
United States General Accounting Office 

Report to Congressional Requesters 

Februjry 1988 
I LOAN ASSET SALES 

An Assessment of 
Selected Sales 

II 
135234 

\t5 
GAO/AJ?MD-88-24 



. 
% 

. 
k 

L I 
* 



Accounting and Financial 
Management Division 

H-224101 

February 19, 1988 

The Honorable Jack Brooks 
Chairman, Legislation and National 

Security Subcommittee 
Committee on Government Operations 
Ilouse of Representatives 

The IIonorable William V. Roth, *Jr. 
Ranking Minority Member, Committee on 

Governmental Affairs 
1 Jnitcd States Senate 

You asked us to evaluate several aspects of the administration’s proposal to sell to the public 
loans that are held by the federal government as assets. 

This report addresses several issues involving the sale of loan assets and borrower 
prepayments and builds on and summarizes our prior work in this area. 

Our review showed the following regarding sales and prepayments: (1) the federal 
government has a wide range of loan portfolios with a varying degree of financial 
characteristics which require that sale and prepayment decisions be made on a portfolio-by- 
portfolio basis; (2) credit enhancements are key to loan sales; (3) full costs and benefits of 
sales will not be known for some time; (4) loan sales will not decrease the structural budget 
deficit; and (5) loan sales are not needed to effectively measure subsidy costs. 

As agreed with your offices, unless you publicly announce the contents of this report earlier, 
we will not distribute it until 30 days from its date. At that time, we will send the report to 
the Director, Office of Management and Budget; the Secretaries of Education, Housing and 
1 Jrban Development, and Agriculture; the Administrators of the Veterans Administration 
and Small Husiness Administration; and interested parties. Copies will also be made available * 
to others on request, 

Frederick D. Wolf 
Director 



Executive Summ~ ‘- 

Purpose The federal government is the largest single provider of credit in the 
IJnited States with more than $230 billion in loans outstanding. An ini- 
tial January 1986 pilot proposal to sell over $4 billion in loan assets has 
been followed by increasingly larger and more comprehensive proposals. 
This report addresses several issues surrounding the sale of loan assets. 
It builds on and summarizes GAO'S prior reports and testimony in this 
area and completes the analysis requested by the Chairman, Legislation 
and National Security Subcommittee, House Committee on Government 
Operations; and the former Chairman, Senate Committee on Governmen- 
tal Affairs. 

Background In January 1986, the administration initiated a proposal to improve fed- 
eral credit management and to generate budgetary receipts through the 
sale of $4.4 billion in loan assets. This initiative expanded to S6.S billion 
of sales in the 1986 budget reconciliation act, and to $12.6 billion in the 
President’s fiscal year 1988 budget. Further, the proposed Credit 
Reform Act of 198’7 would require the immediate sale of all new federal 
loans to private investors, To date, seven agencies have completed loan 
asset sales or borrower prepayment programs under these initiatives. 

GAO issued two previous reports and testimony on the Office of Manage- 
ment and Budget’s (OMH) 1986 guidance to agencies on conducting the 
pilot sale of loan assets. These reports and testimony pointed out that 
OMB'S guidelines would have an adverse effect on the federal govern- 
ment’s ability to both market loans and to maximize net sales proceeds. 
OMH is currently revising its guidance on nonrecourse sales and warranty 
provisions. 

In this current review, GAO analyzed direct loan programs of the federal 
government in five of six broad classes of loans by (1) identifying the L 
characteristics of the loans within each class, (2) examining the feasibil- 
ity of selling loans under the existing and proposed credit reform pro- 
posals, (3) examining the costs and benefits associated with tho loan 
sales completed thus far and their impact on the federal budget deficit, 
and (4) examining whether loan sales will achieve the objectives of mea- 
suring subsidy costs and fostering credit reform. 

Results in Brief 

-- 

:howtd the following. 
GAO’S review of completed loan asset sales and borrower prepayments 

)I 1 
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-  _ I - - - -  

E x e c u ti v e  S u m m a ry  

l  S a l e s  a n d  p re p a y m e n t d e c i s i o n s  m u s t b e  m a d e  o n  a  p o rtfo l i o -b y - 
p o rtfo l i o  b a s i s  b e c a u s e  o f th e  w i d e  ra n g e  o f te rm s , c o l l a te ra l , a n d  b o r- 
ro w e rs  i n  fe d e ra l  l o a n  p ro g ra m s . 

. In v e s to r a c c e p ta n c e  a n d  m a x i m i z a ti o n  o f n e t s a l e  p ro c e e d s  d i re c tl y  
d e p e n d  o n  th e  g o v e rn m e n t’s  w i l l i n g n e s s  to  s h a re  p o s t-s a l e  l o a n  l o s s e s  
w i th  i n v e s to rs , 

. S a l e s  s h o u l d  n o t b e  p ro m o te d  a s  d e fi c i t re d u c ti o n  to o l s  b e c a u s e  s u c h  
s a l e s  s i m p l y  s h i ft fu tu re  c a s h  re c e i p ts  to  th e  b u d g e t y e a r i n  w h i c h  s a l e s  
a re  c o m p l e te d . T h e  b u d g e t d e fi c i t i n  th e  y e a r o f s a l e  w i l l  b e  re d u c e d , b u t 
fu tu re  d e fi c i ts  w i l l  b e  i n c re a s e d . 

. S a l e s  a re  n o t n e e d e d  to  i d e n ti fy  th e  s u b s i d y  o f fe d e ra l  c re d i t p ro g ra m s . 
In  a d d i ti o n , O M B ’S  i n i ti a l  m e th o d o l o g y  fo r d e te rm i n i n g  th e  s u b s i d y  w i l l  
o v e rs ta te  th e  a c tu a l  s u b s i d y  c o s t o f fe d e ra l  c re d i t p ro g ra m s . 

O v e ra l l , l o a n  a s s e t s a l e s , i n  th e  s h o rt te rm , w i l l  re s u l t i n  th e  g o v e rn m e n t 
i n c u rri n g  s o m e  a d d i ti o n a l  c o s ts . If th e s e  s a l e s  fo s te r i m p ro v e m e n t i n  fe d - 
e ra l  l o a n  o ri g i n a ti o n , d o c u m e n ta ti o n , a n d  c o l l e c ti o n  p o l i c i e s , th e s e  c o s ts  
m a y  b e  o ffs e t i n  th e  fu tu re . It i s  to o  e a rl y  to  te l l , h o w e v e r, th e  e x te n t o f 
l o a n  m a n a g e m e n t i m p ro v e m e n t s a v i n g s . 

P ri n c i p a l  F i n d i n g s  
--.--- ._ -. --.----_ -_ ---._ _ _ _  _ _ ------_ _ _ -..--.--.-- 

W i d e  V a ri a ti o n s  M a k e  
G e n e ri c  C o n s i d e ra ti o n s  
D i l ’f’i c u l t 

T h e  fi n a n c i a l  c h a ra c te ri s ti c s , i n c l u d i n g  re q u i re d  d o c u m e n ta ti o n  c o l l a t- 
e ra 1  a n d  l o a n  s e rv i c i n g  p o l i c i e s , fo r th e  fi v e  c l a s s e s  o f l o a n  p o rtfo l i o s  G A O  
re v i e w e d  v a ri e d  w i d e l y . In  a d d i ti o n , th e  fe d e ra l  g o v e rn m e n t’s  l o a n s  a re  
d e s i g n e d  to  h e l p  a c h i e v e  a  b ro a d  ra n g e  o f p o l i c y  o b j e c ti v e s . M a n y  fe d - 
e ra l  l o a n  p ro g ra m s  a re  i n te n d e d  to  p ro v i d e  c re d i t to  i n d i v i d u a l s  o r o rg a - 
n i z a ti o n s  n o t a d e q u a te l y  s e rv e d  b y  p ri v a te  c re d i t p ro v i d e rs . B e c a u s e  o f 
th i s  d i v e rs i ty , l o a n  a s s e t s a l e s  m u s t b e  m a n a g e d  a n d  s tru c tu re d  o n  a  
p o rtfo l i o -b y -p o rtfo l i o  b a s i s . ( S e e  c h a p te r 2 .) 

._ ..._ _ . l ”-“._ . p .-..- . . .._ ._  ..” ._ ..._  -.. ..^ -._ ~  .._ _  ---..-.. ---  -_  ~ - ---.-- 
C re d i t E = n h a n c e m e n ts  K e y  G A O ’S  a n a l y s i s  o f th e  l o a n  a s s e ts  s o l d  to  d a te  c o n fi rm e d  th a t c re d i t 
to  L o @  S a l e s  F e a s i b i l i ty  e n h a n c e m e n ts , p ro v i d i n g  re q u i re d  i n c e n ti v e s  to  p ri v a te  i n v e s to rs , a re  

n e e d e d  to  m a x i m i z e  n e t s a l e  p ro c e e d s . N o n e  o f th e  c o m p l e te d  l o a n  a s s e t 
s a l e s  w e re  s o l d  i n  a c c o rd a n c e  w i th  O M B ’S  o ri g i n a l  g u i d a n c e  w h i c h  c a l l e d  
fo r i n v e s to rs  to  a s s u m e  th e  fu l l  r i s k  o f l o s s  a fte r th e  s a l e . E a c h  o f th e  
l o a n  a s s e t s a l e s  G A O  re v i e w e d  i n c l u d e d  s o m e  fo rm  o f c re d i t e n h a n c e - 
m e n t-i n d e m n i fi c a ti o n  to  p ri v a te  i n v e s to rs  a g a i n s t l o a n  l o s s e s  a fte r th e  
s a l e . ( S e e  c h a p te r 0 .) 

P a g e  3  G A O /A F M I)-8 8 -2 4  h l ru  A s s e t S a l e s  R e s u l ta  



Full Costs and Henefits of The costs and benefits associated with the loan sales and borrower pre- 
Pilot Loan Asset; Sale Not payments under the pilot sale program involve several factors, many of 

I kt,wminable which are not readily quantifiable, and others which cannot be fully 
determined until after the full term of the loans have expired. Costs 
resulting from (1) any interest rate differential between Treasury’s bor- 
rowing rate and the market interest rate, (2) credit enhancements 
included in the sale agreements, and (3) additional loan servicing 
requirements can be reasonably estimated. Other costs or benefits, such 
as those which may ultimately accrue to the government if the private 
investor is unable to recover the expected future stream of cash pay- 
ments or if the government achieves a higher than anticipated collection 
rate on loans, will not be known until the end of the life of the loans. 

The pilot loan asset sale program may provide benefits to the federal 
government in terms of improved loan management. The government 
has begun to adopt private sector loan origination, documentation, and 
collection procedures. However, GAO could not, at this time, quantify the 
extent to which these improvements will result in reduced costs or 
increased loan collections. Loan servicing costs are not likely to be 
reduced since the government will continue to (1) originate new loans 
needed to help achieve continuing program objectives and (2) service 
loans that are delinquent or in default. (See chapter 4.) 

.+ _ _.~__ . .._ ._~~ ._...... 
Irig)act, of Loan Asset Sales GAO'S prior reports and testimony concluded that loan asset sales are not 
oh Ih;ldgctt, rkficit an effective technique for resolving our fundamental deficit problems. 

GAO'S current study confirmed this conclusion by showing that loan 
asset sales will increase, over the long term, the structural federal 
budget deficit. In general, the budget reduction that will occur in the 
year of the loan sale or prepayment will be offset by the aggregate 
amount of loan principal and interest payments forgone had the govern- b 
ment not sold or offered the loans for prepayment. An overall increase 
in the federal government’s budget deficit will occur if the proceeds 
from a loan sale or prepayment are less than the present value of for- 
gone loan principal and interest payments. (See chapter 5.) 

I.,oan Asset Sales I)0 Not; 
E~ffectively Measure 
Swhidy C:ost;s 

The administration’s plan to define the subsidy cost of federal credit 
programs as the monetary benefit- interest cost savings-to a bor- 
rower will overstate both government cash costs and the related cost to 
operate credit programs. 

Page 4 GAO/AFMD-SS-24 Loan Asset Sales Results 



Fsecutive Summnry 

Measuring the federal credit program subsidy is a key objective of the 
administration’s pilot loan sale program and proposed Credit Reform 
Act. Both initiatives propose measuring the federal credit program sub- 
sidy cost as the difference between net sale proceeds and the unpaid 
principal balance of the loans sold-the interest cost savings to the bor- 
rower. This method is likely to overstate the subsidy cost to the federal 
government because it focuses on measuring the interest subsidy to the 
borrower rather than the interest cost to the government. 

Subsidy costs determined through the sale of existing loans are also 
inaccurate in that they do not account for any change in interest rate 
levels between the time the loans were initially granted and the time 
they were sold. Lastly, GAO'S analysis has shown that the subsidy cost- 
cash cost to the government -can be estimated without selling loans. 
(See chapter 6.) 

Recommendations The purpose of this report was to provide information and assessments 
of loan sale programs. Recommendations regarding changes in OMH poli- 
cies were made in prior reports, and credit subsidy recommendations 
will be made in a future report. 

Agkncy Comments As agreed to with the requesters’ offices, GAO did not obtain agency com- 
ments on this report. However, GAO recognizes that in the President’s 
1989 budget submission released in February 1988, OMB included 
changes in terminology and procedures federal agencies are to follow 
when identifying federal program subsidies. Although GAO did not 
review these changes as part of this review, it will address them in other 
work now under way and report on them later. 

Page 6 GAO/AFMD-88-24 Loan Asset Sales Results 
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clJlaJgt.!r 1 _- --.._ ----1 -.... - . ..- - ̂ .._ - ._ 

Introduction 
- - 

-...-__ .._ ~.- _... ._._._.. 
The federal government is the largest single provider of credit in the 
IJnited States with an estimated more than $230 billion dollars in loans 
held by 29 agencies under more than 110 federal direct loan programs. 
In addition, 21 of these agencies manage about 35 loan guarantee pro- 
grams with an aggregate unpaid principal balance of $513 billion as of 
September 30, 1987. (See appendix I.) 

In ,January 1986, the administration initiated a pilot sale of selected 
existing federal loan assets as part of the President’s fiscal year 1987 
budget request. The goal of the pilot sale proposal was federal credit 
reform and financial management improvements with an ancillary goal 
of generating budgetary receipts. Loan asset sale initiatives have since 
grown from the initial $1.8 billion pilot sale in fiscal year 1987 to a pro- 
posed $12.6 billion sales program in the 1988 budget. To date the gov- 
ernment has completed borrower prepayment programs at six agencies 
and consummated direct loan sales at four agencies. In addition, the 
administration’s proposed Credit Reform Act of 1987 would require that 
( 1) selected direct new loans made by the federal government be sold 
shortly after being made and (2) the government transfer loan guaran- 
tee programs to the private sector by buying private credit insurance to 
replace the government’s guarantee. 

This report addresses the status of a series of issues related to the sale 
of loan assets and the results of the pilot loan sale program, including 
information on financial characteristics of federal loan programs, the 
feasibility of selling loan assets, and the costs and benefits-of such sales. 
This report completes our work for the Chairmen, Legislation and 
National Security Subcommittee, Committee on Government Operations, 
IIousc of Representatives; and Committee on Governmental Affairs, 
IJnited States Senate. 

Background 
---!--- 

On July 8, 1986, the Office of Management and Budget (OMB) issued loan 
asset sale guidelines for agencies to use in conducting the initial pilot 
sale of federal loan assets proposed in the President’s 1987 budget sub- 
mission. These guidelines included 10 specific loan sale requirements 
designed to achieve the loan sale objective of federal credit reform and a 
secondary objective of generating budgetary receipts to help reduce the 
budget deficit. We reviewed OMH'S guidelines and issued reports’ on them 

’ Ir~an Asset Salts: OMH Policies Will Result in Program Objectives Not king Fully Achieved GAO/ 
A wand GAOfAFMD-86-79, September 25, 1986. 
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(%~pter 1 
Introduction 

I. .._.. ..__ _... -__. -..- __-. - ___- ---_.-~ 
to the Chairman, Legislation and National Security Subcommittee, Com- 
mittee on Government Operations, House of Representatives; and the 
former Chairman, Committee on Governmental Affairs, United States 
Senate, on September 25, 1986, pursuant to requests received from both 
to evaluate several aspects of the administration’s proposed pilot sale of 
fedora1 loan assets. 

Our reports focused on requirements in 0~11’s loan asset sale guidelines 
that. would have had a major impact on the marketability of the loans 
and the ability to maximize net sale proceeds. In addition, in testimony” 
on the guidelines, we disclosed that the total amount of principal and 
intcrest payments forgone by selling a loan is generally worth more than 
the revenue derived from a loan sale, that loan sales are likely to have 
some positive impact, albeit difficult to quantify, on credit management, 
and that loan asset sales will not resolve our fundamental deficit 
problem. 

These prior reports and testimony pointed out that in order for the gov- 
ernment; to maximize net sale proceeds, existing market structures 
should be utilized and that loan asset sales would have to be consum- 
mated on a negotiated, structured basis with some form of credit 
enhancement-that is, some form of recourse to the government. The 
report also showed that (1) OMB’S proposed budget scorekeeping for sale 
proceeds, which reinforced its prohibition against sales with any 
recourse to the government, was inconsistent with established budget- 
ary rules and (2) sales of existing loan portfolios will not accurately 
measure the subsidy cost of federal credit programs. 

In consonance with these findings, our reports and related testimony 
recommended that the Director of the Office of Management and Budget 

v revise 0~13’s guidelines for sale of loan assets to permit agencies to Sell 
loan assets on a structured basis, which would include some form of 
future recourse to the government or other credit enhancement, and per- 
mit servicing of sold loans by an entity other than the purchaser; 

. classify, for budget purposes, the government’s estimated expected con- 
tingent liability under limited recourse loan sales as borrowings and the 
unencumbered sale proceeds as receipts; 

~‘“‘1’1~: (iovcrrrmc~nt’s Inctn Asset. Saks Pilot Program,” GAO/T-AFMD-87- 6, March 10, 1987, and “An 
Assc~ssmc~nL ol’ lhcb (iovcrnmcnt’s I,oan Assets Salt Program,” GAO/T-AFMD-87-7, March 26, 1987. 
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Chapter 1 
Introduction 

l not implement proposed OMB policy for determining subsidies under the 
pilot loan assets sale program, but rather revise the policy to more accu- 
rately measure the subsidy in terms of cost to the government; and 

0 report to the Congress on the subsidy cost measurement method selected 
and include an appropriate justification for the selection. 

OMB is revising its loan asset sale guidelines to better define its position 
on non-recourse sales and warranty provisions. These guidelines, how- 
ever, have not yet been issued. The recent sales of the Farmers Home 
Administration’s (FmHA) Rural Community Development Loan and Rural 
IIousing Loan portfolios, and the Department of Education’s College 
Housing and Academic Loan portfolios, were both made to private 
investors under a negotiated sale structure which included credit 
enhancements. The net proceeds from these sales were classified, for 
budget purposes, as budgetary receipts and were available for deficit 
reduction purposes. 

In the January 1987 budget submission, the administration introduced a 
loan asset sale plan, the “Market Plan,” under which the government, 
among other things, would sell to the public all new loans after they 
were made. The primary focus of the “Market Plan,” like the earlier 
1987 pilot loan asset sale proposal, was federal credit reform with a sec- 
ondary focus of generating budgetary receipts to help reduce the budget 
deficit. 

In March 1987, the administration submitted a proposed bill to the Con- 
gress entitled the Credit Reform Act of 1987 to implement its “Market 
Plan” initiatives. The bill would measure the subsidy benefit to borrow- 
ers of federal credit programs by selling to private investors all new fed- 
eral loans after they were made. It also proposed that the government 
transfer loan guarantee programs to the private sector by buying pri- * 
vate credit insurance to replace the government’s guarantee. 

During congressional budgetary debates for fiscal year 1987 and in the 
President’s fiscal year 1988 budget request, the focus of loan asset sales 
shifted from federal credit reform to generating budgetary receipts and 
has taken this program from the $1.8 billion program involving five 
agencies to the current $12 billion program at nine agencies proposed 
for 1987. However, the ongoing debate regarding federal loan asset sales 
has continued to consider the relative importance of achieving credit 
reform and generating budget receipts within the context of five overall 
objectives: 
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l reduce the government’s cost of administering federal credit programs 
by transferring to the private sector-privatizing-the servicing and 
other administrative activities related to these programs; 

l encourage federal agencies to improve loan origination processes, servic- 
ing systems, documentation, and collection practices; 

l determine the subsidy cost of federal credit programs, that is, the cost to 
the federal taxpayers of granting loans; 

. encourage agencies to improve accounting and financial reporting sys- 
tems for federal credit programs; and 

l generate budgetary receipts to help reduce deficits in the year of sale. 

Objectives, Scope, and 
Methodology 

. 

Our September 25, 1986, report focused on assessing the impact OMII'S 
loan sale guidelines would have on agencies achieving loan asset sale 
objectives. This report builds on our earlier reports and completes our 
overall review of the administration’s loan asset sale initiatives 
requested by the Chairman, Legislation and National Security Subcom- 
mittee, House Committee on Government Operations and the former 
Chairman of the Senate Committee on Governmental Affairs. This 
report focuses on the financial characteristics of federal loan programs, 
the feasibility of selling federal loan assets, and the costs and benefits of 
such sales. Specifically, our objectives included determining and assess- 
ing the 

full range and characteristics of federal loan programs; 
feasibility of selling existing and new loans; 
costs and benefits of the sale of existing loans; 
short- and long-term impact of loan sales on the federal budget deficit; 
feasibility of determining the subsidy costs of federal loan programs 
through the sale of loans as proposed in the credit reform bill; and 
feasibility of achieving the credit management objectives of the pro- 
posed credit reform legislation. 

Although the credit initiatives included some aspects related to guaran- 
tee programs, this report focuses primarily on the government’s direct 
loan programs and does not consider the issues related to federal loan 
guarantee programs. 

To address the issues regarding federal loan asset sales, we first catego- 
rized all federal direct loan portfolios into six broad loan classes: (1) sin- 
gle family housing loans, (2) multifamily housing loans, (3) commercial 
loans, (4) secured consumer loans, (5) unsecured consumer loans, and 
(6) loans to foreign governments and businesses. We selected and 
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reviewed loan portfolios included in the President’s fiscal year 1987 loan 
asset sale/prepayment program and also reviewed the results of addi- 
tional borrower prepayments and loan sales conducted in fiscal year 
1986. Table 1.1 shows the loan portfolios, by loan class, which were 
selected and included in our detailed review. 

Table 1.1: Loan Portfolios included in Our 
Review Dollars in millions 

Loan class Loan portfolio selected 
Outstanding 

principal 
Single family houslng 
Multlfamlly hOMmg 

Veterans AdministratIon’s Vendee Loans 
Department of Housing and Urban 

Development’s Multifamily Housing 
Loans 

$1,241 

2,799 
Commercial Department of Agriculture’s Rural 

Electrification Loans 14.678 

Secured consumer 

Unsecured consumer 

Foreign government and 
business 

Total 

Department of Education’s College 
Housing Loans 

Small Business Administration’s Disaster 
Home Loans 

Department of Education’s Guaranteed 
Student Loans 

a 

2,181 

700 

1,051 

0 
$22,650 

“None selected for review 

In analyzing the characteristics of those loan portfolios, we selected a 
sample of more than 2,000 loans for review. Our sample was a statisti- 
cally valid random sample of loans included in five loan portfolios. To 
determine (1) the financial characteristics, including loan default, loss, 
and repayment rates, and the adequacy of loan documentation records, 
and (2) the legal provisions of the loan programs that would affect their * 
sale, we reviewed the loan files, validated the loan principal and interest 
repayment default and loss rates, and documented the legal provisions 
of the loan agreements and any specific loai servicing requirements. 

We discussed the administration’s loan sale plans with officials of OMI3, 
t,he Department of the Treasury, and several major secondary credit 
market institutions. We also met with officials from each of the five 
agencies responsible for administering the loan portfolios we selected 
for review and with other officials from the agencies responsible for 
selling loans to the public during fiscal year 1987 to discuss their pro- 
posed sales strategies and progress in actually culminating sales. 

Page 14 GAO/AFMD-88-24 Loan Aswt Sales Results 



Chapter 1 
Introduction 

In addition to reviewing the loans originally selected for review, we also 
reviewed the results of loan sales at three agencies which have recently 
sold loan assets to the public: the Department of Education, FmIIA, and 
the Veterans Administration (VA). We have also reviewed the Export- 
Import Bank’s prepayment program, and we will report on this issue 
separately. 

As discussed in chapter 2 of this report, the characteristics of the loan 
portfolios of each loan program differ markedly in a number of signifi- 
cant aspects. As a result, the programs selected for review are not neces- 
sarily representative of all loan programs. However, based on our work, 
and on our knowledge of many of other loan programs gained through 
our financial and programmatic audits, we believe our conclusions and 
recommendations are applicable to most loan programs and not just 
those we looked at in detail as part of this review. 

We performed our review between May 1986 and October 1987. As 
agreed to with the Chairmen’s offices, we did not obtain official agency 
comments. We conducted our work in accordance with generally 
accepted government auditing standards. Our work was performed at 
the Veterans Administration, the Small Business Administration (SHA) 
and the Departments of Housing and IJrban Development (ririn), Educa- 
tion, and Agriculture and also included work at those agencies’ regional 
offices. Our work also incorporated the views of a number of experts in 
industry, academia, state government, and public policy research. 

The succeeding chapters address the characteristics of the federal loan 
programs and loans proposed for sale as well as a number of financial 
and policy issues which need to be considered in implementing loan sale 
programs. Chapter 2 provides an overview of federal direct loan portfo- 
lios, the administration’s loan asset sale initiatives, and the characteris- * 

tics of the loans which directly affected the loan sale program. Chapter 
3 addresses the feasibility of selling federal loan assets to private inves- 
tors and includes a discussion of the structuring or use of credit 
enhancements in accomplished loan sales. Chapter 4 reviews the costs 
and benefits of selected loan asset sales and prepayments included in 
the administration’s pilot program and points out the need for sale deci- 
sions to be made on a portfolio-by-portfolio has@ Chapter 5 addresses 
the impact of loan sales and prepayments have on the budget deficit, 
and chapter 6 addresses the appropriateness of various methodologies 
proposed for measuring the subsidy costs of federal credit programs. 
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At the beginning of fiscal year 1988, the federal government held more 
than $230 billion in direct loans in over 110 portfolios. These loan port- 
folios have a broad range of terms and conditions including collateral, 
interest rates, repayment periods, and servicing policies. They also vary 
considerably as to the financial condition of the borrowers and the types 
of borrowers-from students to small electric utilities to foreign 
govcrnmonts. 

The government’s loan portfolios also vary widely in terms of the policy 
objectives they are intended to address. The government makes loans t,o 
pITwide funds to individuals, public and private organizations, and for- 
eign governments, to achieve a wide range of policy and program goals. 
Hecause the government’s primary goal in operating direct loan pro- 
grams is to achieve a broad range of policy and program goals, loan tloc- 
umentation, terms, and conditions vary. In some cases they vary from 
the documentation, terms, and conditions of comparable private sector 
loans whose primary goal is to make a profit. 

It is important to recognize that sales of loan assets involve different 
issues and considerations from sales of other capital assets, such as tho 
sale of the Consolidated Rail Corporation (CONRAIL) or the oftcn- 
proposed sale of the ISonncvillc Power Administration. The key diffor- 
cnce bct,wecn the sale of’ loan and capital assets concerns the govorn- 
mental entity’s continued involvement in a program after the salt, of tho 
assets. Specifically, after selling a capital asset, the govcrnmcntal entity 
gonerally ceases to bc involved in the activity that has been sold. For 
example, since selling CONI~~IL, the Dcpartmcnt of Transportation is no 
longer financially involved in the railroad’s operation. 

In contrast, the government will continue to bc involved in a loan pro- 
gram, even though all or part of the program’s loans may bc sold. l+d- b 
era1 loan programs arc t,hc means to achieving policy or program goals 
as opposed to being ends in thcmselvcs. For example, student, loan pro- 
grams arc used to help achicvc the policy goal of broadening access to 
higher education by providing funds to economically disadvantaged stu 
dents. If tho fcdcral govcrnmcnt sells to the public all or part of an trdu- 
cation rolatcd loan portfolio, it does not mean that its role in providing 
SUIJ~JO~~ for higher education will end. It may continue to hold somo of’ 
tho loans or it may make new loans in the f’uturc. Similarly, tho fcdoral 
govornmont could sell its disaster home loan portfolio, but, as new disas- 
ters occur, it will make new loans. The govcrnmcnt’s continued involvtr- 
mcnt, in programs underlying its credit-granting activities will affect. the 
tlogroc to which loan sale ob,jcctivcs-such as privatization of a program 
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or transferring loan servicing activities to the private sector-can be 
achieved. 

Range of the 
_----- -.---.- ~I__ ----_-- --~- 

Table 2.1 summarizes the government’s more than 110 direct loan pro- 

Government’s Direct 
Loaln Portfolios 

grams according to the six broad classes of loans presented in chapter 1. 
The financial information presented is the estimated aggregate unpaid 
loan principal balances, by loan class, due the federal government as of 
September 30, 1987. 
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Table 2.1: Summary of Government Loan Portfolios by Loan Class 
thll~fS 111 t~llll<Jr~!j -. ... 

._.. ~-- 

Loan class 
Foreign loans 
Arjr~c;ultr~rc:‘~; forcqrl ;w;tstance 
I)ef&:,c’:; forcl!)ri rritlltary sales 
A(jAcy for Iritcrrut~onal Development’s foreign development 
f xf,(,rt Irr~lur!‘~, forcxjr trade 
OttlC:f fr,rt:qrl IOilrl:i 

Single family residential mortgage loans 
Agrlr;cilt~l,c’~i fllfd tlo~rSlllcj 

VA’i tmll’;lllq 

CM& !;irifjl~? family rositlontlal mortgage 

Number of 
Aggregate unpaid 
principal balances 

portfolios as of Sept. 30,1987 
17 

11.4 
22 2 

8.0 
150 . . - . . . . .._ --.. .._ ._-. - ..--. . .~~_.. ~~ 
12.3 

ss.9 
5 

26 1 _ . _-... ..~... -~. 
9 -. .~~-. __ .._._ ._. .._. .._ ~_ ~. ~~_ ..~... 
4 

Mulbfamily residential mortgage loans 
t ILli)‘:; low rwtt orltdlc: ho~wrl~~ 

Cohmercial loans 
Agr~[:i~llirrt:‘r; c:oir~rr~ochty 

Aqr~~u~lt~~rc!‘s r~~r;dl c!lr?r:lrrfrc:;itlon and telephone 
. I 

A~~lil(:~lltrlrt:‘!i t:xf)or t grlarantw clarrns 
:m+s 5111;111 t,ir!;lrlc!!;~; 
Ir;~r~!-;~~c~rt;-rtlc,ri (3 !;tlII) firi;lrwi~~ 

I cl,l;:atlcm~r, c~,lll:!tf! tlorlslrl~] 

Navy IIK~II!,~~I;.I~ f IIIII~. 1 c:tk:ral F Inanclng Bank 
Otti;?, (.or11r11(!r(:r;~l 

Se&red consumer loans 
:;tv&; ttl!;;l~>tc!r 
Ott,;:, ‘;c:c:llrc!~l L011’;11111<:1 

Unsecured consumer loans 
f ~l~lI~~i~ll~~fl’~~ ~l~ltl~~llill tl lfCC1 StLld<>rlt lOaIlS 

t ti~ri:;~t~~~rl’~; tlt.:f;ii~ltt:~l c~~~w;u~tccd student loans 
Ottin:~ ~rrl*,c:c:~m!tl (.011:;11rnw loans 

Tot& 

13.7 
--EL7 
32 
41 
12 

4 
1.7 

87.5 
120.5 * 

6 
2.8 
12 
4.0 

10 

54 
4.8 

1 

10.3 
111 $233.2 

Notes 
I The Intormatlon presented 111 this table was provlded by agency offuals and was not audltcd as part 
of IhIS levlew 
2 Irrdlvldually. the dollar value of the loans kted In “Other commercial” IS too small and the number of 
IOWE IS too ~~~merous to list here, but they are Included In appendix I 
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Chapter 2 

Loan Asset Sale 
Initiatives 

‘I’he main ot)jcctivc of the original pilot sale plan was to foster federal 
c:rr:di(, rot’orm. It, was onvisioned that the pilot, program would bring 
:~bout. rc!forms in fctder;Ll credit. programs such as improving loan docu- 
mtsnt,atiol~, records, and collection practices and procedures. We dis- 
c*rlsst!ti the spchcific: objectives for this initial proposal in chapter 1. The 
ilritkd proposal for 8 pilot loan asset sale program for fiscal year 1987 
ilrvolvcd the sak of loan assets from 12 1oa.n portfolios with outstanding 
I)rinc:ipal balances totaling about $4.4 billion. ‘1%~ administration pro- 
,jcbc:t,cd that, those salts would gcnerato $1.8 billion in net sales receipts 
wI)kh could be us~l to rctduco the federal deficit. 

‘1’1~: (:ongrttss, Lhrough tho Hudget, Reconciliation Acl; of 1986, built on 
the! ;Itlministr~tt,ion’s pilot loan sale program by directing the administra- 
Lion t.o #!nc:rat,e $6.8 billion in net cash receipt,s through the sale and or 
I)rc!l);tymcnt of additional seloctcd loan assets. In order to achieve that 
goal, tht! adrninist,rat;ion estimated that loans with about; $9.3 billion in 
out,st.anding principal balances, from nine programs, would have to be 
sold Lo t,ho public: and, in addition, $2 billion in outstanding Rural Elcc- 
t,rif’ic:ation Admi nistrat,ion (RIM) loans would bc offered Lo borrowers to 
~)rc’pay in ortlttr to moot, the roquiroments of the act. 

‘1’110 I’wsidont,‘s fiscnl year 1988 budget, rcqucst itlso included a program 
c,t’ Ioi.ur ;estbt, sales to gc:nc:rat,ct cash receipts and to ;Lchieve credit reform 
ot),jcb(*t,ives. Specifically, it provided for the salt of loan assets with a 
t.ot,al out,st.anding principal balance: of $ I2.C billion from 23 loan pro- 
grm~~s 1.0 gcI~rtrat,c! $5.9 billion in cash receipts. 

‘l’tl(b f’ollowiug f’iglrres summ;rrize thrt administration’s init,ial loan asset, 
s;rlc pilf )t, I)rogr;un, the (km#ws’ ac:t,ions through tho Hudgctt Roconcilia- 
Lion Act. of 19813, and the I’rosidctnt’s fiscal year 1988 bud#t, roquctst. 
Ik:t.i~,il~~d rc~c~onc:iliat.it,rrs of t,ho above are prosontcd in appthndix II. Fig- 
urt: 2.1 (*ompti.rcs aggro#.t,c! outst,anding principal balances of loans to bc 
sold wit.11 ost,imat,cbd not. salt pr~oc~c!ods under the pilot, sale, the rctc:onc*ilia- 
tic III it(*t,, imtl t,htb f’iscnl year- 1988 butlgck rchyuttst,. 

& 
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Figure 2.1: Comparison of Aggregate 
Outstanding Principal Balances of Loans 
To Be Sold With Estimated Net Sale 15 Dollars in billions 

Proceeds 

10 

1 ) Estimated net sale proceeds 

Aggregate outstanding principal balances of loans to be sold 

Figure 2.2 compares the number of agencies and loan portfolios involved 
in the pilot loan asset sale initiatives, the Budget Reconciliation Act of 
1986, and the President’s fiscal year 1988 budget request. 

b 
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Figure 2.2: Comparison of the Number of 
Agencies and Loan Portfolioa 

25 

rl Number of agencies involved 

Number of loan portfolios 

In addition to budget initiatives for selling existing federal loan assets, 
the administration’s proposed Credit Reform Act of 1987 would require 
that selected new direct federal loans be promptly sold to the public 
after they are granted. Just as provided for under 0~1)'s guidelines 
directing the conduct of the original pilot sale, these loans would be sold 
without federal guarantees or other recourse provisions, and the pur- 
chasers would assume all of the responsibilities and costs of servicing 
the loans. For loan guarantee programs, it is proposed that the govern- 
ment transfer the contingent liability of the guarantees to private insur- 
ers by purchasing credit insurance to cover the potential loan defaults 
by borrowers. 

Y 

Through the end of fiscal 1987, six portfolios have been offered for pre- 
payment to borrowers: REA'S Rural Electrification Loans, Education’s 
College Housing Loans and Academic Facilities Loans, FmHA'S Rural 
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(1ommunity Uc!velopmtat I,oans, sl)A’s Uisaster Home Loans, and 
f~;xl>or.t,.-Irrll)ol’t 1 sank’s f’orcign loans. In addition, portions of five loan 
portfolios w(‘rc sold Lo Lhcl public+: ( 1 ) I~Xuc~ation sold a mix of its College 
Ilousi~~g and Academic: I’acilitios l,oans, (2) l+rrIlA sold its Rural Commu- 
nity I)c~vt~lopmcnt and its flural IIousing I,oans, and (3) VA sold its Ven- 
dee Loans. ‘1’0 tlatct, no s;~k~s of new loans have: yet. bccm made. 

In ord(lr fo gain an un(lctr.standing of t.hch c:lla~ac:t,c,rist.ics of federal direct 
loitn port.foIios, WC sctlec*t,t4 for dcf,ailc:tl review portfolios from each of 
1.hc six prc’viorisly tliscl~ssed c~lassos of fodoral direct loans, except for 
the foreign loan class, that wm: inc~tudt~d in that ;~cl~nir~ist,ration’s pilot 
salt. ‘I‘h(b (lhar;\.c,t,(~I.isti(:s we wor( intcbr-cstod in included: 

l loan maturities and interest rates, 
l SpN’iii.1 loan provisions, and 
. c*oll(~c%iorr, tl~4inq~~t~ncy, and loan rates 

Ctwx.W-istics and Loan rnat.tlrif.ic:s for t.tlc! six loan port,folios we reviewed ranged between 

Performance of 
1 fi and 25 years, and intcbrcbst. rates rangod bct.wc:c!n 3 and 10 percent. All 
loan agrc:omc~nt.s inclutl~~d spcbcial provisions, and except for Education’s 

S&xted Government c:ollqg~ hollsing loarr portfolio, which involved contractor records, loan 

I&rect Loan I%~rtfolios doc:lrrr~ont.;nf.iorr was in good c:ontlition. Kxccpt for IGlucation’s portfolio 
01’ dt~falltt:d guar;u~t,e(:d st,udcnt, loans, all of which are, by definition, 
tlr~linyuc~nt., since fho only loans t.ho f~dcral government has are those on 
wtlic4) tl~~l’;nilt,s have oc~~rrcd, dolirqlloncy raf,cs-----that. is, the percent of 
loitl\S for which borrowers wore not c*llrront as to loan principal and 
int,orctst paymcnts~ ---riulgt~d tetwt:t:n z(bro and 26 percent.. 

Ovc~rall, for thtr port.l’olios wo rr5+:wod, except. for the Department of 
15d~~c:ation’s portfolio of ti<!fiLult,tt(l guaranteed st.udent loans, the govern- 
mont, ult,imat,oly collects bot,wcen !Xl and 100 percent, of loan principal 
and intcrc~st. payments. On the ot,hc:r hand, our other ongoing, and 
rc!ctont.ly c*omplct.cd audit, work has disclosctd considerably higher loan 
d(4inqrrc~nc*y and dOfit.Ult. rates wit,h sc!vc?ral ot,hc:r loim programs. For 
ox;l~n~~k~, our ;Llldi!. work ;tt Llle Farmt:rs I Jomct Administration has 
dc~vt:lopc4 intlic:a,t,ions of major losstrs itnd problems with records and 
(.()ll;lt,(briil, and otlr ;Ludif. of t,ho Il:xl)or’l,--Irrlrror’1, Hank rrtflocts significant 
c:oll(~c~t.it)ility problt~ms as ha.vc ollr roviows at, the Maritime Administra- 
tiorl. WP will t)tL rc~port,ing on these ;uldifs at. ;I lat.c?r dat.c?. As a result, the 
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loss ratios for the portfolios we reviewed in this report should not, be 
considered representative of the total government loss experience. 

Table 2.2 presents the aggregate unpaid principal balances due for the 
six loan portfolios selected for review, along with the interest. rates and 
loan maturities for each portfolio. 

Table g.2: Characteristics of Loan 
Portfolios Reviewed Dollars in billions 

Aggregate 
unoaid 

principal 
$1.2 

2.8 

14.7 

.7 

Portfolio 
VA’s Vendee Loans 
HUD’s Multifamily Housing l%ans 
Agr~cultu~e’s Rural Electrification Loans 
SEWS Disaster Home Loans 
Education’s Defaulted Guaranteed Student 

Loans 
Educatidn’s College Hoking- Loa& 

1 .o 
2.2 

Weighted 
average 
years to 
maturity 

Wars) 
22.1 

24 5 

24.5 

15.9 

Weighted 
average 

interest rate 
(percent) 

10 16 

6 90 

3 77 

3 39 

a 7 24 

21.5 3.16 

“The welghted average years to maturity IS not appkable for this portfollo Once a borrower defaults on 
a Guaranteed Student Loan or Federally Insured Student Loan, the loan, accordlny to the promissory 
note, becomes tmmedlately due and payable. The lender then flies a claim arid returns the dellrqucnt 
loan to the Department of Education. Because of the default, the loans have no rcmalrtlrq years to 
matunty 

” _..... _. .._.._._. ~ -__.-__-_.-.-_- -__-I -_.. -_-.--__- -____ 

Loari I)o<:urnt?ntation The following is an overview of the condition of loan doc~umont~t,ion for 
the portfolios we reviewed, particularly the key documents of the loan 
contract, the mortgage or note, any liens against loan collateral, any 
appraisals of loan collateral, and any required certificates for recording 
the mortgage or note. 

.__.. ._...“... _l..- ._-.. -.l.-_--l-----_---~ -. 
Table 2.3: Status of Loan Documentation 
in Portfolios Reviewed Percent of 

Percent of key 
files not documents 

available in loan file 
5.6 86.7 

16.0 79.6 

0 100 0 

1.5 98.5 

------- 
Percent of 

key 
documents 

missing 
7.7 

4.4 

0 

0 

b 

Portfolio 
VA’s Vendee Loans 
HUD’s Multifamily Housing Loans 
Agriculture’s Rural Electrification Loans 
SBA’s Disaster Home Loans 
Education’s Defaulted Guaranteed Student 

Loans 8.0 86 3 57 

Education’s College Housing Loans 10.2 24.5 65 3 
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Collateral Supporting The collateral supporting the loans selected for review ranged from real 
Loans Selected for Review property to personal property to unsecured. VA'S vendee loans, HIJD'S 

multifamily housing loans, Agriculture’s Rural Electrification loans, and 
Education’s college housing loans are collateralized by real property. 
WA'S disaster home loans were collateralized primarily by real property 
and by borrower personal property such as automobiles, furniture, and 
other property. Education’s defaulted guaranteed student loans are 
uncollateralized. 

_ ._) ..- .___. -. --~--- 
Special Provisions and Loan agreements for the six portfolios we reviewed all contained special 
f%m-ower Concessions provisions that either placed limits on the purposes for which borrowers 

could use loan proceeds or authorized government portfolio managers 
and loan administrators to modify loan payback terms in the event of 
borrower financial hardship. 

For example, some of IKJD'S multifamily program properties are involved 
in rent subsidy programs which provide rental assistance to eligible ten- 
ants. The loan agreements for these properties include covenants which 
cover issues such as rent subsidies, rent restrictions, eviction policies, 
and tenant criteria. 

In another instance, the Rural Electrification Act of 1936 permits W A  to 
extend the time for payment of interest or principal amounts from bor- 
rowers for up to 5 years beyond the date they became due. Similarly, the 
law provides that the Administrator of SBA can extend or suspend prin- 
cipal or interest payments for up to 5 years in case of extreme borrower 
financial hardships and extend the terms of the loan for up to 10 years 
if W A  expects to foreclose on the loan. 

Another example involves the VA'S mortgage loan program. Public Law * 
89-754 gives the Administrator of Veterans Affairs the authority to 
grant mortgage relief to a “distressed mortgagor,” whose employment 
by the IJnited States or assignment as a military service member was 
terminated due to the close of a military base or federal installation, 
through the issuance of a moratorium to avoid foreclosure. The VA has 
policies which are intended to help delinquent borrowers become cur- 
rent, such as: 

l executing a modification agreement to extend the terms of a loan, 
. allowing the borrowers to avoid foreclosure proceedings by voluntarily 

relinquishing the deeds to the mortgaged property, thereby avoiding 
public embarrassment and damage to their credit, 
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l giving financial counseling to the veteran borrowers, and 
l allowing borrowers to defer payments longer than normal (3 to 4 

months) under extenuating or emergency circumstances. 

The provisions in many government loan agreements that give federal 
portfolio managers and loan administrators the authority to stretch-out 
or otherwise modify original loan payback provisions result in many 
government borrowers not being current with loan principal and interest 
payments-being delinquent-in terms of the loan payback require- 
ments in the original loan agreement, 

Table 2.4 presents, for the six loan portfolios selected for review, portfo- 
lio collection, delinquency, and loss rates. The loss rates show the per- 
centage of loans for which borrowers do not ultimately make all 
principal and interest payments. 

Table 2.4: Delinquency and Loss Rates 
for Portfolios Reviewed 

Portfolio 
VA’s Vendee Loans 

HUD’s f&ltifa&ily Housing Loans 

Agrrcufture’s B&al Electrificati% Loans 

SBA’s Disaster-Home Loans 

Education’s Defaulted Guaranteed Student 
Loans 

Education’s College Housing Loans 

Portfolio Portfolio 
collection delinquency 

percentage percentage 
67 26 
70 23 

100 0 
93 6. 

Portfolio 
loss 

percentage 
7-17” 

7 
0 
1 

9 91 b 
96 4 C 

“Our sample of selected loans drsclosed a 7 percent loss percentage, whereas our current frnancral 
statement revrew at VA drsclosed a loss percentage on vendee loans of approxtmately 17 percent 
“Educatron has not wntten off as uncollectable any of these loans. Consequently, Its records drd not 
Include the rnformatron necessary to calculate the loss rate However, we believe that most of these 
loans will ultrmately not be collected because they were loans already in default when they were taken 
over 
‘Oata was not available to calculate the loss rate because Education considers these loans to be col- 
lectrble and, as such, does not write them off. Consequently, Educatron’s accounting records drd not 
include the rnformatron necessary to calculate the loss rate 

As noted previously, these portfolios arc representative of the programs 
we sampled. IIowever, since other portfolios may vary widely as to loss 
and delinquency rates, the above percentages are not intended to be pro- 
jected t,o the entire government. 
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Case-by-Case Ana&is and Credit ’ 
Enhancements Key to Loan Sale Feasibility 

The financial characteristics, legal provisions, and servicing policies of 
federal loan programs vary widely among portfolios, and consequently 
decisions regarding whether or not to sell a portfolio and the structure 
of the sale must be decided on a portfolio-by-portfolio basis. Most fed- 
eral loan programs are intended to accomplish certain policy goals by 
providing credit to organizations and individuals the federal government 
believes would not be adequately served by the private sector. Conse- 
quently, some loan agreements contain special legal provisions designed 
to foster achievement of loan program objectives. E’urthermore, the ser- 
vicing policies of some federal agencies allow them to be more lenient in 
their collection efforts. The loan programs also vary widely in terms of 
loan collateral and other financial characteristics. Our review of selected 
loan sales and borrower prepayments showed that, overall, investor 
acceptance of government portfolios offered for sale will primarily 
depend on the government’s willingness to share with investors the risk 
of future loan losses. This is perhaps best portrayed by looking at the 
diversity of experience found in the pilot sales program carried out in 
1987. 

Po+Tfolio 
Chbracteristics 
Hihhlight Need for 
G&e-by-Case 
Feasibility Studies 

--. -.--.-.---____------.- ---._- 
Our review of selected loan sales and borrower prepayments demon- 
strated that the feasibility of selling government loan assets to private 
investors must be determined on a portfolio-by-portfolio basis. For the 
portfolios that were sold, none could be sold in accordance with OMH'S 

original guidelines which called for investors to assume the full risk of 
all loan losses after sale. Portions of five portfolios were sold to the pub- 
lic with some form of recourse-the government protecting investors in 
whole or in part for future losses. The sale of one portfolio was blocked 
by a court action because special loan provisions could not be enforced 
after sale. Portions of six portfolios were offered to borrowers for pre- 
payment, a process which obviates the recourse issue, instead of sale to b 
the public. The sale of one portfolio was abandoned because of lack of 
investor interest. Table 3.1 summarizes the status of proceeds from 
portfolio sales and borrower prepayments. 



_. ..____.. _ .._ _-_.._ .._._ l_.l -.....__ - .-..--... -----..-.-----.-----.-- -----.-- ---- --- 
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Table 3.1: Proceeds on Portfolio Sales 
and Prepayments Dollars In rn~llrons 

Net 
Net proceeds Net 

proceeds from direct 
goal loan sales proc~~:~ 

for fiscal to private borrower 
Loan portfolio year 1987 investors prepayments 
Pilot oroaram rn~ I 

VA’s Vc:ndee L.oa11s 5673” 5849 $0 
t IlJD’s Multifamily Hous~nq ILoans 200 0 0 
Agrwlture’s Rural Electrifrcatron Loans 
SRA’s Dsastar I lornc Loans 

100 0 427 
144 0 -3 

t--duci~tlOrl’s Defaultf?d Guaranteed Student 
ILoans 

FtlucMron’s College Housing L.oans and 
Ac:adernlc Fac~l~lies I oans 

Budget reconciliation 
FrntlA’s Rural Cornrnunity IIcveloprnent 

I 0811s 
F:nrHA’s FIural t-loi~siriq L.oans 

200 0 0 

579 119 438b -~ 

1,025 1,078 80 ~~~. ~.~-..- 
1,715 1,803 0 

F xport Import Bank Loans 
Total 

1,500 0 1,900 
$6.136 ~. 53.849 $2.848 

In April 1987, the VA offered a portion of its vendee loan:’ portfolio for 
sale to private investors on a nonrecoursc basis. Private investor bids on 
the loans VA offered for salt were so low that VA withdrew its offer to 
sell t.1~ loans. In October 1987, VA received legislative authority (Public 
l,aw 100-1X) Lo ~11 vendee loans to the public on a 100 percent 
recourse basis. In keeping with this authority, in November 1987, VA 
sold $905 million in vendee loans to private investors. This sale yielded I 
SS49 million in net, proceeds. 

I II II)‘s sale of it portion of its multif’amily housing loan portfolio was 
bloclkcd by l’ctdt!ral (*ourt iqjunction. Some IIIJD multifamily loan agree- 
ments inc:lu&~ covenants regarding rent subsidies, rent restrictions, and 
t.(!~~a~\t, eviction limitations. IIIJI) offered $500 million worth of multifam- 
ily low irrcomcl rcW,;\I housing loans for sale to private investors. In order 
to protect the interest of the housing unit tenants, a housing advocacy 
organizat.ion initiated a suit on their behalf. As a result, a federal judge 
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issued an injunction blocking the sale. It was felt that tenants living in 
t,hc housing projects could be injured because federal restrictions 
regarding rents could not be enforced after the sale. INIL) is currently 
discussing with OMH the possibility of offering the multifamily home 
loans for sale with recourse to the government. 

Agriculture’s Rural Electrification Administration conducted two pre- 
payment sales with the borrowers. One prepayment was offered at the 
“Bbb” bond discount, rate, and returned $427 million back to WA. 
Another prepayment was offered at par and yielded $580 million. 

The Department of Education abandoned its plan to sell its defaulted 
guaranteed student loans because of a lack of investor interest. For its 
college housing loan portfolio, Education conducted both a borrower 
prepayment and a direct sale program. Education received $438 million 
in net borrower prepayments and $119 million in net sale proceeds. The 
sale of college housing loans and academic facilities loans to private 
investors was made on a credit enhanced basis. The credit enhancement 
technique used by Education was overcollateralization. (This and other 
credit enhancement features are explained in the following section.) 

SIM originally planned to offer a portion of its disaster loan portfolio for 
sale to private investors. Instead, SBA offered borrowers with loans with 
outstanding principal balances of $5,000 or less the opportunity to pre- 
pay their loans generally at a discount rate of 8.9 percent. Overall, more 
than 2,700 of SHA'S borrowers elected to prepay loans which represented 
an aggregate outstanding principal balance of $4.2 million. The bor- 
rower prepayment program yielded SRA $3.4 million in net proceeds. 

The Farmers Home Administration offered borrowers under its rural 
community development loan program the opportunity to prepay their &  
loans at Treasury’s borrowing rate. Borrowers prepaid loans with an 
outstanding principal balance of $111 million. The prepayment yielded 
net proceeds of $80 million. Similarly, the Export-Import Bank con- 
ducted a borrower loan prepayment program at face values. Under this 
program, borrowers prepaid loans with an outstanding principal balance 
of $1 .Q billion. 

The Farmers Home Administration also sold portions of its rural com- 
munity development and rural housing loan portfolios to private inves- 
tors that had principal balances of $1 .Q billion and $3 billion, 
respectively. Both loan sales were consummated on a credit-enhanced 
basis. The credit enhancement techniques used by Farmers Home 
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Administration were overcollateralization and private credit insurance. 
(These techniques are explained in the following section on the structure 
of loan asset sales.) 

-.-I -__-- ---___---..-.- 

Credit Enhancements The government has conducted loan asset sales covering portions of five 

Key to Completing 
Loan Sales 

loan portfolios to private investors. Each sale, although sale formats and 
approaches varied, included some form of government protection of pri- 
vate investors against loan losses after sale. One sale was conducted on 
a full recourse basis to the government. The other three sales were con- 
summated on a credit enhanced basis. 

As previously mentioned, the Veterans Administration offered a portion 
of its Vendee Loan portfolio for sale on the basis of full recourse to the 
government. In addition, to the Veterans Administration’s Vendee 
Loans, the government has sold portions of four other loan portfolios to 
private investors in which the private investors were indemnified 
against the estimated loan losses after sale. 

In addition to the sale by the VA, four of the loan sales involved portions 
of the Department of Agriculture’s Farmers IIome Administration’s 
Rural Community Development and Rural IIousing loan portfolios and 
the Department of Education’s College IIousing and Academic Facilities 
loan portfolios. 

To increase the marketability of these loans, the administration offered 
three principal forms of investor protection and credit enhancement; 
sale warranties, credit insurance, and overcollateralization. The govern- 
ment protected private investors against future losses because of incom- 
plete or incorrect information from the government at the time of sale 
by issuing warranties as to the quality of the loans at time of sale. In 
addition, the government protected the investors against future loan 
losses through the use of credit enhancement features such as the pur- 
chase of credit insurance and or the overcollateralization of the net sale 
proceeds received by the government. An overview of each of these 
types of credit enhancements and investor provisions is provided in the 
following subsections. 

t- -’ -. -.--.-.--.^-.---..- 

Sale; Warrantirts 
---- --_---.. - 

Included in the sales agreements were government warranties regarding 
the characteristics, at the date of sale, of the loans being sold. Through 
these warranties, the government guaranteed, among other things, that 
the historic loan collection, delinquency, and loss rates as shown by the 
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#~v~~rnm(mt.‘s accounting records at, date of sale were accurate. l’ho war- 
ranties provided that if! after sale, these rates were shown to be inaccu- 
rattl at t.ho timo of’ the sale and if investors could demonstrate that they 
suf’t’c?rc4 a loss bec*ausc of thcb inaccuracies, the government would com- 
pcnsatcl investors for thcsc lossc~~. For details on these warranties see 
appendix I I I. 

In order to onsurc that. t,httse warranties were appropriate, the agencies 
and thrh SitlO unticrwrit.ers carried out extensive reviews of the underly- 
ing credit, files for the loans, credit, history verifications, and other duo 
diligcncc actions. For example, for Agriculture’s rural community dcvel- 
opment loan sale, t.htl underwriters retained a public accounting firm to 
audit the loans being offered by Agriculture for sale to verify, among 
other things, tllc accuracy of loan unpaid principal balances and delin- 
quency and loan rates. Importantly, these actions identified not only 
t.hings which nr~edod correction to facilitate the sale of the loans but, also 
actions which would enhance the agencies’ future loan portfolio man- 
agttmont and c*olloction act,ivitics. 

--~..-- .- -... .-. ..-- - - __ ~-~~ 
Credit Insurance I Jsing cart4it. insuranccx, the government, at the time of a loan sale, makes 

a sin&~ premium payment t,o a private insurance company to purchase 
private credit insurance on behalf of investors that will pay them the 
principal and inter& payments they would have received from borrow- 
ers in t,hc\ t>vont. of’ borrower defaults on loans that have been sold. The 
amount, of’ c*rcdit. insurance purchased and the premium paid by the gov- 
ctrnmttnt, are based on the loan portfolio’s historic collection, delin- 
qucbnc*y, and loss rates as shown on tho government’s loan accounting 
systems. 

Overcollateralization In ovorc,ollilt,c~r~~liz;lt.ion, the government transfers to investors loans 
with an ag#r(bgafti rlnpaid principal balance sufficient to guarantee 
(based on historic loan collection, delinquency, and loss rates) repay- 
mcW. to invMors of the purchase price they paid for the loans plus 
agrood lipon intorc3t. Spc~cifically, 0vcrc:ollateralization operates as 
follows: 

l ‘I’hc governm(~n1. dcGgnat.(ts the net cash proceeds it wants to rclceivc! 
from a loan asscat. sale. 

l Invcbstors loan Salk undcrwri tcrs determine--based on market, interest 
rat.(bs in cbffW. at, t,I~o time the loans are to bo sold, and the remaining life 
of the loans--the aggregate unpaid principal balance of loans that have 
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Results  of Completed 
Salc ;:s  Confirm Our  
Prior &port F indings  

Obskwations  

to be transferred to investors to y ield the net sa le proceeds desired by 
the government. 
Ilndcrwr iters  also determine-based on his toric  loan collec tion, delin- 
quency, and los s  rates reported by the government for the loans  that are 
sold--an additional aggregate unpaid princ ipal balance amount of loans  
that the government will also transfer to the investors, generally  
through a form of escrow fund, to guarantee repayment to investors of 
the amounts paid for the loans  plus  interes t. This  is  the amount of 
overcollateralization. Any portion of the proceeds from these additional 
loans  transferred in excess  of the amounts needed to pay the investor’s  
guaranteed return reverts to the government. 

_--- ___- -- --- 
The results  of those loan sales  thus far completed confirmed our Sep- 
tember 1986 report which notes that some form of credit enhancements 
would be necessary both in terms of fac ilitating loan asset sa les  and to 
maximize net proceeds to the government. As a result of that review, we 
identified the willingnes s  of the government to share the ris k  of future 
loan losses  with investors (credit enhancement) as one key  fac tor. W e 
reported that the three primary credit enhancement tools , discussed pre- 
v ious ly  of sa le warranties, credit insurance, and overcollateralization 
will help offset private investors concern over: 

the government’s  willingnes s  to share the ris k  of future loan delinquen- 
c ies  and losses,  
the creditworthines s  of the borrowers, 
any restrictions in the loan agreements as to the purposes for which the 
loan proceeds can be used, 
any provis ions  in the loan agreements to materially  alter loan payback 
terms in the event of borrower financ ial hardship, 
the past performance of the loan portfolio-that is , loan delinquenc y  
and los s  rates, and 
providing some degree of overcollateralization whereby the secur ities  
are backed by a pool of loans  whose aggregate value is  greater than the 
fac t va lue of the secur ities  sold. 

------ -_- ____I. 
Our previous  reports analy z ing private credit markets, as well as our 
recently completed reviews of the s tructure of the adminis tration’s  pilot 
loan asset sa le program and consummated loans  have identified several 
keys  to the feasibility  of loan sales . In short, the unique features of the 
government’s  var ied loan portfolios  combined with the incentives 
required by private credit markets, necessitates  that loan feasibility  be 
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considered on a portfolio-by-portfolio basis, and that loans be offered 
through a structured sales agreement utilizing existing credit market 
vehicles and on a recourse, or credit enhanced, basis both to interest 
private investors and to maximize net sale proceeds. 
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Prepayment Programs 

__ .,. ._ . ^.- . . . . ---_- --- 
Our analysis of three borrower prepayment programs and one loan sale 
undertaken as part of the pilot sale program showed that overall costs 
of these transactions exceeded related quantifiable benefits by an esti- 
mated $170 million. As a result of these sales, government portfolio 
managers have begun to adopt, to the extent practicable, private sector 
loan origination and documentation and credit management techniques. 
The effects of these techniques on federal loan program operations can- 
not be readily quantified. Our review of an additional three loan sales 
and one borrower prepayment program consummated in calendar year 
1987 showed that, on those sales, the government incurred costs which 
cannot be accurately determined until the loans have matured. Likewise 
on those sales, the agencies have begun to adopt credit management 
techniques which showed improved overall credit management; the 
impact of such improvement is not readily quantifiable. 

In addition to interest rate cost considerations, there are several fac- 
tors-including some not readily quantifiable-which must be consid- 
ered in analyzing the overall costs and benefits to the government on 
loan asset sales and prepayments. These include the following: 

. The cost of credit enhancements included by the government in the 
structure of a loan asset sale, 

l The cost of purchasing loan servicing services from private sources 
after the loans are sold, 

l Potential reductions in the government’s costs of operating its credit 
programs, and 

. Any benefits accruing to the government as a result of the sale, such as 
improved origination, management, and improved collection for the 
loans retained by the government, 

Loan sale decisions must also consider any unique loan portfolio provi- 
sions and their effect on achieving program and policy goals. 

.-. __._ ~.-..------~. 

How to Determine the A loan is a financial asset which is designed to produce a stream of 

Cwrent Value of a 
Loan Package 

interest and principal payments t,o the lender over a period of years. The 
value of that stream of payments at any point in time can be determined 
by discounting the future payment stream by an appropriate interest 
rate to determine its present value or “discounted present value”. For 
the federal government, the appropriate interest rate to use in determin- 
ing the discounted present value is the current Treasury borrowing rate 
since Treasury is a net borrower of funds and it represents the rate at 
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which Treasury would borrow money if the sale had not taken place. In 
other words, it is the opportunity cost for the federal government. 

As shown in figure 4.1, Treasury’s historical cost of borrowing funds is 
loss than that of the corporate sector. For example, in September 1987, 
the average yield of 30-year Treasury bonds was 9.59 percent, whilo the 
yield for new corporate Aa” bonds was 10.63 percent. 

. - --____ -____..-----...- 
li-.. -._ - .-_--..,,,-.. _. 

Figure 4.1: Monthly Average Yields of 30-Year Treasury and Corporate Bonds 

20 Portent 

5 

0 

3-79 0-79 3-60 9-80 341 981 3-82 9-82 3-63 9-03 3-84 9-84 385 9-85 3-66 9-66 3-87 9-87 

- (:orpor;llc! hndr; 

- - - - I rc!;r’Arry t)orrtf!, 

Corporate bond rates are for securities rated Aa. 

Source Treasury Bulletin, Fall Issue, December 1987 

‘A~~cording to Mtxjdy’s Investors Service, bonds which are rated Aa are judged to bc of high quality 
by all stantlards. ‘I’o#%hc~r with the Aad group, they comprise what art’ generally known as high- 
grad(’ bonds. ‘I’hcy arc: rdt,od lower than the best bonds because (1 ) margins of protection may not. b(’ 
iw large iis in I2a.a sccuritic5, (2) fluctuation of protective elements may bc of greatcbr amplitudes, 01 
(:i) t.hcbrcb may be ot.hctr elements present which make thr long-tcbrm risks appear somewhat largc~r 
t him Aa. srcrtrit its. 
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If the net proceeds of a loan asset sale are equal to the present value of 
the loan, no gain or loss is incurred from the sale by the federal govern- 
ment. Conversely, if the rate of return investors use to determine the net 
sale proceeds is higher than Treasury’s borrowing rate at the date of the 
sale, then the government incurs a cost equal to the difference between 
Treasury’s borrowing rate and the discount rate used. For prepayment 
programs, if the loan h&q an interest rate equal to the current ‘I’reasury 
borrowing rate, the prepayment of the loan at “par” or face value has 
no cost, to the government. However, prepayment at par of loans with 
rates higher than the current Treasury borrowing rate has a cost to the 
government. 

Determining the cost to the government of a sale is different than deter- 
mining the costs associated with (1) subsidized loans and (2) effects of 
changing interest rates since the loans were issued. Interest rate subsi- 
dies occur when the government issues loans at a rate lower than its 
cost. of funds and are discussed in detail in chapter 6. Figure 4.2 shows 
the relationship between a l-year loan which carries a 6 percent loan 
rate when Treasury’s cost of funds is 8 percent and which is sold at a 
discount rate of 9.9 percent. 

Figud 4.2: Example of Possible Loan Costs 

-__-_. _ . .-..--. -- 

l’rlrlc.l(,;il Arrlollrll 
!E I MIIIIOII 

Present Value 
$981,481 

Sale Price 
$965,000 ’ 

I (.:o:;t of II Itctwst I I 

__._. . . . . ._ I.. .._. ..___” --._ -..I ..-_. -- __._ --.-- -I- 

Y 
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Loan Sale/ 
Prepayments Have 
Resulted in Costs 

Our review of the loan sales and prepayments associated with the pilot 
program and the budget reconciliation program disclosed that the gov- 
ernment has incurred quantifiable costs related to the sale of loan assets 
because the government has sold loans at discount rates which are 
higher than Treasury’s borrowing rates. In addition, it has permitted 
prepayments at par of loans with interest rates higher than Treasury’s 
borrowing rate. In several cases, the total cost cannot be identified 
because costs associated with certain loan provisions were not sepa- 
rately identified and because of uncertainties relating to future eco- 
nomic events. 

, ...~.~._.___ .._ - .__ - ..__.- ~__ 
I’i.lot, I’rogram-4 170 Three prepayment programs and one loan portfolio sale were conducted 
M illion Cost, at an estimated cost of $170 million. The administration proposed to sell 

six loan portfolios and conduct three prepayment programs as a pilot 
project. As previously discussed in chapter 3, efforts to sell loans from 
one portfolio were abandoned because of a lack of investor interest and 
efforts to sell another portfolio were stopped by legal action regarding 
the enforcement of special loan provisions after the sale of the portfolio 
to investors. 

I _* _. _ .__- .___. ----- 
Table 4.1: Computation of Costs on Pilot 
Ltian Sales Dollars in millions 

Present 
Loan portfolio value Proceeds Loss --..--. --... 
VA Vendee Loans S $925.0 $849.0 $76.0 ..--.-- -~~ .--..~ .~~..--~..--~..-~_.--~ .-~_-.--___.-.-.~--.-_..--.--- _._.. -..-- ---- 
Agriculture WA Loans - P 474.0 427.0 47.0 _- .-.-...-.--..----..-----__~--..-..--~.-~. 
SBA Disaster Loans - P 3.6 3.4 .2 
Education College 

.Housing Loans - P 
..I_~_-. --- -~___ 

485.0 438.0 47.0 
Toial $1,887.6 $1,717.4 $170.2 ,I 

Notes, 
1 P represents prepaid 
2 S represents sold 
3 The present value of the loan sales and prepayments were adjusted to show the government s loan 
loss rate 

This $170 million cost results primarily from the difference (or spread) 
between the current Treasury borrowing rate (used to determine the 
present value of the loans to the government) and the rate of return 
required by the private sector (including such costs as loan servicing 
and credit insurance) which is used to establish the net proceeds on the 
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sale program and the prepayment at par of loans with interest rates 
higher than Treasury borrowing rates. 

Costs Resulting From 
Subsequent Sales/ 
Prepayments 

In addition to the sale and prepayments transactions we reviewed in 
detail under the pilot program, we also reviewed other loan sales and 
prepayments consummated during calendar year 1987. We found that it 
was extremely difficult to determine the costs associated with these 
sales because the sale agreement and financial reports prepared on the 
results of these transactions did not include sufficient details to allow us 
to perform a similar analysis as we did on the pilot project. This review 
also demonstrated that a uniform set of rules cannot be used to deter- 
mine the cost associated with a sale, i.e., sales must be reviewed individ- 
ually because they are unique. Below are some examples of the unique 
characteristics that need to be considered when evaluating these sales/ 
prepayments. 

On the surface it would appear that it cost the federal government $1.2 
billion for Agriculture’s Rural Housing loan sale if one just takes the pre- 
sent value of the loans sold ($3 billion) and compares it to the $1.8 bil- 
lion net proceeds received. However, it is misleading to call this 
difference a cost since it reflects the costs of conducting the sale, the 
interest rate spread, future loan servicing costs, and the overcollateral- 
ization and credit insurance required to protect the investor for loan 
defaults, Although the cost associated with each item was not disclosed, 
our review has shown that by far the largest part of the $1.2 billion is 
associated with overcollateralization and credit insurance. Therefore, if 
future loan losses on those loans which are sold are comparable to the 
loan losses experienced by the government, then the government would 
have incurred most of the $1.2 billion cost even if it had not sold the 
loans and, as a result this is not a cost of the sale. On the other hand, & 
should the actual losses be less than previous history indicates, the loan 
agreement specifies that the federal government will receive a portion 
of the $1.2 billion difference when the loans mature. 

The apparent costs of selling Education’s College Housing and Academic 
Facilities and Agriculture’s Community Development loan portfolios 
also appear to be significant if you compare the loans’ present value to 
the net sales price. As with the Agriculture program, a portion of these 
costs can be attributed to overcollateralization. In addition, a large por- 
tion of these costs must also be attributed to the spread between the 
interest rates carried by the sold loans and market rates at the date of 
sale. For these portfolios, the interest rates carried by the loans were 
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C h a p te r  4  
C o s ts  n n d  B e n e fIta  o f L o a n  A s s e t S a l e / 
P r e p a y m e n t P r o g ra m s  

_  . _  _  . “ _  _ . _ _  “ - _ I  . , _  . ^  - . _ _ _ -  - - -  - - - _ - - -  _ I -  

b e l o w  c u rre n t m a rk e t ra te s , B e c a u s e  fi n a n c i a l  re p o rts  o n  th e  s a l e s  w e re  
n o t s u ffi c i e n tl y  d e ta i l e d , th e  a c tu a l  a m o u n ts  o f th e s e  c o s ts  c a n n o t b e  
re a d i l y  i d e n ti fi e d . 

In  a d d i ti o n  to  th e  c o s ts  re l a te d  to  th e  i n te re s t ra te  d i ffe re n ti a l , o th e r 
c o s ts  a n d  b e n e fi ts  m u s t a l s o  b e  c o n s i d e re d  i n  e v a l u a ti n g  th e  e c o n o m i c  
i m p a c t o f th e s e  s a l e s  a n d /o r p re p a y m e n ts  o n  th e  g 0 v e rn m c n .t. T h e s e  
i m p a c ts  a re  d i s c u s s e d  i n  th e  fo l l o w i n g  s e c ti o n s . 

_ _ _ _ _ _  _ _ ._ _  - .._ _ _ - - .._  - .._ -_  - 

C re d i t E n h a n c e m e n t In  th e  l o a n  s a l e s  w e  re v i e w e d , th e  g o v e rn m e n t, a s  th e  s e l l e r, i n c l u d e d  

c o s ts  
s o m e  fo rm  o f c re d i t e n h a n c e m e n t. T h e  ty p e s  o f c re d i t, e n h a n c e m e n ts  fa l l  
i n to  th re e  b ro a d  a re a s : 

l  a g re e i n g  to  re p u rc h a s e  o r re p l a c e  a  s p e c i fi e d  d o l l a r a m o u n t o f l o a n s  
w h i c h  g o  i n to  d e fa u l t a fte r th e  s a l e , 

l  o v e rc o l l a te ra l i z a ti n g  th e  l o a n s , a n d  
. p u rc h a s i n g  c re d i t i n s u ra n c e  fro m  th e  p ri v a te  s e c to r. 

T h e  a m o u n t th a t th e s e  e n h a n c e m e n ts  a d d  to  th e  c o s t o f a  l o a n  s a l e  
d e p e n d s  o n  w h i c h  o p ti o n (s ) i s  u s e d . F u rth e rm o re , th e  g o v e rn m e n t w i l l  
i n c u r a d d i ti o n a l  c o s ts  i f l o s s e s  e x p e ri e n c e d  u n d e r s u c h  a g re e m e n t,s  
e x c e e d  th o s e  th e  g o v e rn m e n t w o u l d  h a v e  i n c u rre d  i f th e  g o v e rn m e n t 
h e l d  ra th e r th a n  s o l d  th e  l o a n s . C o n v e rs e l y , i f, e i th e r th ro u g h  b e tte r c o l - 
l e c ti o n  p ra c ti c e s  o r fo r o th e r re a s o n s , th e  p u rc h a s e rs  a c h i e v e  a  h i g h e r 
c o l l e c ti o n  ra te  o n  th e  l o a n s  th a n  th e  g o v e rn m e n t w a s  a c h i e v i n g , th e n  a  
m o n e ta ry  b e n e fi t a c c ru e s  to  th e  g o v e rn m e n t fro m  th e  s a l e . 

. ...” . ..^  +  .._ - .._ . -  ._ .. -_ . .-_ _ .-.--_ _  
IZ e c w rs e  A g re e m e n ts  

~ -- ---. 
If th e  s a l e  i s  m a d e  w i th  re c o u rs e  to  th e  g o v e rn m e n t, th e  g o v e rn m e n t 
p l e d g e s  to  c o m p e n s a te  th e  i n v e s to r i f a  b o rro w e r d e fa u l ts  o n  a  s o l d  l o a n  &  
b y  e i th e r b u y i n g  b a c k  th e  l o a n  o r re p l a c i n g  th e  l o a n  w i th  a  n e w  l o a n  
c o n ta i n i n g  th e  s a m e  te rm s . T h e  g o v e rn m e n t w i l l  i n c u r c o s ts  o n l y  i f l o a n  
l o s s e s  e x p e ri e n c e d  u n d e r s u c h  re c o u rs e  a g re e m e n ts  e x c e e d  th o s e  i t 
w o u l d  h a v e  i n c u rre d  h a d  i t h e l d  ra th e r th a n  s o l d  th e  l o a n s . 

._  -... . . ..-. .._  - _ _ -.. -_ ---~  
O v e rc o l l a te ra l i z a ti n g  
L o a n s  

_ -..._  -----.-----.- 
A s  d i s c u s s e d  i n  c h a p te r 3 , o v e rc o l l a te ra l i z a ti o n  e n ta i l s  tra n s fe rri n g  to  
p u rc h a s e rs  a n  a g g re g a te  u n p a i d  p ri n c i p a l  b a l a n c e  g re a te r th a n  th a t, 
n e e d e d  to  s u p p o rt th e  p u rc h a s e  p ri c e  p a i d  b y  p u rc h a s e rs  fo r th e  p o rti o n  
o f th e  l o a n  p o rtfo l i o  th e y  b o u g h t. T h e  e x c e s s  p ri n c i p a l  b a l a n c e  tra n s - 
fe rre d  to  p u rc h a s e rs  p ro v i d e s  th e m  w i th  a  fi n a n c i a l  re s e rv e  to  a b s o rb  
a n y  l o s s e s  d u e  to  b o rro w e r d e fa u l ts  o n  th e  l o a n s  th a t a re  s o l d . T h e  
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Chapter 4 
Cbsts and Benefits of Loan Asset Sale/ 
Prepayment Programs 

--..-_ 
amount of excess loan principal balance to be transferred to purchasers 
is determined, in part, on the historic loan default and loss rates for the 
portfolio being sold. 

Like loan recourse agreements, overcollateralization does not necessa- 
rily increase the government’s loan sale costs as long as the loan loss 
rates experienced by investors are equal to the government’s historical 
loss rate. If the loss rates experienced by the investor after the loan sale 
are less than the government’s historic loss rates and the balance of the 
overcollaterization reverts to the government, as is the case in the sales 
to date, then the government will not incur any additional cost from 
overcollaterization and in fact will derive a benefit, 

Another form of credit enhancement, also discussed in chapter 3, is the 
purchase by the government, on behalf of investors, of private credit 
insurance. This insurance guarantees repayment of principal and inter- 
est payments by borrowers for loans sold to investors. I Jnder this 
option, the government, at the time of the sale of all or part of a loan 
portfolio, pays a lump sum premium to a private insurance company to 
buy insurance to indemnify purchasers of a loan portfolio against losses 
of loan principal and interest payments because of borrower defaults on 
purchased loans. Whether the premium results in additional costs to the 
government depends on whether the loan loss rate used in computing 
the premium equals the actual loan losses that will occur throughout the 
life of the loans. If losses are greater than the expected default rate, 
then the insurance is cost-effective; if losses are less than expected, the 
insurance results in an additional cost. 

Loan Servicing Costs 
- 

Private investors, as part of the sale structure, have required that loan 
servicing be transferred from the government to a private loan service. 
Such loan servicing costs are borne by the government since these costs 
are reflected as (1) a reduction of the initial net sale proceeds to the 
government and/or (2) as a reduction in any residual sale proceeds the 
government receives after investors have recouped their initial invest- 
ment and agreed upon interest payments. If the government does not 
reduce its own costs accordingly, this expense also increases the costs 
associated with the sale, 

Reductions in credit program operating costs are a potential benefit of 
loan asset sales and borrower prepayments. However, loan asset sales 
and prepayments, as currently structured, will only result in minimal 

. 
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Chapcrr 4 
(hits and Benefit43 of Loan Asset Sale/ 
I’repaymrnl Program8 

. .I. ._... --..-.-~-..-.-- .____.~.___ _..-.___._.___..____.. ~- ~___~- 
credit program operating cost reductions-benefits-because the gov- 
ernment will ( 1) continue to originate loans and (2) service loans that 
are in trouble. Reductions in credit program operating costs would be a 
major benefit of loan sales or borrower prepayments only for programs 
for which the government will: 

l no longer be granting new loans, 
l include in the sale and/or prepayment program current loans as well as 

delinquent loans and loans in default, and 
l dispose of substantial amounts of or the entire loan portfolios being 

liquidated. 

To date only active loans that are not delinquent or in default have been 
sold or offered to borrowers for prepayment. Consequently, the govern- 
ment will continue to operate the high cost aspects of federal credit pro- 
grams. In addition, current sale and borrower prepayment programs 
primarily involve small portions of large portfolios with the result that 
the sale or prepayments will not reduce to any great extent the govern- 
ment’s cost to service these portfolios. 

The lowest cost aspect associated with a loan program is the servicing of 
a loan in which the borrower is meeting the financial obligation. There- 
fore, since this is the only category of loans the government is including 
in its portfolios, the sales or prepayments will only affect the lowest cost 
aspect of credit program operations. Overall, reductions in the govern- 
ment’s costs to operate credit programs currently are not major benefits 
of the loan sale and borrower prepayment programs. 

Improved Loan 
Administration 
Benefits 

__. .._- .._.. ._-..I . ..- ._-__-_ -.------- 
One of the objectives of the loan sales initiatives has been to improve 
overall credit management activities of the federal government. Our dis- , 
cussions with agency officials and their private sector financial advisors 
and loan sale underwriters indicate that government credit program 
administrators and loan portfolio managers have begun to bring into 
government, to the extent practicable, private sector loan origination 
and documentation techniques. A major objective of the government’s 
initial loan sale initiative was to foster federal credit reform by bringing 
to the government, through the loan sale process, an understanding of 
the requirements of private credit investors and an understanding of 
private sector loan organization, servicing, and collection practices. Loan 
sales were also designed to help federal credit program administrators 
bring private sector loan documentation standards into the federal gov- 
ernment. The most measurable impact, long term, would be a reduction 
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Chapter 4 
Costs and Iknefitw of Loan Asset Sale/ 
Prepayment Programs 

._-- ._....._-.___ I ____..- --- I_- 
in loan losses due to improved borrower screening to eliminate ineligible 
borrowers, improved government protection through better documenta- 
tion and collateral and better collection practices. It is too early to tell 
the extent to which these new techniques will affect federal credit pro- 
gram costs. 

Observations 
-~ 

Loan asset sales and prepayment programs conducted to date have 
resulted in $170 millon in additional costs to the federal government. 
These costs resulted primarily from the interest rate spread between the 
Treasury rate and the investors discount rate or, for prepayment, the 
fact that only loans with an interest rate higher than Treasury’s current 
rates are prepaid. In addition, other gains or losses may arise from the 
credit enhancements required by the private investors’ but these will 
not be known for several years. The increased costs to the government 
associated with these loan sales may be offset to some extent by reduc- 
tions in program costs associated with improvements in credit program 
operating costs and better loan collection practices. Specifically, if loan 
sales, in fact, encourage agencies to more effectively evaluate the 
creditworthiness of borrowers and make better loan origination deci- 
sions, to maintain better loan documentation and accounting records, 
and to implement better collection practices, then the government will 
realize increased loan repayments. At the same time, however, loan sales 
are not likely to reduce the administrative costs associated with loan 
programs. 

We also noted that certain loan portfolios, because of special loan provi- 
sions related to government policy and program objectives and because 
of poor payment histories, will not be attractive to investors and are not 
likely to be sold. 
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Loan Sales and Borrower Repayments Shotid 
Not Be Justified as Budget Reduction Tools 

In addition to credit reform objectives, loan sales have been viewed, in 
the last two budgets, as a means of reducing the budget deficit. IIow- 
ever, as we have noted in previous reports and testimony, and as our 
current analysis indicates, loan sales and borrower prepayments will not 
reduce the structural budget deficit. Such sales and prepayments simply 
shift the present value of loan principal and interest payments, which 
the federal government expected to receive in future years, to the year 
of the sale or prepayment. Consequently, budget cash receipts are 
increased in the year in which sales and/or prepayments take place- 
thereby reducing the budget deficit for that year. However, in the future 
years that span the payback periods of the sold and/or prepaid loans, 
budgetary cash receipts are similarly reduced. 

Our evaluation confirmed our previous reports that for most govern- 
ment loan sale and prepayment programs, quantifiable costs of the sales 
will exceed benefits at least in the near term. As such, these costs will 
increase, rather than decrease, budget deficits. Our previous reports and 
testimony, listed in chapter 1, discuss in greater detail why we believe 
loan sales do not reduce the deficit and why we believe a change in 
budgetary accounting for loan programs and loan sales should be made 
to more properly reflect the true nature of loan programs and sales. 

Restrictions on Using In addition to the issue of whether loan sales reduce the deficit, we 

Loan Sale Proceeds 
noted that, for thrco of the federal loan programs that were actually 
sold, loan sales proceeds can only be used to reduce related program 
outlays. For these programs, loan sales proceeds must be deposited in 
the applicable revolving fund. However, there are different provisions 
for transferring the funds to the Treasury’s miscellaneous receipt 
accounts. I,irnitat,ions on the use of loan sale proceeds are shown in 
tablo 5.1 
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Chapter 6 
I&an Sales and Borrower Repayments Should 
Not Be Justified aa Budget Reduction Tools 

--“-_l--l-- . ..” ..I_.-.-I _-- 
Table 5.1: Legal Provisions Governing 
Use of Loan Sale Proceeds Dollars in millrons 

Loan portfolio 
VA’s Vendee Loans 

New loan 
asset sale 
proceeds 

$849.0 

Agnculture’s Rural Electrification 
L.oans 

S13A’s Disaster L.oans 3.4 

Purpose for which proceeds can 
be used - ..--- .._~~ ..-. 
All proceeds must be deposit&in 
VA L.oan Guaranty Revolving Fund. 
Annually, VA Administrator may 
transfer any surplus amount to 
Treasury’s general fund. ___.. _-.---.-..-- .-~--. ..~ .~ ~~ 
All proceeds must be deposited In 
Rural Electrification and Telephone 
Revolving Fund to be used for REA 
purposes. Congress may authorize 
transfer of excess cash to be 
deposited into the Treasury as 
miscellaneous receipts. 
All proceeds must be deposited in 
Disaster Loan Revolving Fund to 
be used only for program 
purposes. SEA may transfer any 
excess revolving fund moneys Into 
the Treasury as miscellaneous 
receipts. 

Otjservations 
. -- . .._ - .__ -..--_~- 

Loan asset. sales and borrower prepayment programs should not be justi- 
find as deficit, reduction tools. These programs will only reduce budget 
deficits in the year the sale and prepayment transactions take place. In 
t’uturc years that span the payback period of the sold and prepaid loans, 
budget deficits will be increased. Overall, loan asset sales and borrower 
I)ropaymcnts will most likely increase budget deficits over the long-term 
unless substantially increased overall collections are achieved as a result 
of the transfer of collection activities to the private sector and agency 
cnr’tttiit, management is improved. 

Y  
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Loan Asset Sales Are Not Needed To Determine 
Subsidy Cost 

The subsidy cost-cost to the government-of a loan program can be 
estimated without selling loans. This cost can be computed by determin- 
ing the total of (1) the difference between the interest costs the govern- 
ment incurs to make the loans and the interest income the government 
will receive from borrowers, (2) the estimated amount of future loan 
defaults at the time these loans are made, and (3) the estimated cost of 
administering the loan program. 

The administration’s plan to define federal credit program subsidy cost 
as the monetary benefit-interest cost savings-to a borrower will 
overstate both government cash costs and the related cost to operate 
credit programs. We believe a more accurate measure of federal credit 
program subsidies is the government’s cost to make loans. Loan subsidy 
costs would be more accurately estimated using the government’s bor- 
rowing rate in subsidy cost computations. 

Determining Subsidies 
of Federal Credit 
Plyograms 

- -- 
A key objective of the administration’s two major credit reform initia- 
tives is to identify the subsidy cost of federal credit programs. How 
much is it costing the American taxpayer to support government loan 
programs? Both initiatives-its pilot program of loan asset sales and 
“Market Plan” credit reform legislation-propose using loan asset sales 
as the vehicle for identifying subsidy cost. In those proposals, the sub- 
sidy cost is defined as the difference between net sale proceeds and the 
unpaid principal balance of the loans sold. Loan asset sales were 
selected as the means of identifying subsidy cost because it is believed 
that sales measure the difference between the interest cost to the bor- 
rower of a government loan and the interest cost of a similar commercial 
loan. The administration’s federal credit reform initiatives define credit 
program subsidy cost as the monetary benefit-interest cost savings- 
to the borrower rather than as the cost to the government of granting I, 
the loan. 

Our analyses of federal loan sales disclosed that there are two 
approaches for determining credit program subsidies. The first is to 
determine the loan subsidy cost to the government; the second is to 
determine the economic-interest cost-subsidy to the borrower. These 
are explained below. 

l An interest subsidy cost is incurred when the government loans money 
at interest rates lower than the interest rates it incurs to make the loans. 

l Interest subsidies to the borrowers arise when the interest rates which 
the government charges are lower than those interest rates borrowers 
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Chapter 13 
Loan Asset Sales Are Not Needed To 
Determine Subsidy Cost 

could hypothetically obtain on similar loans from private financial 
institutions. 

We believe the loan subsidy cost to the government, not the borrower’s 
subsidy cost, will more accurately estimate federal credit program 
subsidies. 

OhB’s Policies for 
Determ ining Federal 
Credit Program  
Subsidies 

On August 2, 1984, && issued Circular A-70, which defines federal 
credit program subsidies as the interest subsidies to borrowers. It 
requires federal agencies with direct loan programs to calculate a sub- 
sidy cost when they make credit available to borrowers on more 
favorable terms than are available from private sources. Agencies are 
required to calculate the subsidy at the time loans are granted. 

OMB restated the same position in its guidelines for loan asset sales. 
These guidelines provide agencies with the basis for conducting loan 
asset sales pursuant to the administration’s pilot program of loan asset 
sales. These guidelines, as well as the administration’s “Market Plan” 
for selling new loans, define federal credit program subsidies as the 
interest subsidy to the borrower. 

The administration’s definition of federal credit program subsidies as 
the interest subsidies to borrowers is based on the assumption that com- 
mercial credit markets are efficient. In efficient credit markets, all bor- 
rowers seeking loans are able to obtain loans, and the only difference 
between borrowers is in the interest rate they are charged. Borrowers 
who are poor credit risks will be charged a higher rate of interest than 
those who are good credit risks. The higher interest rates compensate 
lenders for the potentially higher losses they can expect. The interest 
rate charged a borrower who is a poor credit risk reflects normal market 
rates for loans and an additional charge for the credit risk assumed by 
the lender. 

The administration’s pilot program of loan asset sales and its market, 
plan propose determining the government’s interest subsidies to borrow- 
ers by selling loans to private investors. Through loan sales, the admin- 
istration proposes to determine these costs by subtracting net loan sale 
proceeds from the outstanding principal balance of the sold loans. 
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Chapter 6 
Luan Asset Sales Are Not Needrd To 
Determine Subsidy Ckwt 

OM13’s Approach 
Overstates Cost 

The approach discussed above would overstate the government’s loan 
subsidy cost (cash outlays) because the government’s net sale proceeds 
will reflect factors in addition to the creditworthiness of the borrowers 
(loan risk) and cost to service the loans. Among these factors are the 
following: 

l the investor’s rate of return on alternative investments, which is gener- 
ally higher than Treasury’s borrowing rate; 

l the degree of risk the investor assumes for estimated future loan losses; 
. the investor’s lack of familiarity with the type of loans the government 

is offering for sale; 
. the investor’s cost to service the loans; and 
9 the investor’s cost to consummate the sale, including the cost to obtain 

credit ratings on loans offered for sale. 

In addition to the above factors, subsidy costs determined through the 
sale of existing (as opposed to new) loans will also reflect those interest 
rates prevailing at the time the loans are sold rather than the interest 
rates in effect at the time the loans were originally granted. If there has 
been a significant change in interest rates between the time the loans 
were originally made and the time they are sold, then net sale proceeds 
for the loans will be significantly different than they would have been 
had the sales been based on the interest rates in effect at the time the 
loans were granted. As noted in chapter 4, for existing loans, the interest 
subsidy cost is different from the cost of selling a loan. The interest sub- 
sidy cost should be based on the interest rate spread at the time the loan 
is made, not later when it is sold. 

For example, Treasury’s long-term borrowing rate, at the time the 
3-percent college housing loans and academic facilities loans were made, 
ranged from 5.96 to 6.85 percent. Consequently, the government’s loan b 
subsidy cost, or interest rate spread, ranged from 2.96 to 3.85 percent 
when the college housing loans were originally made. In contrast, the net 
sale proceeds of a portion of these loan portfolios were based on an 
interest rate of 12.5 percent. Following the administration’s proposed 
approach would result in using an interest rate of 9.5 percent to deter- 
mine subsidy costs. IJsing this rate would, therefore, materially over- 
state the subsidy because these rates reflect changes in economic 
conditions which are unrelated to the original decisions to grant the 
loans. In this case, loan subsidies determined by subtracting net sale 
proceeds from the aggregate unpaid principal balance of the sold loans 
would be significantly overstated. 
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Chapter 6 
Loan Amet Saks Are Not Nrrded To 
Drtwminr Subsidy Cost 

_ . ~--- 
Wc discussed these approaches with finance and economics experts in 
selected private financial and investment institutions, public policy 
organizations, and m ;tjor universities. They stated that the administra- 
tion’s assumption of efficient credit markets is not a valid assumption. 
Specifically, not all borrowers seeking commercial loans will be able to 
obtain loans. In fact, it is for this reason that federal credit programs 
were established. These programs are designed to provide loans to bor- 
rowers who cannot obtain loans from commercial lenders. 

The experts stated that, for many federal borrowers, interest. rates for 
commercial loans equivalent to the federal loans the borrowers obtained 
could not be ob,jectively determined because these borrowers could not 
obtain commercial loans. In cases where interest rates could objectively 
be determined for such loans, the loan subsidies, based on these interest 
rates, would overstate the cash costs to the government to make the 
loans because the government,‘s borrowing costs are lower than similar 
costs for private borrowers. 

Loan Subsidy Costs 
Cap E3e Measured 

-.~ -.---.- 
Fcdcral credit program subsidies should be based on the loan subsidy 
cost, to the government of credit activities, rather than the interest sub- 

W ijthout Selling Loans 
sidy provided to the borrowers. This means of measurement would be 
consistent with a function of the federal budget, which is to provide a 
statcmcnt of the cash costs-outlays--of governmental operations. 

llased on our analysis, the loan subsidy cost to the government can be 
calculated without selling loans and should include the following 
c~lemcnts: 

l the dif‘fcrence between ( 1) the present value of the future principal and 
interest, payments discounted at the government’s long-term interest L 
rate and (2) t,hr~ amount of money loaned out; 

l the prcscnt, value of future loan program administrative costs, based on 
that Treasury’s long-tot-m interest rate; and 

l t,ho present, value of future principal and interest payments, based on 
1.h~ Treasury’s long-term interest rate on loans that are expected to go 
into default during the lift: of the loan program. 

(1111’ previous reports and testimony” on this sub,ject expand on our posi- 
tions and ration& for why we believe the subsidy of a federal credit 
program sho~lld be tho subsidy cost to the government rather than the 
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Chapter 6 
Loan Amet Sales Are Not. Needed To 
Determine Subsidy Chit 

interest subsidy to the borrower. We are also currently preparing an in- 
depth analysis of this subject which we expect to issue later this year. 

Observations 
_--~.._____ .___ -_-___- 

Sales of existing and new loan assets are not needed to determine the 
subsidies of federal credit programs. As discussed above, the subsidy 
cost-cash outlays-to the government for a loan program can bc esti- 
mated without, selling the loans. 

Federal credit, program subsidies should reflect the subsidy cost to the 
government of credit activities, not the interest subsidy provided bor- 
rowers. Measuring subsidy costs to the government would be consistent 
with a primary function of the federal budget, which is to provide a 
statement of the costs (cash outlays) of governmental operations. We 
agree that it is important to know the interest subsidies provided t,o bor- 
rowers, but such calculations should not enter into the budget’s totals. 

In the President’s 1989 budget submission released in February of this 
year, OMH included changes in terminology and procedures to be fol- 
lowed by federal agencies in identifying federal program subsidies. We 
have not reviewed these changes as part of this report. We will, how- 
ever, address them in other work currently underway and report on 
them at a later date. 

Page 48 GAO/AFMD-88-24 Loan Asset Saks Kwults 



rage 49 GAO/AFMD-88-24 Loan Asset Sales Results 



~pp‘“d,i~ I --- 

SLUII&UY of Federal Government Loans Per l 

-_-..-..._.- 

Fiscal Year 1987 Budget Estimate 

I)trllnrr Ill itlow5a,r,lr, 

Aqency/department-program 
Fyncfs appropriated to the President 
Ir~tcrr~atlorial Sacurtty A<;~~l!jti3,lCC~ 

II oroqr1 M111tary Sales Credrt 

-~- 

Direct loans to public Agency 
Agency Direct loans held by FFB and guaranteed 

direct loans to public guaranteed by loans 
to public held by FFB agencies outstanding 

$4,281,383 $0 $0 cs140,000 
f orwlrl Mllltary Salr:s Guarantees, Federal Finance Bank Direct 

I owl:, 0 0 17.969.031 0 

~;~~rar~tcc: Hewrvc f-untl 1,331,853 0 0 
Ir~~c:rrr~~twr~al Dcwlopment Asststance 

‘lr~tcrrrat~~~aI arid Oqarwations Programs 48,376 0 0 
‘Aqcx~c;y for International Development FunctIonal Developmeni 

A~;w;lar~cr~ f’roqrams 3,581,332 0 0 
‘All 1 Mt:;ct:llarwo~~s Appropnntlons 155,999 0 0 -- .-..--- __._~.. -. ...~_.~ -~ ~. - 
All) t iOlJ:jl,lC] ar~cl Other Credit Guaranty Programs 65,374 0 0 -. ~~-.. ~____- ..~-.--.--.-~.-----~ -... - --.--.. 
/i\Ir) l’rlvatc! %:c;tcJf k:Vdvln,~ 1 llnd 21,447 0 0 -___.-_-~-.. -..--.. .~- ..- 
AN) [)t:volor~rr~~~t I oans f-Ievolvino Fund 8.143.172 0 0 

0 
0 

0 

0 
0 

1,360.131 
0 
0 

OVf?,:;t!~J!; I’rivatc: Investmant Corporation 
‘Of’IC;, f F tj l.oarl Asset Purchases 

T&al 

39,339 0 0 259,887 _-~~-.-~- - 
0 438 0 .o __-. -__.-.-..-..-..-~ 

$24,523,982 $438 $17,969,031 $1,760,018 

DYtpartment of Agriculture 

$0 $0 $0 
Co,rirrtorl~ty (~rcflit Corrmrstlori 

!,Gtlort anti M,:chrrn Icrrn I: xport L oaris 

(;firnrrioc~ity I OilIlS 

Storaqo f ar:ility I oan’; 
t Y(J(J,t (~irararltcc: CkIlrYlS 

C(X, f xporl (hJrarrtt:c Proqrarn 

I rural I It:c:trrf~cat~orl Adrrrlnrstratlon 
I?~lral (:orrlr”rlilril(;;1tlor~ IIcvelopment Fund 

747,506 0 0 0 
13,698,399 0 0 0 

28,952 0 0 -0 
3,196,932 0 0 0 y 

0 0 0 9,902,251 

-~ 21,707 0 0 9,964 ______-.-____ ._... -.... ~--. .~ 
md 1t:lcphone 
oan Authorizations 

~- 
0.743.642 0 0 1,300,789 

Hural t Iwtrlflcatlon Adrnlrllstratlon FFB Drrect Loans 0 0 23,710,456 0 ._ .- .~ 
iillrul I It:ctnf~c;at~on Adrnlnlstratlon, FFt3 Loan Asset Purchases 0 4,127,007 0 _--.-____- 
f{llrFIi ~dWhLJfK! Hank 1.425.661 0 0 

fkrrrif:rs 1 lornti Arlr~i,r~istratlorl 

0 
0 

_--... .-. .--- 
/b],lC;llttU,;Jl (.:rc:drt Irw~ranw f-lJ,ld 501,719 0 0 4,069,726 ..__-- ~~~. ~~ ~_ 

(contrnued) 
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Appendix I 
Summary of Federal Government Loam Per 
Fiscal Year 1987 Budget Estimate 

- 
Direct loans to public Agency 

Agency Direct loans held by FFB and guaranteed 
direct loans to public guaranteed by loans 

Agency/department-program to public held by FFB agencies outstanding -________ 
A~jrrcultural Crcdrt Insurance Fund, FFB Loan Asset Purchases $0 $28,960,835 $0 $0 - ._... .- ..-_.... -- .-.. --..-----_____ -.--....-.--..- . -. -..---- .- --..- ..- 
SelI~Help tiousrno Land Development Fund 735 0 0 0 

: -.... - - --.. --- --.-. ~. 
Hural tiousrng Insurance Fund 422,463 0 0 595,069 
Hriral t iousrna Insurance Fund. FFB Loan Asset Purchases 

-- ..---- -- .-.---. .-__--. - --.. .--. -.. .- -....-... . .~-.. 
0 26.102.000 0 0 u 

N&l Dcvclopmcnt Insurance Fund 201,856 0 0 2,534,809 
firjral Development Insurance Fund, FFB Loan Asset Purchases 0 6,045,978 0 0 
Rural Development l.oan Fund 36,832 ~-- 0 0 0 

Totat 
---.-- _... --.. . . . ~~~-. .~ - - . - 

$40.394,280 $85.235.820 $23.710,456 $18,412,608 

Department of Commerce _~. --. .~~~ . . .--.-~ _ - 
tcorfornrc Dcvoloprncnt Admrnistration Miscellaneous 

Approprratioris 
Frriancral and Technrcal Assistance 
T&c Adrustment Assrstance 

-__..-_____. -- ._.. -.-.- ~_~ - -..... ~.. _- ..-.... - - . ..-_ 
$8,805 $0 $0 $2,140 --.-___ - ~--- ._ .---.---- .-. .- -. 

7.778 0 0 11,757 
Fr:$twries I . . Loan Fund 
~&fmt ship F Irlanclng Fund 

9,091 0 0 0 ---- __._. - . . .._ -- . .- ..__. _... -. . .-..--.-... 
10,129 0 0 167,980 ._ 

Drought Assrstancc Program 
Econonrrc Development Revolvrna Fund 

82,859 0 0 0 -_....- 
544.043 0 0 170,094 . . ..-. 

Natqnal Occarw ar~cl Atmosphenc Administration coastat Energy 
- .- ..--_-- 

IfTl,[.m t v cJrld 90,456 0 0 0 
Totail 

-. --.-.-...----.-. _.--._.-.~-..--.. .._~ ~ -.._ 
$753.161 so $0 $351,971 

Department of Defense 
t~ev~~lvrng end Management Funds 

Drffcnse TJroductlon Guarantees, FFB Direct Loans 
Defense Stock Fund 
N&y Industnal f untl, F’FB Drrect Loans 

Total 

-~ .- ._ - . _-. . ..-. . . 
$0 VE . -_-. - 

1,210 
d!+ -.... ---. 

0 
!!; 

~... ..--.-_-.. ~~~~. 
0 0 1,721,366 0 

$1,210 ___ $0 $1,739,187 $0 
b 

Department of Education 
Offkle of Postsecondary Educatron 

Sl’udcnt f rnancral Assrstance 
.-. ~~~ --.. ..-.---. .--- .__... -- __-.... 

$5,369,850 $0 $6 $0 
&arantced Student tow 4,777,157 0 0 .43,849,362 
Gjher t ducatiorr 34,158 0 0 0 
tir;r)hcr f.cfucatrorr Facrlrtrcs Loans and Insurance 116,538 0 0- 0 
College tiousrny Loans 344,064 0 0 0 

Guatantee of Student Loan Marketrng Associated Obligations, FFf?-- -- .--~--.-- 
Dr;rcc:t I. oans 0 0 4,970,ooo 0 

Toteil $10,641,767 $0 $4,970,000 $43,849,362 

(continued) 
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Appendix I 
Summary of Federal Government Loans Per 
Fiscal Year 1887 Budget Estimate 

. 

_. . _ .._ 

Agency/department-program 

Department of Energy 
Eneygy Proyrams 

thergy Supply, Research and Development Activities 
Geothermal Resources Development Fund 

PoGer Marketing Administration: 
Bbnneville Power Administration Fund 

Total 

Direct loans to public Agency 
Agency Direct loans held by FFB and 

direct loans to public guaranteed by 
guara;gte; 

to public held by FFB agencies outstanding --_------ -~----.-..- 

--_ -____--___.__ 
________--____ 

$1,101 $0 $0 $0 _______. 
12,400 0 0 10,000 ___- .___ ,..-__..._...- --.-..~--.-- 

42,400 0 0 0 
$55,901 $0 $0 $10,000 

Department of Health and Human Services 
H&h Resources and Services-Administration: 

_- 

t-iealth Resources and Services 
_.._ ---...---- . ..--- --__ 

$491,889 $0 $0 $45,607 
tiealth Professions Graduate Student Loan insurance Fund 

_____-- ----..-~---..-~-------..-..---- 
48,143 0 0 1,265,350 

I-icalth Education Loans 
-.. _ ~. . ..-- . .._ .._. -.-.-_.-._.--_-- -.. ___-_--._-- .--~~- ---..-~~-~ __.__ -_. 

2,942 0 0 0 
t$rse Training Fund 3,031 0 0 0 _...-..-.- --...-- -.... ~-----.-_-- ..-. ------I_ 
hjlcdlcal Facllltles Guarantee and Loan Fund 27,609 0 0 865,327 --.----- 
vedlcal Facilities Guarantee and Loan Fund FFB Loan Asset 0 110,891 0 0 
t”/ealth Maintenance Organization Loan & Loan Guarantee Fund 

___- 
2,175 0 0 0 __- . .._._ --.---_.--- 

kiealth Maintenance Organization Loan & Loan Guarantee Fund 
FFE Loan Asset Purchase 0 100,388 0 0 

Sodial Security Administration 
d 

..---.~--_ ___.- 
,efugee and Entrant Assistance 13,796 0 0 0 __._- 

Human Development Services: 
Comrnunlty Development Credit Union Revolving Loan Fund 1,751 0 0 0 

Toial 
__--- 

$591,336 $211,279 $0 $2,176,264 

Department of Housing and Urban Development 
Pubk; and Indian Housing: 

I:ow-Rent PlJhllC Housing Loans & Other Expenditures 
.____~. 

* 
Go~ernmcnt National Mortgage Asioclatic%: 

. . ..___.... .._...._.__.___.__ -.2!!!7E-- --Em . ~~ .~~ -...---.-..~~.--~~~~~ 

b$anayement Llquldatlng Functions Fund 
----. ____-. 

375,180 0 0 0 
&uarantccs of Mortgage-Backed Securities 

. .._. -.- . .._ -_--- .---_ 
3,891 0 0 265,458,085 ---_ 

Coi-nmunlty Planning and Development: 
kommunlty Development Grants, FFB brect Loans 0 0 416,373 0 ~... _--.. _ .-- .-.._---~ ~----_---. 
Rehahllltatlon Loan Fund 712,493 0 0 0 
Rcvolvlng Fund (Llquldating Program) 349,049 0 0 61,369 ...~~-. .-._.- _.._. 
Revolving Fund (Liquidating Programs), FFB Direct Loans 

~-..- ____---___ 
0 0 30,575 0 

Toial 
-- 

$3,514,964 $0 $446,948 $273,759,740 

(continued) 
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Appendix I 
Summary of Federal Government Loans Per 
Fiscal Year 1987 Budget Estimate 

--- ,.._.... 1 .~.” ..-. - ..-._ - .._ - -.-..__ ~ 
Direct loans to public Agency 

A ency 
7 

Direct loans held by FFB and guaranteed 
direct oans to public guaranteed by loans 

Agency/department-program to public held by FFB agencies outstanding 
Department of Interior 
Waterand Scrence, 

Loan Program for Construction of Drstribution Systems 
____~ ____. -_~- ..- 

$519,356 $0 $0 $0 
Emergency Fund 

_ _...__... - _.._ --__-_ ._-_ -_ __- 
12,993 0 0 0 

Frsh and Wrldlrfe and Parks. 
.._ _ ~... ..- -- _..... - 

Co&tructron 8,000 0 0 0 
Indran’ Affarrs. 

.~.________ 

Revolvrng Fund for Loans 119,961 0 0 0 
Indr$n Loan Guaranty and Insurance-Fund 7,790 0 0 189,302 

Terntonal & International Affairs. 
Admrnrstratron of Territories, FFB Direct Loans 0 0 66,343 0 

Total * $666,120 $0 $60,343 $189,302 

Depa:rtment of Labor 
Per-&on Benefit Guaranty Corporation: ~- 

-- -.---.. 

.Per&n Benefit Guaranty Corporation-Fund $3,311 $0 $0 $0 
Total! 

~. _ ..~ -.... ~.... _._.._-. -.-.. --___.. .-. .- ~~~ 
$3,311 $0 $0 $0 

Depairtment of State 
Administration of Foreign Affarrs: 

imsraencres rn Drplomatic & Consular Services ~~- $3,863 $0 $0~~ $0 .a 

International Organrzatrons and Conferences: 
Contnbutrons to lnternatronal Organizations 4,570 0 ~~0 0 

Total’ 
~. _ __~ .~~ .._. __. ~.-.- ----.. 

$8,433 $0 $0 $0 

Department of Transportation 
Fedekal Hiqhway Admrnrstratron: - . .~ . -. _. 

Lq‘uidation of Contract Authority Trust Fund 
- ~~~. - --.. . . - ..--.. 

$76,488 $0 , 
Rioht-of-Wav Revolvina Fund 

, ,5,552 __--..--...~. -. .- -...- ~. 
0 

$0 
0 -~ 

$0 
0 b 

Fedial Railroad Adminrstration: 
Railroad Rehabrlitatron and Improvement Financing Funds 

_.._.__ -~ _~__.~~ .~ 
587,601 0 0 0 .-.- ..___ -- ----._---.-- .___ ____.._ -..---- .-- ~.-~ ~~~ 

Railroad Rehabilrtation and Improvement Financing Funds 
JSectton 51 I), FFB Direct Loans 0 0 57,386 0 . -~ ̂.... ..-..- - __..._____. -_-..-~~~-- 

Urban Mass Transportation Administration: 
Mi$cellaneous Expired Accounts 0 0 0 997,000 

Federal Avration Administration: 
~. .~ .~ ~. -...---.-. 

Arrcraft Purchase Loan Guarantee Program 55,266 0 0 310,635 

Marrtrme Admrnrstratron: 
Fe&al Shio Frnan&o Fund 

_-.-.. --. 
1.216.371 0 ~0 5,163,792 

(contrnued) 
Y 
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Summary of Federal Government Loans Per 
Fiscal Year 1987 Budget Estimate 

Agency/department-program 
Offrcc of the Secretary, 

.Transportatron Planntng, Research, and Development 
Tote1 

- ~--.__---___ 
Direct loans to public 

Agency Direct loans 
Agency 

held by FFB and guaranteed 
direct loans to public guaranteed by loans 

to public held by FFB agencies outstanding 

11,002 0 0 0 
$2,062,260 $0. $57,366 $6,471,427 

Department of the Treasury 
Frnktcral Management Servrce: 

Brologtcal Mass Energy Development 
Total 

$0 $0 $0 $1,072,292 
$0 $0 $0 $1,072,292 

Environmental Protection Agency 
Federal Funds 

Abatement, Control, and Complrance 
Constructron Grants 

Total 

$63,553 $0 $0 $0 
34,329 0~ 0 0 

$97,882 sd $0 $0 

General Services Administration 
Reel Property Actwrtres: 

tedera Buildrng Fund 
Federal Burldtng Fund, FFB Drrect Loans 

Total 

$0 $0 $0 $636,692 
0 0 397,044 0 

$0 $0 $397,044 $636,692 

Ndtional Aeronautics and Space Administration 
Federal Funds 

Space, Fltght, Control, and Data Communications, FFB Direct 
Loans 

Toial 
$0 $0 $808,606 $0 
$0 $0 saos.sos $0 

Small Business Administration 
Felderal Funds 

Busrness Loan and Investment Fund $4,097,892 $0 $0 $8,376,788 ’ 
small Bustness Development Company Loans, FFB Loan Asset 

Purchases 0 12,929 0 0 
iDIsaster Loan Fund 2,831,586 0 0 2,941 
;Pollutron Control Equipment Contract Guarantee Revolving Fund 0 0 0 376,640 

Total $6,929,478 $12,929 $0 $6,756,369 

Veterans Administration 
Federal Funds, 

Bunal Benefits and Miscellaneous Asststance $0 $0 
(contrnued) 
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Summary of Federal Government Loans Per 
Fiscal Year 1987 Budget Estimate 

.__... ,... -- ._._... -.-_----- .._-- - -----.--- ..-- -.-.---. - ..-. 
Direct loans to public Agency 

Agency Direct loans held by FFB and guaranteed 
direct loans to public guaranteed by loans 

Agency/department-program to public held by FFB agencies outstanding 
Veterans Insurance &d Indemnities $864 $0 $0 $0 
Loan Guaranty Revolving Fund 7ao,310 0 0 144,820,247 
D&t Loan Revoiv~& Fund 

.__....__.. -- .-_ - . .._.._...___.... .._~_ ..__ --.-_. ..~~.. ~. 
93,061 0 0 1,850 

Ser)ce Disabled Veterans Insurance Fund --46,232 0 0 0 
Veterans Reopened lns&anceiund 30,873 0 0 0 
Ed(catlon Loan Fund 

..^_.. _..~~~ .._. _-.-.~ -. .--.. 
41,910 -0 0 0 _ _ . ._..... -- . .._.... . 

Vodatlonal Rehabilitation Revolving Fund 
.._ .~ ..- . .~.~.. ._~.. 

390 0 0 0 
Trust Funds: 

-- . - - ..-.....- --..--.-. --.. -..-... ~... 

Nat:ional Service Insurance.fund 995,078 0 0 0 
Us’ Government.Life lr%rance Fund 

-_-.. _.. ~.. -~ 
22,910 0 0 0 

Vetkrans Special Life InsuranceFund 79,773 0 0 0 
Total’ $2,085,416 $0 $0 $144,822,097 

Other independent agencier 
Dlstr& of Columbia: 

Lo&s to D C. for Capital Outlay ~- 
Expoc’t-Import Bank 

.~ .._... - . . . ---.-.--..- _...._. - .._ ~_.. .$!!49Y!?!2!5 
14,997,683 

Fedeial Deposit Insurance Co;poratlon 3,795,153 
Fedefal Home Loan Bank Board: 

Federal Savmgs and Loan Insurance Corporation Fund 23734,716 
Interstate Commerce Commission 0 
Natlobal Credit Union Adminlstration: 

Crddlt Union Share lnS&ance Fund 28,000 
Cebtral Lquldlty-F&iity 180,000 

Ten&see Valley Auth&iy: 
Terinessee Valley Authority Fund-i 

l jonpower Program .~ 2,692 
ljower Program 255,337 . ..---. ._ 

TVA Fund, Seven States Energy Corporation, FFB Direct Loans 
-. .-. ~- 

0 
Unlteb States Information Agency: 

SalarIes and Expenses 565 

$0 
0 
0 

0 
0 

0 
0 

0 
0 
0 

0 
Umteb States Railway Assoclatlon: 

_........- - . -...- .._. _. ..- _._..._...... -... 

Regional Rall Reorganization Program 91,682 0 
Unlteb Stales Synthetic Fuels Corporatton 0~ 0 .._ ,I -._. _.-....... - --~ - ..-. .-... _~~.~ . 
Total $23,584,033 $0 

$0 
0 
0 

0 
0 

0 
0 

0 0 
0 1,150 

1,640,492 0 

0 

0 0 
0 19,564 

$1,640,492 $10,513,363 

$0 
7,357,OlO 

0 

3,134,439 
1,200 

0 
0 

0 

Total $115,915.574 $65.460.466 $51.799.493 $512-781.525 

L 

Source Budget of the U S. Government, Appendix-1987 
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Agpendix II ___-..- ..-. -_-.---__-______ -------~ ____--_ _--_ 
Status of Fiscal Year 1987 Agency Loan 
Asset Sales 

-_---.-------I-..-..- .-.- 
bollars rn mrllrons 

PIlo! sales 
Edu~catron: 

Gluaranteed Student Loans 
Nbtronal Direct Student Loans 
College Housrng L.oans 
H’rgher Education Facilities Loans 

Small Busrness Admrnistration, 
&srness Loan Investment Fund 
&aster loans 
Development companies 

Veterans Administration: 
Vendee loans 

HousIng and Urban Development: 
FiHA fund 
dehabrlrtatron loans 
Community development 
Housing for elderly and handicapped 

Ag$culture: 
Ruial Loans Housing 

&ral Development loans 
d ural Electrifrcatron Adminrstratron Loans 
dural Telephone Bank 

Export-Import Bank Loans 
Interior, Bureau of Reclamation 
Health and Human Services: 

Medical Facilities 
Health Matntenance Organization 

Tr&rsportation: 
Barlroad Rehabrlrtatron 
!hubtotals 

-- ~_____ 

Pilot ram pro 8 fiscal year Final fiscal year 1987 
19 7 budget 

Budget call for fiscal year 

Estimated 
budgeta 1988 -- ..-.- 

Amount to Amount to Estimated Amount to Estimated 
be soldb net revenueb be soldC net revenueC be soldC net revenueC 

$200 $30. $0 $0 $0 $0 
7. ~- 48 0 0 0 0 

1,102 579 983 579 931 522 
0 0 0 0 142 83 

1,153 251 0 0 1,000 140 
1,100 403 600 277 670 168 

-0 0 - -0 0 500 249 

78 55 0 0 300 176 

300 267 300 217 350 212 
4~ IO 0 ~0 350 35 

0 0 35 21 200 120 
0 0 -0 0. 500 444 

100 26 2,200 I~,715 1,200 830 
100 52 1,070 1,000 1,200 502 
100 46 0 0 1,000 653 
100 36 0 0 500 449 

0 0 2,018 1,500 1,200 312 
0 0~ 0 0 350 154 

0 0 -ho 0 132 38 
0 0 0 0 97 24 

0 .O 0 0 583 206 
$4,391 $1,756 $8,006 $5,309 $11,213 $5,317 

b 

Prcpgrammatic sales 
Housrng and Urban Development: 

GNMA Tandem Plan” 
Education: 

Guaranteed Student Loans” 
be;~;rxJJational Direct Student Loan) 

0 0 650 413 329 (49) 

0 -0 0 0 250 38 

0 0 0 0 33 5 
(continued) 
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Aypendix 11 
Status of Fiscal Year 1987 Agency Loan 
Asnet Sales 

Pilot pro ram fiscal year 
19 f 

Final fiscal year 1987 
7 budget budget” 

Budget call18fiscal year 

Amount to Estimated Amount to Estimated Amount to Estimated 
be soldb net revenueb be soldC net revenueC be soldC net revenuec 

$0 so- $690 $552 $745 $596 
Subtotals $0 $0~ $1,340 $985 $1,357 $590 

Totals $4,391 $1,756 $9,346 $6,274 $12,570 $5,907 

“Figures Include Budget Reconciliatron Act requirements 

“klgures as reported In the mid-session revrew of 1987 budget 

’ Fq~res as reported in Special Analysrs F, Budget of U.S. Government, 1988 --~-- 

“Amounts noted under these programs are part of a previously estabkhed programmatic loan sales 
effort 
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bzile Goiernment Sales Warranty 
--- 

’ I 

The following is an example of a representative model of warranties and 
remedies made for a securitized loan sale that we reviewed. 

Representations and 
Warranties of the 
Government 

In the Loan Sale Agreement, the government will represent and warrant 
as of the Closing Date, with respect to (i) through (vii), inclusive, and 
will warrant as of the Closing Date with respect to (viii) through (xviii), 
inclusive, to the Trust substantially as follows: 

(i) The agency is a department within the executive branch of the 
IJnited States Government; 

(ii) The government has the power and authority to execute, deliver and 
perform the Loan Sale Agreement and all of the transactions cornem- 
plated thereby. The government has taken all actions necessary to 
authorize it to perform its obligations under the Loan Sale Agreement 
and to consummate the transactions contemplated to be performed by it 
thereby. The Loan Sale Agreement and all other instruments and agree- 
ments executed and delivered by the government in connection with the 
transactions contemplated thereby on or prior to the Closing Date have 
been duly executed and delivered by the government and constitute 
legal, valid and binding obligations of the government, enforceable in 
accordance with their terms; 

(iii) No consent, license or approval of, or registration with, any other 
Federal government agency and no rule-making proceedings under the 
Administrative Procedure Act or otherwise is required in connection 
with the execution, delivery or performance by the government of its 
obligations under the Loan Sale Agreement, other than approvals which 
have been obtained; 

(iv) The execution, delivery and performance of the Loan Sale Agree- 
ment by the government does not violate any provision of any existing 
Federal law or regulation applicable to the government or any order or 
decree of any court (except insofar as there may exist an order or decree 
of any court which prohibits the sale of a particular Loan by t,he govern- 
ment pursuant to the Loan Sale Agreement) or any material mortgage, 
indenture, contract or other agreement to which the government is a 
party or by which it, the Loans or any significant portion of its proper- 
ties are bound; 
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Appendix III 
Sample Government Sales Warranty 

. . ..” . ---.-__-- -____. 
(v) The transfer of the right and power to service the Loans from the 
government directly or indirectly to a private servicer will not (a) vio- 
late, conflict with, constitute a material default under or permit termi- 
nation of any material agreement or instrument to which the 
government is a party, (b) violate or conflict with any Federal law, regu- 
lation or order or decree of any court or Federal governmental authority 
or executive order applicable to the government (except insofar as there 
may exist an order or decree of any court or Federal governmental 
authority or executive order applicable to the government which pro- 
hibits the transfer of the right and power to service a particular Loan 
from the government directly or indirectly to a private servicer) or (c) 
require, by virtue of the government’s relationship to the transactions 
contemplated by the Loan Sale Agreement, including its prior ownership 
of the Loans, the consent, waiver, approval or authorization of, or filing 
or registration with, or require any rule-making proceeding on the part 
of the government under the Administrative Procedure Act before any 
other Federal governmental authority that has not been obtained or 
performed; 

(vi) There are no legal proceedings or formal investigations to which the 
government is a party or against any significant portion of the govern- 
ment’s properties and, to the government’s actual knowledge, no other 
legal proceeding or formal investigation pending or threatened, which 
would, in the opinion of the government, have a material adverse effect 
on the transactions contemplated by the Loan Sale Agreement; 

(vii) Certain specified information included in the Registration State- 
ment and in this Prospectus relating to the government, the Loans, 
Delinquency Information, the Portfolio and the government’s loan dis- 
counting programs does not contain an untrue statement of a material 
fact or omit to state any material fact related to such information neces- I 
sary to make such statements, in light of the circumstances under which 
they were made, not misleading, except that the government does not 
make such representation or warranty with respect to information 
included in the Prospectus under the caption “Special Considerations- 
Sovereign Immunity.” 

(viii)(a) The files of the Primary Loan Documents (as defined in the 
Loan Sale Agreement) relating to each Loan are accurate, correct and 
complete and include documents which are accurate, correct and com- 
plete evidencing any waivers or material alterations or modifications of 
each Loan arising from a course of dealing between the government and 
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the Borrower thereunder (except any such waivers, alterations or modi- 
fications arising from the operation of principles of equity, including 
doctrines of estoppel, lathes or waiver, but only insofar as such princi- 
ples of equity do not operate so as to render unenforceable the Bor- 
rower’s obligations to make scheduled payments of principal, premium, 
if any, or interest on such Loan) or otherwise; and (b) the information 
on the computer tape with respect to the Loans (the “Computer Tape”) 
prepared by the Federal Reserve Bank of Richmond (“FRB”) and pro- 
vided by the government to the Trust is accurate, correct and complete; 

(ix) No Loan has been past due in payment of principal or interest when 
due for thirty days or more at any time within the year ended on the 
Cut-off Date; 

(x) The full amount of each Loan has been disbursed and no obligation 
exists for future advances thereunder. No Loan has been satisfied, 
rescheduled, reamortized or liquidated, and no collateral securing any 
Loan has been released from the lien of such Loan, in whole or in part, 
except as disclosed on the Computer Tape (with respect to modifications 
relating to scheduled payments or principal of or interest on the Loans) 
or in a Primary Loan Document included in the file for such Loan; 

(xi) Each Loan is transferable to the Trust, and on the Closing Date the 
government will have transferred to the Trust all of the right, title and 
interest of the government in and to each Loan (including, without limi- 
tation, the right to service the Loan, to receive payments of principal of 
and interest on each Loan and the rights of the government under any 
insurance policy covering any Loan or collateral), free and clear of any 
liens, claims or encumbrances of any nature; 

(xii) The government has duly and validly transferred and assigned to 
the Trust each note, bond, or other evidence of indebtedness relating to 
each Loan and its entire and complete security interest in all collateral 
securing each Loan; 

* 

(xiii) There are no existing legal proceedings or formal investigations to 
which the government is a party and, to the government’s actual knowl- 
edge, no other legal proceedings or formal investigations pending or 
threatened, which proceeding or investigation, if determined adversely, 
would materially affect the ability of any Borrower to pay or discharge 
such Borrower’s obligations under or the validity or enforceability of 
any Loan or security interest or lien securing any Loan; 
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(xiv) No Borrower is insolvent, in receivership or the subject of any 
bankruptcy, insolvency, receivership or similar proceeding; 

(xv) The government has good title to, and is the sole owner of each 
Loan, free and clear of liens, claims or encumbrances of any nature; 

(xvi) Each bond or note evidencing a Loan, each indenture, resolution or 
loan agreement creating a Loan or pursuant to which a Loan was made 
and each security agreement or mortgage creating a security interest or 
lien for the benefit, directly or indirectly, of the owner of a Loan consti- 
tutes a legal, valid and binding obligation of the related Borrower, 
enforceable in accordance with its terms and without regard to statutes 
or regulations not otherwise applicable to the Trust but applicable to the 
government or that would be applicable to such Loan if it were held in 
the government’s Portfolio, except insofar as enforceability may be lim- 
ited by applicable bankruptcy, insolvency, reorganization and other 
laws relating to creditors’ remedies generally or principles of equity 
including doctrines of estoppel, lathes or waiver, but only insofar as 
such principles of equity do not operate so as to render unenforceable 
the Borrower’s obligations to make scheduled payments of principal, 
premium, if any, or interest on such Loan; 

(xvii) The government or the trustee under the related indenture, as the 
case may be, has a valid, subsisting, perfected and enforceable lien on all 
collateral securing each Loan purporting to be granted or conveyed by 
the relevant indenture, resolution, loan agreement or security agreement 
and each such lien has the priority so purported to be granted or con- 
veyed, not subject to any other lien or other encumbrance, except as 
explicitly permitted by, and made a part of, the note, bond, or indenture, 
resolution, loan agreement or security agreement relating to such Loan; 

(xviii) No Loan is subject to any right of rescission, set off, counterclaim 
or defense, and the operation of any of the terms of such Loan or the 
exercise of any right thereunder by the Trust will not render the Loan 
unenforceable or subject to the right of rescission, set off, counterclaim 
or defense (except for defenses based on legal or equitable doctrines of 
estoppel, lachcs, or waiver for actions or omissions by the government 
that the Harrower may have with respect to covenants contained in the 
Primary Loan Documents, but only insofar as such covenants do not 
relate to the Borrower’s obligation to pay principal, premium, if any, or 
interest on such Loan) and no such right of rescission, set off, counter- 
claim or defense has been asserted with respect thereto; and 
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(xix) The files of the Primary Loan Documents relating to each Loan are 
accurate, corrocl. and complete. 

. ,. _.. .._ .._ . ^. .._.. _ -. .-.--.--..---..- . ..-__ 
Iiemedies for Ilreach of The representations and warranties of the government will survive the 
I~cpresentations and closing of the sale of the Loans to the Trust. The representations and 

Warranties warranties set forth in clauses (i) through (vi), inclusive, (viii), except 
insofar as the broach of such warranty relates to the absence of accu- 
rate, correct and complete information evidencing any material waiver, 
alteration or modification in effect with respect to a Loan as of the Clos- 
ing Date, or to the outstanding principal balance or scheduled payments 
of principal and interest on such Loan, (ix), (x), except insofar as the 
breach of such warranty relates to the absence of any disclosure on the 
Computer Tape or in any Primary Loan Document as of the Closing Date 
regarding a rcamortization or rescheduling of any Loan, (xii), (xiii), 
(xiv), and (xv) will expire on the second anniversary of the Closing Date 
(or in the case of any Loan substituted after the Closing Date, the later 
of the first anniversary of its date of delivery and such second anniver- 
sary of the Closing Date). The warranties which do not so expire 
(including the exceptions described in the previous sentence) will 
remain in full force and effect (the duration of each representation or 
warranty as described in this paragraph, the “Warranty Period”). 

The governments obligations and liabilities with respect to the warran- 
tics described above in clauses (viii) through (xix), inclusive, made by 
the government under the Loan Sale Agreement will be limited solely to 
the following remedies: 

1 Jpon breach of any such warranties and satisfaction of the require- 
ments set forth in the Loan Sale Agreement within the applicable War- 
ranty I’eriod, the government will promptly either (i) cure the breach or , 
(ii) provide a substitute loan or loans (“Substitute Loans”). In addition, 
if, as a result of a breach of warranty, there were delinquent scheduled 
payments of principal or interest on a non-conforming Loan, the govern- 
ment, would be required to provide a Substitute Loan or Loans which 
provide (or may elect at its sole discretion to pay) an amount equal to 
such delinquent scheduled payments plus the reinvestment income. In 
addition, the Trust will have a remedy under the Loan Sale Agreement 
with respect to a breach of the warranty described in clause (xvii) above 
with respect to a purported grant or conveyance of pledged revenues 
only if there did not exist a valid, subsisting, perfected and enforceable 
lien on such pledged revenues on both the Closing Date and the date 
such breach was notified to the government. 
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The government may also elect, at its sole discretion, to make a cash 
payment to the Trust in lieu of curing a breach or providing a Substitute 
Loan or Loans. 
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