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Mr. Chairman and Members of the Committee: 

We are pleased to appear before you today to discuss the 

operational and financial issues involved in the implementation 

of the Panama Canal Treaty of 1977. In the 22 months since the 
_ - - ._". _ . 

signing of the Treaty, there has been an extensive analysis and 

useful debate over these issues. As the Comptroller General 

said to this Committee on February 1, 1978, 

"We believe that the treaty implementing legisla- 
tion is the key determinant of the financial via- 
bility of the proposed Panama Canal Commission." 

bith this in mind, we recently issued a staff study which 

provides an information source and data base on the critical 

issues. Our study "Background Information Bearing Upon Panama 

Canal Treaty Implementing Legislation," dated June 4, 1979, has 

been provided to every member of Congress. Today, we would 

like to summarize the information in this study. With me is 

Frank Zappacosta, Assistant Director for our Accounting and 

Financial Reviews and Henry Avalos, Team Leader. 7Gl25m9*t/ 



Conqressional Gversight and Organization 
of the Parlana Canal Commission 

Last Thursday, the House passed H.R. 111 which provides 

that the new Panama Canal Commission will be an appropriated- 

fund agency of the U.S. Government. The Administration's pro- 

posal S. 1024 would continue the Commission as a corporate _I 
entity. Ke and the Panama Canal Company have testified that 

the Commission could operate either as an appropriated-fund 

agency or as a corporate-type organization. There would, hoh- 

ever, be an additional administrative burden and loss of 

management flexibility involved in a change from the Company's 

present corporate form of organization. 

Historically, Congress has incorporated Government agencies 

which function primarily as commercial or business-type enti- 

ties. This policy was confirmed by the 1947 Hoover Commission 

on the Organization of the Executive Branch, which made a Gov- 

ernment-wide study and recommended that agencies with "straight- 

line business activities be incorporated so as to secure greater 

flexibility in management and simpler accounting, budgeting, 

and auditing methods." 

This position is also in line with a 1950 Bureau of the 

Budget position that the financial controls generally applicable 

to Government-type programs, such as civil government, health, 

and sanitation, were not appropriate for programs which were 

essentially business operations. The Bureau noted that the 

operation of the Canal was a business which produced revenue, 
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kas expected to be self-sustaining, and required considerable 

operating flexibility. It concluded that the business-type 

budgeting, accounting, and auditing provisions of the Governrient --7 T 
Corporation Control Act were more appropriate for operating - - -'~. - 
the Canal than were the provisions of the Budget and Accounting ---- _.. -_~~ , 
Act of 1921 under which the Canal organization was then opera- 

F-----'- 
tiny. G(e concurred in this conclusion, because we had found 

that the accounting system at that time was inadequate for 

determining and presenting revenues, costs, and expenses 

and net profits or losses. 

The Government Corporation Control Act brings Government 

corporations and their transactions and operations under annual 

scrutiny by the Congress and provides current financial con- 

trol over them. Incorporation of the Commission would, there- 

fore, be consistent with past congressional policy. 

The intent of an appropriated-fund agency is to provide 

tax-supported Government services; its primary financial 

responsibility is to control the disbursement of U.S. Treasury 

funds within the statutory limitations established by the Con- 

gress. In that sense, agency activities financed by annual 

appropriations are subject to greater control. The agency's 

financial statements are not intended to show whether it is 

being operated at a profit or loss, only the financial measure- 

ment of its activities. 

As an appropriated-fund agency, as required by H.E. 111, 
- 

the Commission would be required not only to maintain the 
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business-type accounting system required cf Government ccrpo- 

rations, but also to adhere to the policies and procedures 

for Government accounting prescribed in the Accounting_-a_nd c--c ~- 

Auditing Act of 1950. Under this change, the Commission 
---- --- 

would have to develop an accounting system which would con- 

form with the principles, standards, and related requirements 

prescribed by the Comptroller General for executive agencies. 

This system would include a series of accounts not now main- 

tained by Panama Canal Company, such as appropriation, allot- 

ment, and obligation accounts. According to the Company, 

the result would be the necessity to maintain two sets of 

books-- one for appropriated-fund accounting and a second 

for accrual-type profit and loss accounting. The supple- 

mental set of books required for appropriated-fund accounting 

would create an additional administrative burden for the 

Commission. At this time, there is no estimate of the addi- 

tional cost of maintaining a supplemental set of books. 

For additional points of comparison between government 

corporations and appropriated-fund agencies, we refer you to 

an excerpt from our staff study which is attached as Appendix I 

to this statement. 

As a final note, we would like to repeat fron; the Comp- 

troller General's statement last February before the Eouse 

Panama Canal Subcommittee that in our opinion 

"the successful operation of the Panana Canal 
Company since the 1950 legislative changes 
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has demonstrated the appropriateness of the 
corporate form of organization." 

We wish to emphasize, however, that either form of organiza- 

tion would be workable. 

Orderly Transfer of Property 
and Activities 

Last year when Mr. Staats testified before you, he dis- 

cussed some of the problems to be addressed in the transfer 

of property and activities to the Republic of Panama. Our 

principal concern has been that, as required by the Treaty, 

the transfer be orderly and assure continued efficient opera- 

tion of the Canal. 

During the past year, the U.S. Government and Government 

of Panama have established the necessary organizational struc- 

tures and mechanisms to carry out the transfer and have made 

considerable progress toward meeting the October 1, 1979, dead- 

line. 

( The principal organizations're.sponsible for implementation 
3 

I are the Embassy, the Canal Enterprise and Department of Defense - -.- _ - -<. _ Y-W", -.-.-.v--_ -. " - - _ I- _ .-.-A 

\ 
agencies, on the U.S. side, and, for Panama, the newly establisned ,. 

%lA/v~ ; Panama Canal Authority and the PanamazNational Guard. vL(r ofi'@ f -- -._ -l__l-w._. -___ . - ~ ..-____- - 

Formal planning sessions between the Canal Enterprise and 

the Government of Panama beg-an in early 1978, and, to accom- 

plish Treaty implementation, they have formed 23 joint subcom- 

mittees and an ad hoc financial group, all subordinate to a 

Binational Working Group. 



Subcommittees are cochaired by Governfient of Panama and 

Canal Enterprise representatives, and, although primarily Fade 

up of their officials, each subcommitte has an observer fron the 

u .S. Piission and U.S. Southern Command. These joint subconm,ittees 

are responsible for preparing initial collaboration between the 

two countries before entry intc force cf the Treaty, including 

developing objectives and work programs and identifying alterna- 

tive implementation actions. 

For the military aspects of Treaty implementation, the 

U.S. Southern Command has established a Joint Working Comnit- 

tee, which is analogous to the Canal Enterprise's Ijinational I 

Working Group, and 11 subcommittees responsible for 27 

Treaty implementation activities or issues. / 

The Panama Canal Authority is the primary Panamanian 

organization for carrying out Treaty implementation. It 

exercises all functions and responsibilities designated 

by Panamanian law, Canal Authority regulations, and reyulaticns 

authorized by its Executive Committee. 

Rather than repeat the details of the Fro;;erty and 

activity transfers, which are discussed in our staff study, 

we would like to assure you that we are closely monitoring 

the situation and in our future alidit reports we will report 

on the property transfers to Panama. 

Panama's Lebte for Past 
Services 

In previous testimony, tie referred to the Government cf 

Panama's debts to the Canal Organization for past services. 
6 



As of February 28, 1979, accounts receivable from the Govern- 

ment of Panana totaled about $9.2 million, of which about 

$8.7 million was delinquent. Le testified that these debts 

should be resolved either through a lump-sum payment or as 

an offset to treaty-specified payments to Panama. 

Earlier this year, the Canal Organization and the U.S. 

Embassy obtained an oral acknowledgment from the Governnent 

of Panama of the total delinquent debt. The U.S. Embassy 

was working on formalizing payment arrangements through 

an exchange of notes with Panama. It was expected that the 

payment of delinquent debts would be made directly over a 

3-year period or as an offset to payments to Panama. 

As we understand it, H.R. 111, as passed by the House, 

requires settlement of these debts prior to October 1, 3979. 

The Administration's bill S. 1024 is silent on repayment of 

these debts. Expedient resolution of these debts is obviously 

preferable to extending repayments over 3 years. From an 

accounting standpoint, repayment before October 1 would 

also avoid potential conflict on whether revenues from past: 

Panamanian debts would enter into the calculation of the 

$10 million contingent surplus payment to Panama which is 

provided for in the treaty. 

Payments to Panama for Public 
Services and Assurance of Quality 

The Panama Canal Commission is required to reimburse 

the Government of Panama for costs incurred in providing 
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certain Treaty-specified public services. To relate the 

payments to the actual costs incurred, the Canal Organiza- 

tion has developed draft procedures providing a method for 

verifying the costs and providing guidance to joint sub- 

committees for (1) developing working agreements governing 

the provision of the specified services and (2) assuring 

that the working agreements and the cost-reporting system 

are compatible. The procedures are reviewed and modified 

by Canal Organization officials. These procedures recommend 

that two general principles be followed in verifying the 

costs of the public services to be provided, regardless of 

the particular cost element in question. 

1. The actual costs incurred in providing the 

services should be recorded in the accounts 

and reported to the Commission as the cost 

of service. 

2. When the assignment of actual cost is not pos- 

sible or practical, there should be agreement 

in advance of a jointly determined method of 

allocating costs that nearly reflects the 

actual costs of providing the service. 

The rationale for these principles is that it is in the 

best interest of both the Commission and Panama that every 

effort be made to plan work situations and agreements so as 

to permit actual costing of the service. In any event, the 
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methods tc be used in verifying allowable costs to the Cormis- 

sion should be mutually agreed upon in advance by both parties 

anti contained in plans in sufficient detail to assure that tl:e 

handling of all facets of costs to be incurred are fully under- 

stood and acceptable. 

Tt,e draft procedures also recommend that Panama prepare 

a monthly report detailing the costs incurred during that month 

in providing the specified public services to the Commission. 

The report's correctness is to be certified by an appro- 

priate Panama official and will be used by both parties to eval- 

uate results. 

Four joint subcommittees are responsible for the Treaty- 

specified public services to be provided by the Government of 

Pananz: 1.) garbage, trash collection, and street cleanin?; 

2.) roads and streets; 3.) police; and 4.) fire protection. 

The subcommittees, composed of U.S. and Panamanian representa- 

tives, are respcnsible for developincj plans governing the qcal- 

ity of services to be provided, standards of work perforrbance, 

and verification of services received. The subconnittees also 

coordinate actions to be taken by both countries in preparation 

for implementation of the Treaty until its entry into force. 

The plans are submitted to a Einational Working Group as recom- 

mendations, and, upon its approval, the final plans and 

schedules are forwarded for formal approval to the Coordinating 

Committee. The Committee becomes operational upon entry 

into force of the Treaty. 
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H.R. 111 provides that all payrents to Panama, except the 

$10 million continyent surplus payment, will be made monthly 

from appropriations for such purposes. There is no provision 

in the Administration's bill for the frequency of payments. 

With respect to payments for public services, H.R. 111 requires 

that GAO annually audit these payments. The legislation incor- 

porates, as we sugGested in previous testincny, UnderstandinS 

1 to the Treaty. This Understandinq provides a mechcnisrr 

for establishing the quality of public services to be provided 

by Panama and a procedure for relating payments to actual 

costs. 

Financial Viability of the 
Ccmnissicr, 

Considerable time and effort have gone into projecting the 

financial viability of the Panar.:a Canal Coanission. In our 

staff study, we discuss the Panama Canal Company's toll study 

which was conpleted in Harch of this year. This study esti- 

nated that a toll rate increase of 21.8 percent, effective 

October 1, 1979, would be required to cover projected toll 

revenue deficiencies in fiscal years 1980, 1981, and 1982. 

The study assuned that interest payments on the U.S. invest- 

ment would contir;ue to be required and, therefore, included 

these payments in the toll base. Liability for early retirenent 

costs was not included in the calculations but the Panama 

Canal Company roughly estimated a toll rate increase of 



35 percent would be required if these costs and interest were 

both included. As passed by the House, H.R. 111 would make 

the Panamt Canal Commission liable for the unfunded costs of 

early retirements. There is no comparable provision in the 

Administration's bill. 

F'rankly, until final enactment of the treaty-implementing 

legislation, the total costs that the Commission will have 

to recover are not known. Therefore, the extent of which, toll 

rates will have to be increased cannot be accurately projected. 

As an illustration of the importance of the implementing 

legislation, H.R. 111 provides authority for a toll surcharge 

on transiting cargo originating or destined for countries 

other than the United States or Panama. The purpose of the 

surcharge would be to recover costs for interest, depreciation, 

and capital for plant replacement, expansion and improvements. 

According to its sponsor, Congressman Treen, this provision 

would authorize the Commission to separate operational and 

capital costs in the rate structure and establish two sets of 

toll rates based on the origin or destination of cargo passing 

through the Canal. Congressman Treen estimated that the fiscal 

year 1980 operational cost per ton of cargo wculd be $1.34 and 

the capital cost would be 32 cents per ton. Cargo originating 

in or destined for the United States or Panama could be exempted 

from the capital surcharge and be charged the $1.34 per ton 

rate. 'IForeign" cargo would be charged an estimated toll rate 

of $1.81 to cover the entire capital costs. 
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V.e knave not analyzed the implications of the capital sur- 

chzlr%e provision, but it is apparent that such a provision 

coulci have a significant effect oh future toll rates. 

Other Treaty-Related Costs 

Treaty,-related costs, other than those specified FaymeEts to 

F'anana, have received a significant amount of attention. 

f?ppendix II to this statepent lists the costs which are discus- 

sed in greater detail in our staff study. These costs could 

vary over tine because soBe are one-tine costs, others are 

expected to occur over the life of the Treaty. 

Tl~e net anour,t of these other treaty-related costs is 

estimated at $1,009.7 million. $344.7 million of these costs 

would be recovered throrrgh tolls andi about $663.7 Killion 

would reguire appropriations. 

We should add the caveat to this list of costs that the 

costs are estimates subject to continual refinement. 

Kr. Chairnan, this concludes our statement. he will be 

pleased to answer any questions you or members of the Corr.ittee 

LtEiy have . 
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APPENDIX I APPENDIX I 
1st of 2 pgs. 

APPROPRIATED AGENCY COPPCRATION 

Strict congressional control LEGAL FOP91 
with budetary limitation. 

Treasury funding without 
reference to income from 
operations. 

FIMAKING 

Reflects agency's expendi- 
tures within budgetary 
limitations. 

ACCOUNTING 

Requires congressional 
approval to rneet emergency 
reallocation of funds 

FLEXIBILITY 

tyith expenses budgeted 
annually agency has no 
incentive to reduce expen- 
ses as revenue declines. 

As demand for services 
increases funds are not 
available to expand the 
scope of the operation. 

PRUDENCE 

EXPAP:SIOEL' 

Congress may be politi- 
tally motivated to provide 
services not economically 
justified by operating 
revenues. 

RALAKCE 

Capital improvements made PEPRECIATIOM 
frOIil appropriated funds only. 

Legal and financial autonomy 
and operating flexibility 
throuyh fund reallocation. 
Sustained by its own operating 
revenue. 

Uses standard means to reflect 
profit and loss. 

Resources may be reallocated at 
management discretion to meet 
unexpected demands. 

Management must live within its 
income. 

As demand increases added revenue 
is available to provide additional 
services. 

Only financially justified services 
will be provided. 

Depreciation included in toll base 
provides funds for capital improve- 
ments from revenue. 
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AFFEP.1 IX I I 

SCHlCL1.L OF CPHFF TREATY-RELATtT COC:5 (X’te a) 

I LCL It‘1 LFI’XI‘TATICI (rillicrs) Appro~riatici?~ 

--ky 19,5-64---------------------------------------S 277.G 

--E5' 1985 - 1st Cclirter, Fy ZOGO------------------- 4RC.0 
s 75;.c 

II DOG AbJL FCC PEFSCrWEL AC’=ICIKS 

--PCC Ear;>- OptIonal ketirement-------------------- t265.G 
--KC Foter.tial Liability for Interest 

un hetiremnt benefits Transferted------------- 2.0 
--COC ?.or-kpkrobriated Fund Enployees 

Retirenent------------------------------------- 2.0 
--pcC Leave and ReFatriaticn----------------------- lD.C 
--FCC severance pay-------------------------------- 4.6 
--PCC General and Adrficistretive Ex~er~ses---------- 1.6 
--FCC Cost of Livlnq Allowa~:ct (1985-1969)--------- 61.3 

s 346.7 
II1 OThEF ACTIOVS 

--PCC Residual Retail InveKtory-------------------- 1.3 
--Entaspy Consular Services------------------------ 3.7 
--DOS Joint Cormittee EXFenses--------------------- 3.c 
--KC Felocation of Cenetary ,kep:ains--------------- 1.7 
--COL‘ Relocation of Cenetary Penains--------------- 1.5 
--DGp Foreign hilltary Sales Feserve--------------- 5.0 

s 17.C 
Gross Amount of Other Treaty-Pelatrd 

Costs (fY 1579-991--- ---------------------------~1,12G.7 

IV LESS 

--Annuity Fayr,ents to Ccp -_____----_---_---__ ------ (36.C) 
--FAA Operations and Facilities-------------------- (75.01 

:: 111.0 
1.e t Anount of ottjer ?‘rea ty-Ricla ted 

cost!-- (Fy 1g,4-g5)-----------------------------sl,”ag*, 

aThese costs could vary tir;e because sor4e are onp-tine CLstC 
and others are expected to occur over the life of tt’e Trebty 

‘Tt!ese ccsts k.avh been accrued tt,rauqb tolls. Eowevcr, 
tt.e Conljress ~,a:; ~1st. to legislate tbt action needeli tC 
Frevent this fror, teeming 6 taxrsyer’s liability. 
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