHA's GENERAL BIOMASS
ENERGY DEVELOPMENT PROGRAM

This program was authorized by the Eiomass Energy and Alcohol
Fuels Act of 1980 (42 U.S.C. 8801 note). According to the act,
the objective of the program is to reduce the Nation's dependence
on imported petroleum and natural gas by increasing national
production and use of biomass energy. The term "biomass” refers
to any organic matter which is available on a renewable basis, in-
cluding such things as agricultural crops, wastes, and residues;
wood and wood wastes and residues; animal wastes; municipal wastes:
and aquatic plants. To help finance projects which would produce
energy from biomass materials, the act authorized the use of a
variety of credit assistance tools: loan guarantees, insured
loans, price guarantees, and purchase agreements.
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This program was designed to be jointly administered by the
Departments of Agriculture and Energy. DOE was given responsi-
bility for helping to finance large projects (15,000,000 gallons
or more annual production capacity), and FmHA (under the Depart-
ment of Agriculture) was to handle the smaller projects (less than
15,000,000 gallons). While FmHA's portion of the program is in-
operable, DOE's Alcohol Fuels Program was authorized $271 million
in 1981. However, as of July 1982, no loan guarantees had been

approved.

DOE's MUNICIPAL WASTE
BIOMASS ENERGY PROGRAM

This program was also authorized by the Biomass Energy and
Alcohol Fuels Act of 1980. The program was to help lessen the
Nation's energy dependence by providing assistance for the con-
struction of projects which produce energy from municipal waste.
The term "municipal waste" refers to the sewage, sludge, and in-
dustrial or commercial waste of cities or localities. This act
also provided a variety of credit assistance tools: loan guar-
antees, direct loans, and price support loans and price guaran-
tees. This program was appropriated funds and a small amount
was used, but its funds were also rescinded and the program was
inoperable as of July 1982.

MARAD's OTEC PROGRAM

The Ocean Thermal Energy Conversion Act of 1980 (42 U.S.C.
9101 note) authorized this program to assist in the construction
and operation of vessels or facilities which produce energy from
the temperature differences in ocean water. The act authorized
loan guarantee assistance for such projects by amending the 1936
Merchant Marine Act (46 U.S.C. 1271), bringing such projects under
the authority for the existing ship financing guarantee program.
The OTEC Program was allocated $1.6 billion in 1981. However,
according to the Chief of MarAd's Division of Domestic Financing
Guarantees, as of July 1982, no loans had been guaranteed.

FmHA's AGRICULTURAL
SUBTERMINAL FACILITIES PROGRAM

This program was authorized by the Agricultural Subterminal
Facilities Act of 1980 (7. U.S.C. 3701 note). According to the
act, the movement and storage of bulk agricultural commodities
(such as fertilizer and fuel) have been seriously impeded by
shortages of transient storage facilities, adequate rail rolling
@tock, and the deterioration of many railroad track beds and
rural highways. The act provided the Department of Agriculture
with authority to make loan guarantees and insured loans to as-
sist in the construction or improvement of such agricultural
subterminal facilities.

According to FmHA officials, the program did not require new
regulations and was just incorporated into the existing regulations
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for FmHEA's B&l Program. The program, according to these same of-
ficials, has received no funding.

FmHA's RENEWABLE
RESOURCE ENERGY LOANS

Thie program was authorized by Section 1 of Public Law
96-438, "An Act To Amend the Consolidated Farm and Rural Develop-
ment Act" (7 U.S8.C. 1923, 1932, 1942, and 42 U.S.C. 5901 note).
This program, according to FmHA officials, amended FmHA's B&I
Program and several other programs to make the acquisition, in-
stallation, and modification of nonfossil energy systems (such
as solar energy systems) in family farms and ranches eligible for
loan guarantee assistance. According to the act, this was done to
assist farmers and ranchers in reducing their dependence on non-
renewable energy resources. According to FmHA's Acting Director
of the Farm Real Estate and Production Division, this program
does not receive funding separate from the programs it was added
to, and no specific records are kept of the number of renewable
resource energy loans made. This official, however, estimated
that 40 to 50 such loans had been made since the program's
inception.

FmHA's RURAL EMERGENCY
LOAN PROGRAM

This program was also authorized by Public Law 96-438 (sec-
tion 3). This program was to provide loan guarantees or insured
‘loans to certain rural organizations, farmers, or ranchers which
"have been substantially affected by a natural disaster (such as
a flood). According to FmHA's Director of the Emergency Loan
Division, this program also basically follows the B&I regula-
tions. This program was also suspended in 1980, according to
‘this official.

'NOAA's FISHING VESSELS
AND FISHERIES PROGRAM

This program was authorized by the American Fisheries Promo-
~tion Act (16 U,S.C. 1801 note), enacted by the Congress in Decem-
'ber 1980. The act amended the 1936 Merchant Marine Act to broaden
' the scope of the existing Fishing Vessel Obligation Guarantee Pro-
' gram, adding shoreside fishery facilities as an eligible activity
| for loan guarantees. The administration has proposed a ceiling
' on the program of $50 million for 1982, but no loans had been
guaranteed as of July 1982.
| SBA's DEVELOPMENT COMPANY
' DEBENTURES (503) PROGRAM

; This program was authorized in July 1980 by section 113 of

| public Law 96=302 (15 U.S.C. 697), "An Act To provide authoriza-
;tions for the Small Business Administration, and for other pur-

| poses." The 503 Program was designed to supplement SBA's existing
|

\
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502 Program. The 503 Program, like the 502 Program discussed ear-
lier, works somewhat differently than the other programs reviewed.
In the other programs, banks or other private sources of funds
generally receive the guarantee directly from the guarantor agency.
However, in SBA's 502 Program, a local development company receives
the guarantee, although the loan funds may be obtained from local
banks. The LDC acts as a financial intermediary between these
banks and the small business ultimately receiving the loan funds.
The 503 Program, however, modifies this financing arrangement. 1In
this program, SEA provides 100-percent guarantees of debentures
issued by the LDC; but instead of the funding coming from private
sources of capital, the debenture is sold to the Federal Financing
Bank which provides the funding for the debenture. The FFB borrows
the money from the Treasury to fund the debenture purchase, in ef-
fect providing a direct loan. The LDC then loans the funds to

the small business. This financing mechanism generally provides

40 percent of the project cost. Another 50 percent of the cost is
provided by a local bank in the form of a separate, unguaranteed
loan. The remaining 10 percent is provided by the LDC as an equity
injection. From its inception in 1980 to June 30, 1982, this pro-
gram approved guarantees of $84 million in LDC debentures.
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The letter "D denctes thet the principle is optional at the agency's discretion.
the program statutes we considered no reference to the principle, or usg of the term "may" (for example, the Admin-
istration may charge a guarantes fee“) as providing agency discretion.

In reviewing

3/0n Pebruary 19, 1982, FmHA published a proposed rule to change its regulations te prohibit the indirect guarantes

of tax-exempt cbligations.

4/A tes was to be charged under some circumstances,

6/untll August 31, 1961, thu legislation governing SBA's 502 program required bpth lender coineurance and the coptrol
of maximum interest r
reamoved both roqulumnnu (see 13 U.8.C, 698},

As of July 19, 1982,

but not in othera (see p,

this rule had not been fipaliged.
14).

$/1n both programa, the legislation specifically prohibited direct guarantes of tax-exsmpt obligations.
legislation did not clearly prohibit the varjous forms of indirect guarantees,

However, the

However, on that date the Omnibus Budget Reconojliation Act of 1981 (Public Law 97-35)
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SPECIAL CHARACTERISTICS OF GUARANTEED LOANS

Federally guaranteed loans are different from conventional
loans. Both types of loans are financed by funds from private
lenders. However, lenders receiving Federal guarantees are pro=-
tected against much of the financial risk associated with loan
default. This guarantee is backed by the "full faith and credit"
of the U.S. Government. According to a 1979 congressional staff
study, 1/ such full faith and credit backing limits the liability
of the United States only to the ceilings, if any, on Treasury
borrowing authority. According to various agency officials and
bankers, while the guarantee lowers the risk on loans, its true
value is that it induces bankers to make loans they ordinarily
would not make because of their higher risk. It also allows loans
with longer maturities and/or other liberalized terms, such as
lower equity or collateral requirements.

Because of the lowered risk associated with the Federal
guarantee of these otherwise high-risk loans, the appropriate in-
terest rate is sometimes seen as the prime rate or less. However,
uncertainty has developed as to what the prime rate actually repre-
sents. Until recently, the prime rate was accepted as the lowest
short-term rate banks charged their best corporate customers. How-
ever, in April 1981, the House Committee on Banking, Finance and
Urban Affairs published a staff report 2/ which stated that the
prime rate "* * * has become a murky, ill-defined term that rarely
reflects the lowest rates available to corporate customers." Ac-
cording to this report, 60.7 percent of the commercial loans
granted by large banks in New York during May of 1980 were below
the publicly announced prime rate. The average discount from the
prime rate was 4.26 percentage points. The committee concluded,
among other things, that "Federal agencies * * * should not peg
their interest rates to the announced prime rate.”" They "* * *
should use their own resources to determine the real benchmark
rates existing in the economy."

According to the Directors of the Domestic Lending and Policy
Divisions of the Robert Morris Associates (a national association
of senior bank lending officers), the prime rate is indicative of
interest rates provided top quality local borrowers. These busi-
nesses have little or no bank competition for their business tut

et a lower interest rate because of their financial stability.
usinesses receiving below-prime rates are generally large multi-
national corporations that are exceptional because of their overall

1/"A Guidelines Handbook on Federal Loan Guarantee Programs, "
February 1979, Subcommittee on Economic Stabilization, House
Committee on Banking, Finance and Urban Affairs.

2/"An Analysis of Prime Rate Lending Practice at the Ten Largest
United States Banks, " April 198l.
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credit standing and their ability to generate a profitable banking
relationship in general. Banks compete for the business of these
borrowers, and the competition lowers their interest rates. Ac-
cording to these officials, loan guarantees provide high-risk
businesses with a standing about equal to prime in terms of risks.

However, other special characteristics also affect the inter-
est rate. For example, banking law imposes a limitation on the
size of any individual loan a bank may make. However, under 12
U.S.C. 84, exception 10, the guaranteed portion of guaranteed
loans does not count against this lending limit. Only the coin-
sured portion is counted against it. Because of this exception,
lenders can make guaranteed loans up to 10 times larger than con-
ventional loans, with the amount at risk the same.

Secondary market sales sometimes provide the funds for these
large loans. In these sales, the originating lender sells the
guaranteed portion of the loan to a second investor, retaining the
coinsured portion of the loan and servicing the guaranteed portion
of the loan for a fee. Such sales increase a bank's liquidity be-
cause guaranteed loans are relatively easy to sell and convert to
cash when needed. These sales also may double a bank's return on
its investment. An example from an American Bankers Association
publication 1/ will illustrate.

A bank makes a $100,000 loan at 10.5 percent interest, which
is 90 percent guaranteed. The bank sells the guaranteed portion
of the loan ($90,000) to a secondary market investor and receives
$§90,000 in return. The bank continues to service the entire loan
and charges the investor a l.25-percent servicing fee on the por-
tion of the loan which was sold. The bank retains the $10,000 por-
tion which is not guaranteed and may reinvest the $90,000 received
from the sale. Instead of earning an 11.75 percent ($11,750) re-
turn on the $100,000 investment, the bank earns a return of 21.75
percent in the first year (see table below).

While Circular A-70 does not address the question, the SBA
and FmHA programs we studied allowed private secondary market
sales, but the EDA program did not. According to agency officials
we spoke to, private secondary market sales may reduce program
costs by acting as an incentive to lower interest rates and may
provide an incentive for private sector participation. EDA's
Deputy Assistant Secretary for Development Finance stated that if
secondary market sales of EDA loan guarantees were allowed, they
would attract more investment to areas that need it. This would
occur because commercial lenders are reluctant to tie up their
funds in long-term loans, while a secondary market would allow
investors like pension funds and insurance companies to take the
investments.

1/Banker's Guide to Federally Guaranteed Loan Programs, 1980,
page 127.
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Table 1

Bank income
first year

$100, 000 lcan at 10.5 percent, 90 percent
guaranteed, and a l.25-percent servicing fee

90 percent guaranteed portion sold in secondary
market, and $10,000 retained at 10.5 percent

interest ($10,000 X 10.5 percent) $§1,050
1.25 percent servicing fee on $90,000 sold 1,125
Total income $2,175

Yield before expenses = 21.75 percent ($2,175/$10,000)

According to the Director of FmHA's B&I Program, however,
lenders may include features in the loans which make it easier to
foreclose on them, as an inducement to secondary market investors.
These investors would be more interested in the investment aspects
of a loan than in a protracted period of working with the borrower
to resolve financial difficulties. In addition, the incentive to
lower interest rates which the secondary market provides may be
somewhat moderated by a lender's desire to price the loan at a
point high enough for easy salability.

Although the benefits discussed above make guaranteed loans
potentially more profitable than conventional loans, additional
factors offset these benefits. According to officials from the
Robert Morris Associates and other representatives of the bank-
ing industry, guaranteed loans have higher administrative costs.
Paperwork costs are higher, servicing requirements are often
higher because of their higher risk, and banks wishing to be con-
tinuously involved in guaranteed loans must hire special employees
just to keep up with the many inconsistencies, technical details,
and constant regulation changes. In addition, businesses receiv-
ing guaranteed loans are generally higher risks. Thus, the gen-
eral banking relationship is not as profitable as with banks'
normal customers because checking and other accounts are not as
large or as stable and the future growth of the business may be
questionable. According to these officials, no one has quantified
these costs. They stated that because of these drawbacks, guar-
anteed loans have a generally negative aura which offsets their
financial benefits and results in a higher interest rate.

’ 37
i
|
|



APPENDIX V = APPENDIX V

GAO CASE STUDY OF AN FmHA GUARANTEE

OF A TAX-EXEMPT OBLIGATION

On February 26, 1982, FmHA guaranteed a loan under its B&I
program that was expressly designed to result in the FmHA guar-
antee of a tax-exempt obligation. As discussed in the body of
this report, direct or indirect guarantees of such obligations
are contrary to executive branch policy. To illustrate one method
of obtaining such guarantees, which can be quite complex and inno-
vative, we have provided the details of our case study of one such
FmHA-guaranteed project. Because this case study discusses sensi-
tive and confidential business and credit information, we have not
identified the persons and organizations involved.

The project, which was expected to produce about 200 jobs, was
for construction and operation of an $8.7 million mushroom farm
in a socially and economically depressed area in southern Colo-
rado. While project financing came from several sources, including
$1.7 million in private equity, an EDA direct loan for $1.3 mil-
lion, and an Urban Development Action Grant from the Department
of Housing and Urban Development for $682,00C, most of the fund-
ing came from a $5 million tax-exempt bond issue floated by the
county. The bonds were sold to an investment banking firm, which
subsequently sold them to purchasers ranging from institutional
investors to "mom and pop" investors=--~with much of the issue going
to the latter type of investors. A trustee was appointed to handle
the funds received from the bond sale and to ultimately pay the

bondholders.

In order to obtain the FmHA guarantee, and thus receive a
triple A rating for the bonds and the low interest rate (11.74 per-
cent when the prime rate was 19 percent) desired for the project,

a $§5,000,000 private loan was set up at the same time as the bond
issue. The loan terms (interest rate, maturity, etc.) were de-
signed to coincide with those of the bonds. The private lender
then obtained FmHA agreement to guarantee 90 percent of the loan
in February 1982. Construction costs were financed by a private
loan, repaid with the proceeds of the guaranteed loan. On Febru-
ary 26, 1982, when the guaranteed loan was finalized, the bond
trustee used the funds received from the sale of the bonds to pur-
chase the guaranteed portion of the loan in the secondary market.
At that point the bondholders had $4,500,000 of the bond issue
which FmHA guaranteed 100 percent against default. The loan pay-
ments by the mushroom farm flow from the farm to the private lender
who will service the loan, from this lender to the bond trustee,
and from the trustee to the bondholders.

All transactions necessary to insure the FmHA guarantee of
the bonds were contractually agreed to in May 1981. The prelim-
inary public statement announcing the intent to issue the bonds,
dated March 9, 1981, described the mechanism by which the bonds
would be guaranteed on its front page. According to our dis-
cussions with the county officials, bankers, and FmHA officials

38



APPENDIX V APPENDIX V

involved, they all understood the FmHA regulation prohibiting the
guarantee of tax-exempt obligations. The bond underwriter for
the bank that made the guaranteed loan told us that the private
locan and secondary market purchase by the trustee of the tax-
exempt bonds was a "legal way of using the existing [FmHA loan
guarantee] mechanism to finance the project.”

According to the vice president of the investment banking
firm's Public Finance Department and representatives of the three
banks ultimately involved in the project, there was no feasible
alternative to Government-assisted financing. Originally, the
project was to have been financed by a taxable corporate bond
issued by the mushroom farm, with one corporate buyer. However,
the corporate buyer pulled out of the project early. According
to the banking officials cited above, a taxable corporate bond
as originally envisioned was not feasible because the collateral
was too unusual and the project was not economically feasible.
The mushroom farm building, which was to be the collateral, had
only single-purpose value in that area. If it had been located
in Denver, however, it might have been useful as a warehouse.

The project was not economically feasible because it is a
high-technology business in an area which is socially and economi-
cally depressed. Consequently, a corporate bond would have been
unratable, with a high interest rate. The high interest rate would
have placed a strain on the business' cash flow, causing it to be
even more unstable. Government involvement was therefore needed,
and FmHA was called on because those involved had heard of another
project which was financed by an FmHA guarantee of tax-exempt ob-
ligations. According to the chairman and other members of the
County Board of Commissioners, if FmHA or some other governmental
entity had not helped, the project would still have been built--
but closer to Denver and not in their county. As a result the
county's tax base would have been lower and additional Government
transfer payments would have been required. In other words, ac-
cording to one commissioner, "pay me now, or pay me later." In
discussing concerns about the high cost of guarantees of tax-
exempt obligations, these officials stated that tougher qualify-
ing criteria would help. A different mechanism for stimulating
depressed economies would also be helpful, according to these
officials.
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LETTER TO OMB DISCUSSING CONGRESSIONAL

DISAGREEMENT WITH POLICY ON TAX-EXEMPT OBLIGATIONS

JIOHN J. LAFALCE, Ny, , TIM LEE CARTER, K
SHAIRLIAN BOUbLAS K. BEREUTER, NEDR.

OBPM b, ADDABBO, WY, e p———
ARREN ). MITENELL M8 © Mnited States Houss of Represendxtives svmsenrTTEE smunat
‘MEDERICK W, RICHMONS, N.Y. Qonnuittes ont ’m.u ?u'hﬂ“ ——

Subconunittes o Genernl Guarsight umd :'-‘:':'":rﬁ'z:*

Sinority Enterprise reiftewr
2381 Bagturr House Gffics Building

Babgton, B.C. 20513

December 17, 1980

Honorable James T. MclIntyre, Jr.
Director, Office of Management and Budget
014 Executive Office Building
Washington, D.C. 20503

Dear Mr. McIntyre:

* * * * *

SBA has adopted the policy that "no Federal funds should be used
to assist a project financed by proceeds from the sale of tax-exempt
bonds." EDA has concluded that subordinating its direct or guaranteed
loans to tax-exempt obligations "amounts, in practical effect, to an
indirect guarantee of such obligations, and would violate the policy
in OMB Circular A-70." And FmHA is operating under a proposed rule
that precludes "the guarantee of any loan(s) when any planned source
of funding for a project will be raised through the issuance of tax-
free bonds."

These agency policies, and the OMB policy that underlies them,
are not in the best interest of the public. True, they inhibit the
use of tax-exempt bonds, perhaps saving some tax revenue or making
it a little easier to raise capital in securities markets. However,
they also reduce the cost-effectiveness of Federal business development
programs. Many worthwhile business development projects do not
generate sufficient income to cover their debt service at high
market interest rates. At present, these projects are either left
unfunded; are funded entirely with low-interest direct loans, quickly
exhausting the limited direct loan funds available to these agencies;
or are funded entirely with guaranteed loans at market interest
rates, generating substantial losses for these agencies. However,
if direct or guaranteed loans could be used to fill "gaps" behind
tax-exempt bonds, many of these same projects could be accomplished
with small amounts of program funding and without substantial losses.

SBA, EDA and FmHA at one time had very permissive policies on
agency participation in projects financed with tax-exempt bonds, but
under pressure from OMB and the Treasury Department, have adopted
very restrictive policies. What these agencies should have are
mcdcrate policies that, insofar as possible, further the legitimate
objectives of all parties concerned.
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My Position

As chairman of the House subcommittee with jurisdiction over the
implementation of Federal legislation affecting small businesses,
including business loan programs, I plan to take the following
position on the issue of whether, and in what ways, business development
agencies should be allowed to participate in projects financed with
tax-exempt bonds.

(1) I believe that wnat is needed to curb the growing use of tax-

exempt bonds in projects of dubious public purpose is a more restrictive
Federal tax policy, not a more restrictive Federal credit policy. A
highly restrictive credit policy simply renders infeasible those few
projects which require direct Federal participation as a guarantor of
tax-exempt bonds or as a source of project funds, projects which tend

to be among the most justifiable from a Federal standpoint, having

been reviewed by a Federal agency for consistency with Federal
eligibility criteria and objectives.

(2) 1 believe that insofar as Federal credit policy is used to limit
the growth of tax-exempt financing, the objective is not to preclude
direct or indirect guarantees of tax-exempt bonds, as OMB Circular A-
70 suggests, but to preclude Federal participation in projects that
either do not require tax-exempt financing to be economically feasible
or do not warrant a tax exemption from a cost-benefit standpoint.

When a Federal agency induces additional business investment by
participating in a project that could not be financed conventionally,
it is generating additional taxable income for the business itself,
its stockholders, and its employees. It is also creating jobs and
serving other public purposes. The additional taxable income may
more than offset any tax loss associated with a tax-exempt bond used
in the same project, and the jobs and other public benefits may more

. than justify any net loss of taxable income.  What role the Federal

. agency plays in accomplishing a project, whether that of guarantor or
. source of funds, is less significant than what benefits are derived

- from its participation.

(3) I believe that if the existing policy prohibiting Federal guarantees
of tax-exempt bonds is maintained, a more functional definition of a
Federal guarantee must be devised. The only argument against Federal
guarantees of tax-exempt bonds unique to that particular form of

Federal participation in projects is that a guarantee may create a
security that is superior to the U.S. Government's own securities by
combining the low-risk character of a Federally-back security with

the tax-exempt status of a state or locally-issued security.
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Using this distinction as a working definition of a Federal
guarantee, some forms of agency participation in projects financed
with tax-exempt bonds have been mistakenly labeled guarantees of,
tax-exempt bonds. The most notable one is the subordination of
direct or guaranteed loans to tax-exempt bonds.

OMB considers a tax-exempt bond to be "indirectly" guaranteed by
a subordinated loan because a Federal agency might have to pay off
the bondholder in the event of default in order to protect its
collateral position. Yet, the Federal government has no legal
obligation to pay off the bondholder in such case and, as a practical
matter, does not do so much of the time. SBA and EDA will, depending
on the amount of indebtedness ahead of them, the value of collateral,
the amount of agency exposure, and the cost of maintaining the
collateral, either buy out a first-mortgage holder, sell their
mortgage to a third party subject to the existing first mortgage, or
let the first-mortgage holder foreclose and accept a loss in liquidation.
These agencies provide the first-mortgage holder with no more assurance
of repayment than any other subordinated lender since they have no
obligation to buy him out in the event of default.

Table 1 shows that the yields on tax-exempt bonds issued in
connection with EDA projects are much higher than the average yields
on tax-exempt AAA-rated state and local bonds issued on the same
date, and are usually even higher than the average yields on taxable
U.S. Government securities of comparable maturity issued on the same
date. This would not be the case if EDA were actually guaranteeing
tax-exemgt bonds when it subcrdinates its loans to them.

Even when the Federal Government does guarantee a tax-exempt
bond, as FmHA does when it guarantees a loan purchased with the
proceeds of a tax-exempt bond, it does not create a security that is
directly competitive with the U.S. Government's own securities. The
Federal guarantee extends only to outstanding principal, not scheduled
interest payments. Investors who want a guaranteed stream of income
from their investments will buy U.S. Government securities or AAA-
rated state and local bonds, not tax-exempt bonds used to purchase
FmHA-guaranteed loans subject to default.

Table 2 shows that the yields on tax-exempt bonds issued in
connection with FmHA projects are substantially higher than the
average yields on AAA-rated state and local bonds issued on the same
date. This would not be the case of FmHA were creating the equivalent
of a tax-exempt U.S. Government security.

OMB staff, in their 1974 revised draft of Circular A-70, defined
an indirect guarantee as "a guarantee of 20 percent or more of
underlying loan portfolios.” Their own definition of an indirect
guarantee covers only those cases in which an agency, by guaranteeing
loans made or purchased with the proceeds of a tax-exempt bond
issue, assumes an obligation to pay off the tax-exempt bond in case
of default. The Administration's prohibition against direct and
indirect guarantees of tax-exempt bonds, if maintained, should be
similarly limited to cases in which such an obligation is assumed by
an agency either directly or indirectly.
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I would like to see 211 husinese Azr2lepment agencies adopt the
same policy on tax-exempt financing so as to eliminate the incentive
for businesses to shop around for better terms. x % *

Whatever happens, I am determined to resolve the issue of whether,

and in what ways, SBA can participate in projects financed with tax-

exempt bonds as early in the next session of Congress as possible.
Sincerely,

RTMEHIN

JOHN J.|LaFALCE
GHAIRMAN

JJL:rev

cC A.\‘lemon \Neuuet
:&;\\ Mm‘\ﬂ'\g\rﬁ'\tt
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EXAMPLE OF FEDERAL TAX REVENUE FOREGONE VERSUE

INTEREST SAVINGS TO USERS OF TAX~EXEMPT OBLIGATIONS

D.
E.

Assumptions

Amount of tax-exempt ocbligations = $19,000,000
Average interest rate assumed l/ on tax-exempt
obligations = 11.74 percent

Assumed 3/ interest rate on similar taxable
obligations = 16.77 percent

Assumed 3/ investor tax bracket = 40 percent

Assume that investors would have purchased similar
taxable obligations if the opportunity to invest in
tax-exempt obligations had not arisen.

II. Federal tax revenue foregone (first year only) as a result
of investment in tax-exempt obligations:

Interest income to investors in taxable obligations
($19,000,000 X 0.1677) X the tax rate which would
have applied if the investor had purchased taxable
obligations (0.40) = $1,274,520 in Federal tax
revenue foregone because of investment in tax-
exempt obligations.

III. Interest savings to users of tax-exempt obligations:

1v. Ratio of tax revenue fofegone to user interest savings:
($1,274,520) divided by "III"

Difference between the taxable interest rate (0.1677)
and the rate on the tax-exempt obligations (0.1174) X

amount of obligations ($19,000,000) = §$955,700 in first
year savings to the users of the tax-exempt obligations.

tax revenue for every $1 in user interest savings.

1/For purposes of our calculation, we assumed that the interest
rate on the tax-exempt obligations was the same as that charged
on our FmHA case study discussed in appendix V.

2/According to CBO's 1981 study "Small Issue Industrial Revenue

Bonds, " the spread between tax-exempt and taxable interest rates
has historically averaged 30 percent. Therefore, the tax-exempt

interest rate assumed (0.1174) divided ky 0.70 equals 16.77

percent.

3/According to the 1981 CBO study discussed above, the average
marginal tax bracket of all holders of tax-exempt obligations
is 40 percent.
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SAMPLING OF GAO REPORTS AND TESTIMONY

ON FEDERAL CREDIT POLICY

Since 1975, we have performed well over 200 analyses celevant
to the many aspects of Federal credit policy. In addition to the
more than 170 reports on such issues as debt collection, the cre-
dit budget, the Federal Financing Bank, and the general management
of credit assistance, we have provided legal opinions and deci-
sions, comments on proposed legislation, and testimony before con-
gressional committees. The following list is a sampling of our
reports and testimony which address various aspects of Federal
credit policy from a broad policy perspective.

1. "Revitalizing Distressed Areas Through Enterprise Zones:
Many Uncertainties Exist," CED-82-78, July 15,1982.

2. "Industrial Policy: Japan's Flexible Approach, " ID-82-32,
June 23, 1982.

3. "The Congress Should Control Federal Credit Programs To
Promote Economic Stabilization," PAD-82-22, October 12, 1981.

4. "Aggressive Action Needed To Strengthen Debt Collection,”
HRD-81-5, February 13, 1981.

5. "Federal Budget Totals Are Understated Because of Current
Budget Practices," PAD-81-22, December 31, 1980.

6. "Legislative Change Needed To Improve Budget Treatment of
Certificates of Beneficial Ownership," PAD-80-~32, April 9,
1980.

7. "Improving Management Controls at the Federal Financing
‘ Bank," GGD-80-42, February 28, 1980.

8. "Spending Authority Recordings in Certain Revolving Funds
Impair Congressional Budgetary Control," PAD-80-29, July 2,
1980.

9. "Improved Controls To Increase Collections, To Restore
Accounting System Integrity, and To Guard Against Future
Problems Needed," FGMSD-80-46, June 4, 1980.

10. "Unresolved Issues Impede Federal Debt Collection Efforts--
A Status Report," CD-~80-1, January 15, 1980.

11. "“Additional Changes Needed in Servicing and Accounting Activi-
‘ ties To Reduce the Delinquency Rate and To Promptly Collect
Funds From Mortgagors Due the Government," FGMSD-79-41,

August 16, 1979.
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"A Methodology for Estimating Costs and Subsidies From
Federal Credit Assistance Programs," PAD-79-5, July 17,
1979. .

"Federal Systems Not Designed To Collect Data on All Foreign
Investments in U.S. Depository Institutions," GGD-79-42,
June 19, 1979.

"The Government Can Be More Productive in Collecting Its
Debts by Following Commercial Practices," FGMSD-78-59,
February 23, 1979.

GAO observations on an OMB staff paper entitled, "Achieving
Better Control Over Federal Credit Programs," PAD-79-46,
December 28, 1978.

"The Government Needs To Do a Better Job of Collecting
Amounts Owed by the Public," FGMSD-78-61, October 20, 1978.

"Federal Agencies Can and Should Do More To Combat Fraud
in Government Programs," GGD-78-62, September 19, 1978.

"Federal Credit Programs: An Approach to Program Design
and Analysis," PAD-78-31, May 31, 1978.

"Statement of the Contingent Liability of the U.S. Govern-
ment," PAD-78-47, February 23, 1978.

"Revolving Funds: Full Disclosure Needed for Better Con-
gressional Control," PAD-77-25, August 30, 1977.

"Government Agency Transactions With the Federal Financing
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, D.C. 20808

SEP 1 w2

Mr. William R. Anderson
Director

General Government Division
U.S. General Accounting Office
Washington, D.C. 20548

Dear Mr. Anderson:

This is in response to the draft GAO report entitled Federal
Credit Policy on Guaranteed Loans Should Be Communicated Clearly
and Enforced. It fulfills your formal request dated July 30,
1982 for review and comment on the draft.

This report asserts that the Office of Management and Budget
(OMB) is not using its Circular A-70 on Federal credit programs
to insure that Federal loan guarantee programs meet sound credit
policy and financial standards. It recommends that the circular
should be revised so that its principles are more easily grasped.

The draft report may be too narrow in its scope. It focuses on
one aspect of executive branch credit program policy to the
exclusion of all others and assigns that one absolute priority.
OMB staff disagreed with this approach in their discussions with
the authors of the draft report and explained why.

Specifically, OMB staff acknowledged, as the report notes in
several places, that Circular A-70 in its present form is not a
strong management tool. The revision and reissue of the circular
has been and is an item on the credit policy agenda for OMB. We
agree that the establishment of consistent financial standards
for programs is an important part of the overall process of
gaining control over Federal credit activity, and that Circular
A-70 could be a useful vehicle for enhancing oversight of those
standards. We will be working to improve the use of the circular
as soon as time and our staff resources permit.

OMB's Federal credit policyv agenda must be viewed broadly, in
terms of the full variety of available actions and the
limitations on staff resources. OMB must set priorities. As the
report states, the major thrust of OMB's efforts in Federal
credit policy over the past three years has been to develop the
credit budget, with its accompanying set of annual limitations in
appropriation bills, and to work toward congressional acceptance
of that budget. We believe this to be by far the most pressing
need in the field of Federal credit program policy because it
deals with the most serious problem facing us in this area: the
rapid growth of Federal credit activities and the negative
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economic consequences of that growth. The Administration has
undertaken to reassess the appropriate Federal role in providing
credit assistance. The credit budget is a framework for agreeing
on that role at both aggregate and individual program levels.
Beginning with fiscal year 1982, the Administration has been
using the credit budget as the basis for achieving a major
reversal of growth trends, and we have been greatly encouraged
that the First Budget Resolution for fiscal year 1983 contains
credit limitations. It is the first budget resolution to do so.
We are persuaded by these successes that our emphasis has not
been misplaced.

Development and refinement of the credit budget requires a large
amount of staff time, and will continue to require it until we
have more experience using it and can maintain it with less
effort. The revision of Circular A-70, which will also require a
large commitment of staff time, will not be possible until then.
The draft report states this aspect of OMB”“s position on Circular
A-70 clearly and fairly.

Another point should be made, one that does not receive adequate
treatment in the draft report. The issue underlying the use of
A-70 is not only the circular. The circular is a policy tool
rather than an end in itself. The fundamental policy concern is
whether OMB is adequately overseeing the management of locan
guarantee programs. On this issue, OMB“s record, especially
during this Administration, is one of which we are proud. OMB
monitors Federal credit programs thoroughly as a routine part of
its duties, and raises special issues to a higher policy level as
necessary.

-- Through the legislative clearance process, financial
standards are reviewed for every program requiring
reauthorization. This means that the legislation of most
credit programs receives a review that includes financial
management criteria every three years or less.

-- The basic responsibility for maintaining standards lies
with the program divisions of OMB. These divisions
regularly review the operations and management of credit
programs; this review is thorough, though it may not
explicitly refer to the Circular A-70. For example, OMB
has recently directed the Maritime Administration to
review its policy toward lender coinsurance in its
merchant vessel guarantee program with the aim of
requiring lenders to bear some risk on future loans.

-- Through the Cabinet Council on Economic Affairs Working
Group on Federal Credit Policy a number of management
issues are being addressed at a high policy level.
During 1981 and 1982 the CCEA stated unequivocally that
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the Administration’s policy was not to allow guarantees
of tax exempt securities, and directed agencies to end
the practice wherever clear legislative intent allowed.
One example of corrective action taken due to this CCEA
directive is the USDA proposed rule prohibiting the
Farmers Home Administration from guaranteeing a tax
exempt issue. This rule should be published in final
form shortly.

~- The fall and spring Director”“s Review processes are
forums for OMB consideration of and action on
crosscutting credit issues. Fees to cover costs and
appropriate interest rates, two principles raised in the
draft report, are now being analyzed in preparation for
this year”“s fall review. The Administration is
considering both administrative and legislative options
for insuring that common practices or fees and interest
rates are followed in all credit programs.

I wish to reiterate that we share the concern expressed in this
report that a revised and reissued Circular A-70 could be helpful
in achieving the important objective of improving credit program
management. However, doing so is not the simple action that the
draft report assumes. The report recommends that, if Circular
No. A-70 cannot be revised and reissued now, copies of the 1974
proposed revision be provided to agencies administering credit
assistance programs and that the agencies be notified that they
are expected to comply with its principles. This recommendation
misses completely the fact that both the existing Circular No.
A-70 and the 1974 proposed revision were written for a world that
no longer exists, a world in which there was no Federal Financing
Bank. The impact of the Federal Financing on Federal credit
programs has been enormous. Any revision of or substitute for
the existing A-70 that ignores it will not be very helpful.

To summarize, we intend to revise and reissue the circular as
soon as possible. Until then, however, given resource
limitations, we reaffirm our decision to allocate the bulk of our
available credit staff resources to the credit budget and to
rethinking the role of the Federal Financing Bank. We assure you

that we continue to monitor credit program management as a
routine, ongoing part of our oversight and legislative clearance
activities, in every part of OMB responsible for credit programs.
If I can be of any further assistance, please let me know.

Sincerely,

(069240) J%. Wright, Jr.
Dépu Director

50







A>5 07

AN EQUAL OPPORTUNITY EMPLOYER
UNITED STATES POSTAGE AND FEES PAID g
U. 5. GENEBRAL ACCOUNTING orrics “

GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20548

OFFICIAL BUSINESS
PENALTY FOR PRIVATE USE.$300 THIRD CLASS






