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7. CREDIT AND INSURANCE

Federal credit programs offer direct loans and loan
guarantees for a wide range of activities, primarily
housing, education, business and community develop-
ment, and exports. At the end of 2004, there were $219
billion in Federal direct loans outstanding and $1,231
billion in loan guarantees. Through its insurance pro-
grams, the Federal Government insures bank, thrift,
and credit union deposits, guarantees private defined-
benefit pensions, and insures against other risks such
as natural disasters, all up to certain limits.

The Federal Government also enhances credit avail-
ability for targeted sectors indirectly through Govern-
ment-Sponsored Enterprises (GSEs)—privately owned
companies and cooperatives that operate under Federal
charters. GSEs increase liquidity by guaranteeing and
securitizing loans, as well as by providing direct loans.
In return for serving social purposes, GSEs enjoy many
privileges which differ across GSEs. In general, GSEs
can borrow from Treasury in amounts ranging up to
$4 billion at Treasury’s discretion, GSEs’ corporate
earnings are exempt from State and local income tax-
ation, GSE securities are exempt from SEC registration,
and banks and thrifts are allowed to hold GSE securi-
ties in unlimited amounts and use them to collateralize
public deposits. These privileges leave many people
with the impression that GSE securities are risk-free.
GSEs, however, are not part of the Federal Govern-
ment, and their securities are not federally guaranteed.
By law, GSE securities carry a disclaimer of any U.S.
obligation.

This chapter discusses the roles and risks of these
diverse programs in the context of evolving financial
markets and assesses their effectiveness and efficiency.

e The first section analyzes the roles of Federal
credit and insurance programs. Federal programs
play useful roles when market imperfections pre-
vent the private market from efficiently providing
credit and insurance. Financial evolution has part-
ly corrected many imperfections and generally
weakened the justification for Federal interven-
tion. The roles of Federal programs, however, may
still be critical in some areas.

¢ The second section examines how credit and insur-
ance programs were gauged by the Program As-
sessment Rating Tool (PART) and discusses spe-
cial features of credit programs that may need
to be considered in interpreting and refining this
tool.

e The third section discusses Federal credit pro-
grams and GSEs in four sectors: housing, edu-
cation, business and community development, and
exports. The discussions focus on program objec-
tives, recent developments, performance, and fu-
ture plans for each program.

e The final section reviews Federal deposit insur-
ance, pension guarantees, disaster insurance, and
insurance against terrorism and other security-re-
lated risks in a context similar to that for credit
programs.

I. FEDERAL PROGRAMS IN CHANGING FINANCIAL MARKETS

The Federal Role

In most cases, private lending and insurance compa-
nies efficiently meet societal demands by allocating re-
sources to the most productive uses. Market imperfec-
tions, however, can cause inadequate provision of credit
or insurance in some sectors. Federal credit and insur-
ance programs improve economic efficiency if they effec-
tively fill the gaps created by market imperfections.
On the other hand, Federal credit and insurance pro-
grams that have little to do with correcting market
imperfections may be ineffective, or can even be
counter-productive; they may simply do what the pri-
vate sector would have done in their absence, or inter-
fere with what the private sector would have done bet-
ter. Federal credit and insurance programs also help
disadvantaged groups. This role alone, however, may
not be enough to justify credit and insurance programs.
For the purpose of helping disadvantaged groups, direct
subsidies are generally more effective and less
distortionary.

Market imperfections that can justify Federal inter-
vention include insufficient information, limited ability
to secure resources, imperfect competition, and
externalities.

Insufficient Information. Financial intermediaries
promote economic growth by allocating credit to the
most productive uses. This critical function, however,
may not be performed effectively when there is little
objective information about borrowers. Some groups of
borrowers, such as start-up businesses, start-up farm-
ers, and students, have limited incomes and credit his-
tories. Many creditworthy borrowers belonging to these
groups may fail to obtain credit or be forced to pay
excessively high interest. Government intervention,
such as loan guarantees, can reduce this inefficiency
by enabling these borrowers to obtain credit more easily
and cheaply and also by providing opportunities for
lenders to learn more about those borrowers.

Limited Ability to Secure Resources. The ability
of private entities to absorb losses is more limited than
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that of the Federal Government, which has general tax-
ing authority. For some events potentially involving a
very large loss concentrated in a short time period,
therefore, Government insurance commanding more re-
sources can be more credible and effective. Such events
include massive bank failures and some natural and
man-made disasters that can threaten the solvency of
private insurers. Private entities also face some liquid-
ity constraints. Small lenders operating in a local mar-
ket, for example, may have limited access to capital
and occasionally be forced to pass up good lending op-
portunities.

Imperfect competition. Competition is imperfect in
some markets because of barriers to entry, economies
of scale, and foreign government intervention. If the
lack of competition forces some borrowers to pay exces-
sively high interest on loans, Government credit pro-
grams aiming to increase the availability of credit and
lower the borrowing cost in those markets may improve
economic efficiency.

Externalities. Decisions at the individual level are
not socially optimal when individuals do not capture
the full benefit (positive externalities) or bear the full
cost (negative externalities) of their activities. Examples
of positive and negative externalities are education and
pollution. The general public benefits from the high
productivity and good citizenship of a well-educated
person and suffers from pollution. Without Government
intervention, people will engage less than socially opti-
mal in activities that generate positive externalities and
more in activities that generate negative externalities.
Federal programs can address externalities by influ-
encing individuals’ incentives.

Effects of Changing Financial Markets

Financial markets have become much more efficient,
thanks to technological advances and financial services
deregulation. By facilitating the gathering and proc-
essing of information and lowering transaction costs,
technological advances have significantly contributed to
improving the screening of credit and insurance appli-
cants, enhancing liquidity, refining risk management,
and spurring competition. Deregulation, represented by
the Riegle-Neal Interstate Banking and Branching Act
of 1997 and the Financial Services Modernization Act
of 1999, has increased competition and prompted con-
solidation by removing geographic and industry bar-
riers.

These changes have reduced market imperfections,
and hence weakened the role of Federal credit and in-
surance programs. The private market now has more
information and better technology to process it, has
better means to secure resources, and is more competi-
tive. As a result, the private market is more willing
and able to serve the populations traditionally targeted
by Federal programs. The benefits of technological ad-
vances and deregulation, however, have been uneven
across sectors and populations. To remain effective,
therefore, Federal credit and insurance programs need
to focus more narrowly on those sectors that have been

less affected by financial evolution and those popu-
lations that still have difficulty in obtaining credit from
private lenders. The Federal Government also needs
to pay more attention to new challenges introduced by
financial evolution and other economic developments.
Even those changes that are beneficial overall often
bring new risks and challenges.

The Federal role of alleviating the information prob-
lem is generally not as important as it once was. Now-
adays, lenders and insurers have easy access to large
databases, powerful computing devices, and sophisti-
cated analytical models. This advancement in commu-
nication and information processing technology enables
lenders to evaluate the risk of borrowers more objec-
tively and accurately. As a result, creditworthy bor-
rowers are less likely to be turned down, while high-
risk borrowers are less likely to be approved for credit.
The improvement, however, may be uneven across sec-
tors. The prevalence of credit scoring (an automated
process that converts relevant borrower characteristics
into a numerical score indicating creditworthiness) is
a good sign that the information problem is not serious.
Credit scoring is widely applied to home mortgages and
consumer loans, but for small business loans and agri-
cultural loans, its application is largely limited to small
loans. Credit scoring is still difficult to apply to some
borrowers with unique characteristics that are difficult
to standardize.

Financial evolution has also alleviated resource con-
straints faced by private entities. Advanced financial
instruments have enabled lenders and insurers to man-
age risks more effectively and secure needed funds
more easily. Thus, it is less likely that a large potential
loss discourages an insurer from offering an actuarially
fair contract or that the lack of liquid funds prevents
a lender from lending to creditworthy borrowers. Finan-
cial derivatives, such as options, swaps, and futures,
have improved the market’s ability to manage and
share various types of risk such as price risk, interest
rate risk, credit risk, and even catastrophe-related risk.
An insurer can distribute the risk of a natural or man-
made catastrophe among a large number of investors
through catastrophe-related derivatives. The extent of
risk sharing in this way, however, is still limited be-
cause of the small size of the market for those products.
Securitization (pooling a certain type of asset and sell-
ing shares of the asset pool to investors) facilitates fund
raising and risk management. By securitizing loans,
even a lender with limited access to capital can make
a large amount of loans while limiting its exposure
to credit and interest risk.

Imperfect competition is much less likely in general,
thanks to financial deregulation and improved commu-
nication technology. Financial deregulation removed ge-
ographic and industry barriers to competition. As a re-
sult, major financial holding companies offer both bank-
ing and insurance products nationwide. Internet-based
financial services have lowered the cost of financial
transactions and reduced the importance of physical
location. These developments have been particularly



7. CREDIT AND INSURANCE

87

more beneficial to small and geographically isolated
customers, as lower transaction costs make it easier
to offer good prices to small customers. In addition,
there are more financing alternatives for both commer-
cial and individual borrowers that used to rely heavily
on banks. Many commercial firms borrow directly in
capital markets, bypassing financial intermediaries; the
use of commercial paper (short-term financing instru-
ments issued by corporations) has been particularly no-
table. Venture capital has become a much more impor-
tant financing source for small businesses. Finance
companies have gained market shares both in business
and consumer financing.

Problems related to externalities may persist because
the price mechanisms that drive the private market
ignore the value of externalities. Externalities, however,
are a general market failure, rather than a financial
market failure. Thus, credit and insurance programs
are not necessarily the best means to address
externalities, and their effectiveness should be com-
pared with other forms of Government intervention,
such as tax incentives and grants. In particular, if a
credit program was initially intended to address mul-
tiple problems including externalities, and those other
problems have been alleviated, then there may be a
better way to address the remaining externalities.

Overall, the financial market has become more effi-
cient and safer. Financial evolution and other economic

developments, however, are often accompanied by new
risks. In addition, security-related risks unexpectedly
emerged in recent years, prompting Government inter-
vention. Federal agencies need to be vigilant to identify
and manage new risks to the Budget. For example,
financial derivatives enable their users either to de-
crease or to increase risk exposure. If some beneficiaries
of Federal programs use financial derivatives to take
more risk, the costs of Federal programs, especially in-
surance programs, can rise sharply. The sheer size of
some financial institutions has also created a new risk.
While well-diversified institutions are generally safer,
even a single failure of a large private institution or
a GSE, such as Fannie Mae, Freddie Mac, and Federal
Home Loan Banks could shake the entire financial mar-
ket. A more visible risk today is the Pension Benefit
Guaranty Corporation (PBGC) of the Department of
Labor. PBGC is facing serious financial challenges due
to unfavorable economic conditions in recent years and
to flaws in program structure.

The September 11 attacks have increased security-
related risks. The Federal Government had to inter-
vene, due to the reluctance of private insurers to offer
sufficient coverage. Managing insurance programs cov-
ering security-related risks is challenging because secu-
rity-related events, such as terrorism and war, are
highly uncertain in terms of both the frequency of oc-
currence and the magnitude of potential loss.

II. PERFORMANCE OF CREDIT AND INSURANCE PROGRAMS

The Program Assessment Rating Tool (PART) pro-
duces an assessment of the performance of federal pro-
grams designed to be consistent across programs. This
section analyzes the PART score for credit and insur-
ance programs as a group to identify the strengths
and weaknesses of credit and insurance programs.

PART Scores

The PART classifies performance into four categories
(program purpose and design, strategic planning, pro-
gram management, and program results) and assigns
a numerical score (0 to 100 percent) to each category.
The overall rating (effective, moderately effective, ade-
quate, ineffective, or results not demonstrated) is deter-
mined based on the numerical scores and some other
factors.

There are 23 credit programs (defined as those in-
volving repayment obligations) and 3 insurance pro-
grams among 607 programs that have been rated by
the PART. For the group as a whole, credit and insur-
ance programs have fairly similar PART scores to those
for other programs (see Table “Summary of PART
Scores”). When appropriately weighted, higher scores
for credit and insurance programs in two categories
are roughly offset by lower scores in the other two
categories. The overall ratings for credit and insurance
programs, however, are more clustered around the mid-
dle; the rating of “adequate” is much more common
for credit and insurance programs (48 percent, com-
pared with 25 percent for other programs), while the
ratings of “effective” (4 percent, compared with 15 per-
cent for other programs) and “results not demonstrated”

SUMMARY OF PART SCORES

Purpose ; Program
and | B | Meneger | oS
Design 9 ment
Credit and Insurance Programs
Average ..o 0.773 0681 0.853 0.541
Standard Deviation 0.207 0.222 0.215 0.165
Other Programs (all others excluding credit
and insurance programs)
AVEIAZE ..o 0.865 0.723 0.805 0.463
Standard Deviation ...........c.cveeeverreerneeecnenn. 0185 0.246 0.185 0.269
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(15 percent, compared with 30 percent for other pro-
grams) are rarer. The clustering around the middle sug-
gests that most credit and insurance programs make
useful contributions, but need to improve their effective-
ness.

Across categories, credit and insurance programs
show some similarities to other types of programs. For
most programs that have been rated by the PART, the
scores are relatively high for program purpose and de-
sign and for program management, while the scores
are low for program results. This general pattern holds
for credit and insurance programs. Relative to other
programs, however, credit and insurance programs
scored low in program purpose and design and high
in program results.

The PART indicates that most credit and insurance
programs have clear purposes. Many credit and insur-
ance programs, however, fail to score high in program
design. Some are duplicative of other federal programs
or private sources, and some have flawed designs lim-
iting their effectiveness and efficiency. Flawed designs
are generally correctable. If some programs have be-
come redundant or duplicative of the private sector’s
activities due to financial evolution, however, those pro-
grams need to be reviewed carefully. They may need
to be refocused on activities that have been affected
less by financial evolution, or to be discontinued.

In the program management category, while most
credit and insurance programs are strong in basic fi-
nancial and accounting practices, such as spending
funds for intended purposes, some programs show
weaknesses in more sophisticated financial manage-
ment, such as cost control. Overall, credit and insur-
ance programs are somewhat better in financial man-
agement than other programs. Given that these pro-
grams deal with highly complex financial problems,
however, credit and insurance programs may still need
to make significant improvements and show superior
performance in financial management.

Program results, the most important category of per-
formance, are a weak area for credit and insurance
programs, as well as for some other programs assessed
by the PART. A particularly troubling indication from
detailed analyses is that many credit and insurance
programs show deficiencies in program effectiveness
and achieving results. Based on this finding, the man-
agers of credit and insurance programs need to place
much more emphasis on results-driven management.

Common Features

Credit programs share many features that distin-
guish them from other programs. For example, the cost
is uncertain because of various risks, such as default
risk, prepayment risk, and interest rate risk. Most cred-
it programs are also intended to address imperfections
in financial markets. These common features are dis-
cussed in relation to the four areas of the PART. Al-
though this section focuses on credit programs, much
of the discussion also applies to insurance programs.
For example, the cost is uncertain for insurance pro-

grams, too, because insured events occur unexpectedly.
Financial market imperfections are also the main jus-
tification for insurance programs. Understanding com-
mon features should help to interpret PART results
and to devise adequate steps to improve performance.

Program purpose and design. Program purposes
vary widely across credit programs. They include in-
creasing homeownership, increasing the number of col-
lege graduates, promoting entrepreneurship, and pro-
moting exports. The private market serves some of
these distinctive purposes better now than it did in
the past. Thus, changes in financial markets may have
significantly affected the usefulness of some credit pro-
grams. Examining the effect of financial evolution may
be a critical part of achieving effective reforms.

Credit programs share many critical elements of de-
sign. They try to correct imperfections in financial mar-
kets by making credit available to those borrowers who
would not be able to obtain credit at reasonable cost
without government assistance. To target the right bor-
rowers, the program design needs to takes into account
various factors, such as borrowers’ incentives, accessi-
bility, the state of financial markets, and general eco-
nomic conditions. Credit programs also need to deal
with many complexities, such as screening borrowers,
servicing loans, and collecting defaulted loans. Given
these complexities, most credit programs may benefit
from the private sector’s expertise. To be effective, how-
ever, partnership with the private sector should be de-
signed such that the private partner’s profit is closely
tied to its contribution to increasing the program’s effec-
tiveness and efficiency. Private lenders are generally
better at screening borrowers, but their incentive to
screen borrowers effectively evaporates if the Govern-
ment provides a 100-percent loan guarantee.

Strategic planning. Credit programs operate in
rapidly changing financial markets. Thus, an important
aspect of strategic planning for credit programs is to
adapt to changes in financial markets. To achieve max-
imum efficiency, program managers need to adapt their
programs quickly to new developments. For example,
private lenders are more willing to serve many cus-
tomers to whom they did not want to lend in the past.
Thus, some Federal credit programs may find them-
selves serving a narrower pool of riskier customers and
need to adjust their policies and cost estimates accord-
ingly. Quickly adopting new technologies is also impor-
tant, because financial institutions are increasingly ap-
plying advanced technologies to risk management. Fall-
ing behind, Federal credit and insurance programs can
be left with much riskier customers as private entities
attract better-risk customers away from Federal pro-
grams.

Program management. Credit programs face some
unique challenges. To assess how credit programs man-
age the challenges, the PART adds two extra items
for credit programs; one item addresses managing risks
and the other addresses estimating the program’s cost
and risk. Credit programs share similar risks as does
the lending business. To manage those risks effectively,
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program managers need to monitor the credit quality
of loans and practice tight financial management. For
credit programs, accurately estimating the program cost
is a critical element of effective management. The
cashflow is uncertain for credit programs; some loans
default, while some others are prepaid. Thus, the pro-
gram cost must be estimated based on the expected
default, prepayment, and recovery rates. An inaccurate
estimation would result in inadequate budgeting and
incorrect program evaluation.

Some other management issues are more important,
though not unique, for credit programs than they are
for other programs. Data collection, for example, is crit-
ical for effective risk management and accurate cost
estimation. Effective risk management requires accu-
rate and timely information on loan performance. The
key ingredients of predicting loan performance are loan
performance histories and detailed data on borrower
and lender characteristics.

Program Results. The main difficulty in evaluating
program performance is measuring the net outcome of
the program (improvement in the intended outcome net
of what would have occurred in the absence of the
program). Suppose that an education program is in-
tended to increase the number of college graduates.
Although it is straightforward to measure the number
of college graduates who were assisted by the program,
it is difficult to tell how many of those would not have
obtained a college degree without the program’s assist-

ance. Credit programs face an additional difficulty of
estimating the program cost accurately. In evaluating
programs, the outcome must be weighed against the
cost. In the above example, the ultimate measure of
effectiveness is not the net number of college graduates
produced by the program but the net number per Fed-
eral dollar spent on the program. Thus, an inaccurate
cost estimation would lead to incorrect program evalua-
tion; an underestimation (overestimation) of the cost
would make the program appear unduly effective (inef-
fective). Results for credit programs need to be inter-
preted in conjunction with the accuracy of cost esti-
mation.

The net outcome of a credit program can change
quickly because it depends on the state of financial
markets, which are very dynamic. The net outcome can
decrease, as private entities become more willing to
serve those customers whom they were reluctant to
serve in the past, or it can increase if financial markets
fail to function smoothly due to some temporary dis-
turbances. Thus, the effect of financial evolution needs
to be analyzed carefully. A sub-par performance by a
credit program could be related to financial market de-
velopments; the program might have failed to adapt
to rapid changes in financial markets, or its function
might have become obsolete due to financial evolution.
The program should be restructured in the former case,
and discontinued in the latter case.

PART Cross-Cut for Credit Programs

As one of the world’s largest lenders, with a portfolio of nearly $1.5 trillion in direct loans and loan guarantees,
the Federal Government has a great interest in efficient risk management. This need is even stronger when con-
sidered in the context of the Government’s target borrower population: those whose risk profiles prevent them
from obtaining private credit on reasonable terms. Given the higher default probability and the substantial port-
folio size, lax management can result in a large increase in the cost to the Government. Thus, the Government
must adopt effective risk management techniques to keep defaults in check and increase recoveries when defaults
do occur.

At the same time, the Government must ensure that it is effectively serving its intended borrowers. A number of
credit program PART scores indicate that many agencies lack the data, processes, or overall understanding of the
credit lifecycle (origination, loan servicing/lender monitoring, liquidation, and debt collection) to achieve these
dual, and occasionally conflicting, goals.

Over the next year, OMB will conduct a PART cross-cut examining the major credit agencies’ programs. This ef-
fort will be supported by a Credit Council comprised of OMB and agency representatives. The Council will identify
agency and private sector best practices that can be implemented across the major credit agencies, leading to
higher program and management efficiencies, budgetary savings, and improved PART scores.

III. CREDIT IN FOUR SECTORS

Housing Credit Programs and GSEs

The Federal Government makes direct loans, provides
loan guarantees, and enhances liquidity in the housing
market to promote homeownership among low- and
moderate-income people and to help finance rental

housing for low-income people. While direct loans are
largely limited to low-income borrowers, loan guaran-
tees are offered to a much larger segment of the popu-
lation, including moderate-income borrowers. Increased
liquidity achieved through GSEs benefits virtually all
borrowers in the housing market.
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Federal Housing Administration

In June 2002, the President issued America’s Home-
ownership Challenge to increase first-time minority
homeowners by 5.5 million through 2010. During the
first two and a quarter years since the goal was an-
nounced, over 1.9 million minority families have become
homeowners. HUD’s Federal Housing Administration
(FHA) accounted for over 400,000 of these first-time
minority homebuyers through its insurance funds,
mainly the Mutual Mortgage Insurance Fund. FHA
mortgage insurance provides access to homeownership
for people who lack the traditional financial resources
or credit history to qualify for a home mortgage in
the conventional marketplace. In 2004, FHA insured
$107 billion in mortgages for almost 900 thousand
households. Over 70 percent of these were people buy-
ing their first homes, many of whom were minorities.

For 2006, FHA is proposing two new mortgage pro-
grams that reduce the biggest barriers to homeowner-
ship—the down payment and impaired credit. The Zero
Down mortgage allows first-time buyers with a strong
credit record to finance 100 percent of the purchase
price and closing costs. For borrowers with limited or
weak credit histories, Payment Incentives initially
charges a higher insurance premium, but reduces the
borrower’s premiums once they have established a his-
tory of regular payments, thereby demonstrating their
creditworthiness.

The program was evaluated under the PART. The
assessment found that the program is meeting its statu-
tory objective to serve underserved borrowers while
maintaining an adequate capital reserve. In 2004, 73
percent of FHA-insured loans were to first-time home-
owners, and 37 percent were to minority homebuyers.
However, the program lacks quantifiable annual and
long-term performance goals which measure FHA’s abil-
ity to achieve its statutory mission. In addition, the
program’s credit model does not accurately predict
losses to the insurance fund, nor can FHA demonstrate
its ability to reduce fraud in the program.

In response to these findings, in 2006 FHA will estab-
lish performance goals for the percentage of FHA Single
Family endorsements for first-time and minority home-
owners, and performance goals for fraud detection and
prevention. FHA will also continue development of a
credit model that more accurately and reliably predicts
claims costs.

VA Housing Program

The Department of Veterans Affairs (VA) assists vet-
erans, members of the Selected Reserve, and active
duty personnel to purchase homes as recognition of
their service to the Nation. The program substitutes
the Federal guarantee for the borrower’s down pay-
ment. In 2004, VA provided $35 billion in guarantees
to assist 270,571 borrowers.

Since the main purpose of this program is to help
veterans, lending terms are more favorable than loans
without a VA guarantee. In particular, VA guarantees

zero down payment loans. VA provided 109,493 zero
down payment loans in 2004.

To help veterans retain their homes and avoid the
expense and damage to their credit resulting from fore-
closure, VA plans aggressive intervention to reduce the
likelihood of foreclosures when loans are referred to
VA after missing three payments. VA was successful
in 44 percent of its 2004 interventions, and its goal
is to achieve at least a 47 percent success rate in 2006.

Rural Housing Service

The U.S. Department of Agriculture’s Rural Housing
Service (RHS) offers direct and guaranteed loans and
grants to help very low- to moderate-income rural resi-
dents buy and maintain adequate, affordable housing.
The single family guaranteed loan program guarantees
up to 90 percent of a private loan for low- to moderate-
income (115 percent of median income or less) rural
residents. The programs’ emphasis is on reducing the
number of rural residents living in substandard hous-
ing. In 2004, over $4.5 billion in assistance was pro-
vided by RHS for homeownership loans and loan guar-
antees; $3.23 billion of guarantees went to 34,800
households, of which 30 percent went to very low- and
low-income families (with income 80 percent or less
than median area income).

For the section 502 guaranteed loan program, the
2005 appropriation bill increased the guarantee fee on
new loans to 2.0 percent. This was coupled with lan-
guage that would allow the guarantee fee to be financed
as part of the loan. The ability to finance the guarantee
fee is more in line with the housing industry, including
HUD and VA, and will allow more lower-income rural
Americans to realize the dream of home ownership.
The guarantee fee for refinance loans remains 0.5 per-
cent. The guarantee fees are expected to remain at
the same rate in 2006. Funding in 2006 stands at $3
billion for purchase loans, and $225 million for refi-
nance loans.

RHS programs differ from other Federal housing loan
guarantee programs. RHS programs are means-tested
and more accessible to low-income, rural residents. In
addition, the RHS section 502 direct loans offer extraor-
dinary assistance to lower-income homeowners by re-
ducing the interest rate down to as low as 1 percent
for such borrowers. The section 502 direct program
helps the “on the cusp” borrower obtain a mortgage,
and requires graduation to private credit as the bor-
rower’s income and equity in their home increases over
time. The interest rate depends on the borrower’s in-
come. Each loan is reviewed annually to determine the
interest rate that should be charged on the loan in
that year based on the borrower’s projected annual in-
come. The direct program cost is balanced between in-
terest subsidy and defaults. For 2006, RHS expects to
provide $1.0 billion in loans with a subsidy cost of
11.39 percent.

RHS also offers multifamily rental housing loans, and
loans and grants for farm labor housing. Direct loans
are provided to private, public, and non-profit borrowers
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to construct, rehabilitate, and repair multi-family rental
housing for very low- and low-income residents, either
through general occupancy properties or elderly and
handicapped housing. To help achieve affordable rents,
the interest rate is subsidized to a level between 1
and 2 percent. Many very low- and low-income resi-
dents’ rents are further reduced to 30 percent of their
adjusted income through rental assistance grants. Dur-
ing 2006, $641 million for Section 521 rental assistance
will be directed primarily to continue existing commit-
ments.

RHS recently received a contracted study that ad-
dressed the preservation issues surrounding the over
40-year old program. A long-term initiative has been
shaped to address the revitalization of the 17,400-prop-
erty portfolio. During 2006, $214 million will be di-
rected to begin the revitalization initiative, primarily
to transition existing residents in properties leaving the
program. The $27 million loan program level for the
direct rural rental housing will be used to address re-
pair and rehabilitation needs of preservation worthy
properties. Additionally, the farm labor housing com-
bined grant and loan level will provide $56 million in
2006 for new construction as well as repair and reha-
bilitation. RHS also guarantees multifamily rental
housing loans. RHS expects to be able to guarantee
$200 million in loans for 2006, which is double the
amount from 2005.

Housing GSEs

Fannie Mae and Freddie Mac were chartered by Con-
gress to increase the liquidity of mortgages and to pro-
mote access to mortgage credit for groups that histori-
cally have been underserved by private markets. Fannie
Mae and Freddie Mac do not participate directly in
the origination of mortgages. They carry out their char-
tered mission primarily by purchasing residential mort-
gages or guaranteeing mortgage-backed securities
(MBS) consisting of residential mortgages. The guaran-
teed MBS are held by investors, mortgage lenders, and
increasingly by Fannie Mae and Freddie Mac them-
selves. Fannie Mae and Freddie Mac finance their ac-
quisition of loans and MBS assets by issuing debt; both
also charge fees to mortgage originators who exchange
a pool of loans for MBS issued and guaranteed by one
of the enterprises.

As Government-Sponsored Enterprises (GSEs),
Fannie Mae and Freddie Mac have a unique status
among private financial institutions. They are publicly
held companies but were granted certain privileges to
facilitate their chartered mission, including exemption
from most state and local taxes and registration re-
quirements with the Securities and Exchange Commis-
sion (SEC). Also, their debt and MBS may be held
without limit by federally chartered depository institu-
tions.

Regulatory oversight of Fannie Mae and Freddie Mac
is shared among multiple agencies across the Govern-
ment. The Office of Federal Housing Enterprise Over-
sight (OFHEO), an independent agency in the Depart-

ment of Housing and Urban Development (HUD), is
the primary safety and soundness regulator of Fannie
Mae and Freddie Mac. HUD is responsible for the es-
tablishment and enforcement of affordable housing
goals for the enterprises, ensuring their compliance
with fair housing laws and their charters, and review-
ing new activities and programs in consultation with
OFHEO. The Treasury Department has discretionary
authority to approve or disapprove the issuance of the
GSEs’ debt, and the SEC now regulates Fannie Mae
under the Securities Exchange Act of 1934. Freddie
Mac has not yet registered under the 1934 Act, but
has publicly committed to do so when able.

The Federal Home Loan Bank System (FHLBS) was
established by Congress to provide liquidity to home
mortgage lenders who are members of the individual
Banks. The System comprises 12 separate, regional
Federal Home Loan Banks (FHLBs, or Banks), each
of which is a member-owned cooperative. The Banks
issue debt for which the Banks are jointly and severally
liable, and use the proceeds principally to make ad-
vances (secured loans) to their members. Member insti-
tutions primarily secure advances with residential
mortgages and other housing-related assets. Like
Fannie Mae and Freddie Mac, the Banks have been
granted special privileges as part of their Government
charter, including exemption of their corporate earnings
from Federal income tax and from State and local taxes.
In addition, the Secretary of the Treasury has authority
to purchase up to $4 billion of these entities’ debt secu-
rities. In recent years, some FHLBs have begun to pur-
chase mortgages from their members. At the end of
2003, the 12 FHLBs held about $115 billion of mort-
gages, equivalent to 7 percent of the combined total
of $1.5 trillion held by Fannie Mae and Freddie Mac.
In addition, as of 2003, the FHLBs held about $774
billion in debt, while Fannie Mae held $976 billion,
and Freddie Mac held $757 billion.

The Federal Housing Finance Board (FHFB) regu-
lates the mission and the safety and soundness of the
FHLBs. As it does with respect to Fannie Mae and
Freddie Mac, the Treasury Department has discre-
tionary authority over the issuance of FHLB debt. The
FHFB recently required that the FHLBs register with
the SEC, and registration is expected for most if not
all of the FHLBs later this year.

GSE Borrowing Advantage

Their unique status enables all three housing GSEs
to borrow at rates lower than investors would ordinarily
accept, theoretically to pay higher prices to originating
lenders for mortgages, and in the case of the FHLBs
to make low-cost advances to member institutions. Al-
though the prospectus for each GSE security clearly
states that it is not backed by the U.S. Government,
the misperception exists among many investors that
the Government backs the GSEs. In 2004 the Congres-
sional Budget Office estimated the implicit Federal sub-
sidy to the three housing GSEs was $23 billion during
the previous year. A Federal Reserve study suggests
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that over one-half of the implicit subsidy to Fannie
Mae and Freddie Mac accrues to the GSEs’ share-
holders.

Risk

As with all financial institutions, risk is inherent in
the way the housing GSEs conduct their business. By
assuming and managing some of the risks arising from
mortgage lending, the GSEs generate some benefits for
consumers and significant profits for their owners.
However, the mix of benefits and risks varies depending
on how the GSEs conduct their businesses.

Credit Risk. By issuing and guaranteeing securities
based on pools of mortgages they purchase from lend-
ers, Fannie Mae and Freddie Mac assume some portion
of credit risk, which enhances liquidity to the mortgage
market and thereby reduces the cost of credit to bor-
rowers. Fannie Mae and Freddie Mac control their cred-
it risk by using underwriting standards to evaluate the
mortgages they purchase for securitization. Their risk
is further limited by statutory provisions that require
private mortgage insurance or equivalent protection on
high loan-to-value ratio mortgages. Credit losses for the
enterprises, as a percentage of the face value of mort-
gages they purchased, averaged 5.4 basis points for a
fifteen-year period ending in 2002 and have been declin-
ing. Viewed in isolation, Fannie Mae and Freddie Mac’s
assumption of credit risk arising from guarantees of
MBS held by other investors benefits the market and
homebuyers while incurring a risk that is easily man-
aged and well-understood.

Interest Rate Risk. A more challenging form of risk
arises from the effect that interest rate movements can
have on portfolios of mortgages and mortgage-backed

securities. Interest rate risk arises from the changing
market values of the GSEs’ interest-sensitive assets and
liabilities. Interest rate movements can cause the inter-
est margins between their mortgage and other assets
and their liabilities to grow or shrink, potentially
changing the mark-to-market value of their equity cap-
ital and estimated future earnings dramatically in a
short period. Historically, the FHLBs assumed interest
rate risk by issuing debt and using the proceeds to
make loans, often of comparable maturities, to member
institutions to support their mortgage lending and other
investments; this risk is somewhat mitigated since they
often require prepayment penalties on advances to
member institutions. Much more recently, however,
some of the Banks have created mortgage purchase
programs that assume interest rate risk for pools of
mortgages.

Fannie Mae, and more recently Freddie Mac, have
built large portfolios of mortgages and repurchased
MBS. However, by choosing to borrow substantially in
order to build large retained portfolios of mortgages
and mortgage-backed securities, they assume a dif-
ferent, more challenging set of risks and increase the
complexity of their operations. Their ability to repur-
chase large volumes of their own MBS is driven by
their ability to finance these mortgages with lower-cost
debt than other investors, thanks to market
misperceptions of a unique status for the enterprises
that allow them to borrow at lower rates. Federal Re-
serve economists have found no evidence that these
repurchases provide any additional benefit to bor-
rowers. They clearly provide an opportunity for the
GSEs to increase their earnings, however.

Chart 7-1. Total Mortgages,
1990-2003
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At the end of 2003, Fannie Mae’s retained portfolio
as a percentage of its MBS outstanding (held by others)
was 69.4 percent, or almost $900 billion; Freddie Mac’s
retained portfolio as a percentage of MBS outstanding
was 78.1 percent, or over $600 billion. In periods of
declining interest rates, mortgage refinancings increase,
so higher-yielding mortgages prepay, exposing holders
of these mortgages or securities based on them to the
risk of having to reinvest these funds at lower rates.
As Federal Reserve Chairman Greenspan has noted,
Fannie Mae and Freddie Mac have chosen not to offset
the interest rate risk arising from their portfolio oper-
ations by increasing capital but to attempt to manage
that risk by issuing callable debt and by purchasing
derivative financial instruments, such as interest rate
swaps and options on swaps. For example, they might
hedge fixed-rate mortgages, which drop in value when
interest rates increase, using derivative instruments
that increase in value under the same scenario. The
techniques necessary to manage interest rate risk and
its potential effect on earnings are complex, and their
management becomes increasingly difficult with in-
creases in the size and complexity of the portfolio to
be managed. Chairman Greenspan has also noted that
the sophistication of the operations required to hedge
prepayment risk with little capital places an enormous
burden on these institutions.

Like other financial institutions, the housing GSEs
attempt to limit their interest rate exposure and the
effect of interest rate movements on their earnings.
Chairman Greenspan has suggested statutory limits on
the dollar amount of the debt held by Fannie Mae
and Freddie Mac relative to the dollar amounts of mort-
gages securitized and held by other investors, and lim-
iting the ability of the FHLBs to hold mortgages and
mortgage-backed securities directly, as additional ways
to manage the interest rate risk of the GSEs.

Operations risk. Recent events reinforced concerns
over the risks posed by the GSEs and their existing
regulatory framework. These events have illustrated
how the burden of managing interest rate risk mixed
with management deficiencies can lead to operational
failings. In 2003, Freddie Mac reported that it had un-
derstated its earnings by $5 billion over three years,
and eventually acknowledged substantial issues with
accounting, management practices, and internal con-
trols. OFHEO subsequently assessed substantial finan-
cial penalties on the company, and its senior manage-
ment was replaced. A year-long investigation into the
accounting, internal controls, and management prac-
tices at Fannie Mae by OFHEO led to findings of inap-
propriate accounting procedures and practices, internal
control deficiencies, and questionable management
oversight. The SEC concurred in the finding of inappro-
priate accounting practices and directed that Fannie
restate its earnings for 2001-2004. These findings led
Fannie Mae to replace its Chairman and CEO, and
its CFO. The Enterprise estimated it would be forced
to recognize $9 billion in losses, reducing its capital
below the regulatory minimum requirement. During the

same period, two of the twelve FHLBs entered into
written agreements with FHFB that required review
of operational practices and controls, announcing that
their accounting practices needed revision and, in one
instance, that earnings required restatement.

These developments now reveal some of the ways
that the assumption of large-scale interest rate risk
complicates the operational challenges facing the GSEs.
The techniques necessary to manage interest rate risk
and its potential effect on earnings are complex, and
their management becomes increasingly difficult with
increases in the size and complexity of the portfolio
to be managed. While other large financial institutions
may face similar challenges, the management of inter-
est rate risk and operations risk is a particular chal-
lenge for the GSEs, given their size, regulatory struc-
ture, and the lack of full market discipline.

The rules governing accounting for derivatives like-
wise are complex. Interpreting and applying the ac-
counting rules have posed challenges to companies that
use derivatives. Out of concern that firms were using
inconsistent methods to account for the use of deriva-
tives to hedge interest rate risk and the potential that
their use could obscure a company’s true position or
misrepresent earnings, in 1998 the Financial Account-
ing Standards Board (FASB) promulgated the rule
known as FAS 133; it became effective in 2000. In
part, this rule requires companies, with narrow excep-
tions, to reflect on their balance sheets the amount
that derivatives rise or fall in value, even if derivatives
contracts are still open and gains or losses are not
yet locked in.

In 2004, OFHEO found, and the SEC concurred, that
Fannie did not adequately document its hedges and
routinely violated FAS 133 in a number of ways. For
example, Fannie Mae, in its treatment of hedges when
it changed financial strategies and, with no new testing
or proof of effectiveness, took derivatives that were ini-
tially paired with one liability, and paired them with
another. The SEC also found that Fannie Mae failed
to comply in material respects with FAS 133. At
OFHEQO’s behest, Fannie Mae agreed to cease all hedge
accounting that did not conform with FAS 133 by the
first quarter of CY 2005, and to ensure going forward
that all hedge accounting complies with this require-
ment. Fannie Mae has already stated that this correc-
tion will reduce its capital and its earnings by $9 billion
from 2001 through mid-2004. This leaves Fannie Mae
below the minimum regulatory capital requirement and
subjects it to further regulatory actions. This follows
upon the events of 2003, when Freddie Mac discovered
substantial accounting and internal control issues, in-
cluding issues with the application of FAS 133, leading
to replacement of senior management and restatement
of its financial statements over the 2000-2003 time-
frame. The SEC and the Department of Justice have
continued to investigate both Fannie Mae and Freddie
Mac.

During the same period, the FHFB announced a writ-
ten agreement with the FHLB of Chicago which re-
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sulted in a review of the Bank’s accounting practices,
changes to certain accounting methods under FAS 133,
and subsequently, a delay in the Bank’s issuance of
its third quarter 2004 financial statements.

The failure of Fannie Mae and Freddie Mac and,
to a lesser extent, the FHLBs to account for the use
of derivatives and hedges consistent with Generally Ac-
cepted Accounting Principles (GAAP) prompted their
regulators to investigate for the presence of control defi-
ciencies and weaknesses in corporate governance, which
they have identified. Fannie Mae and Freddie Mac were
cited within a nine-month period for serious and sys-
temic operational control deficiencies that contributed
in part to the need for massive earnings restatements.
The cited deficiencies included management cultures
that stressed earnings stability at the expense of other
considerations, ineffective processes for developing ac-
counting policies, and absence of independent internal
controls for review of certain transactions. These devel-
opments highlight the risks inherent in the GSEs’ oper-
ations, risks that because of their size and relationships
with other institutions could have far-reaching effects
should one of them falter.

Systemic Risk. The risks undertaken by the GSEs,
if not properly managed, may pose a threat to their
solvency. Under some circumstances, they also may
threaten the stability or solvency of other financial in-
stitutions and the economy. Current Federal law explic-
itly exempts the securities of the GSEs from the statu-
tory limitation on commercial banks’ investment in the
“investment securities” of individual firms. In a Feb-
ruary 2003 study conducted by OFHEO utilizing FDIC
data, over 2,000 commercial banks held at least 51
percent of their capital in the form of debt issued by
Fannie Mae; and almost 1,000 commercial banks held
at least 51 percent of their capital in the form of debt
issued by Freddie Mac.

Should a financial crisis affecting the GSEs and other
financial actors develop, the market’s misperception of
Government backing of GSE securities could affect its
course and resolution. A September 2004 Federal Re-
serve Bank of Atlanta study indicated concern that se-
vere stress to one of the GSEs might contribute to
weakness in other financial institutions that hold sig-
nificant GSE obligations, especially if the path to reso-
lution of the crisis and the potential for Government
intervention are misunderstood.

The potential for systemic risk arising from the GSEs’
size and their central role in mortgage markets com-
bined with the difficulty of managing the risks inherent
in a large mortgage portfolio raise fundamental ques-
tions about the value they add through their support
for mortgage lending and reduced costs to borrowers
relative to the risks their current operations pose. Some
research by Federal Reserve economists suggests that
GSE securitization activities have a relatively small ef-
fect on mortgage interest rates—just a few dollars a
month on an average mortgage—and that their practice
of holding mortgages in portfolio has almost no effect
on mortgage costs. Instead of being leaders in increas-

ing historically underserved groups’ access to credit,
the GSEs have actually trailed the market averages
in a number of dimensions. The Administration has
sought to narrow the gap by lessening the risks posed
by the GSEs and increasing the benefits they offer to
the public.

Enhancing Safety and Soundness

Events of the past year reinforced concerns over the
risks posed by the GSEs and highlighted the need for
meaningful GSE reform. A strengthened regulator
would have the in-house expertise to monitor account-
ing methodology and to detect any problems, as well
as the authority and expertise to monitor regulatory
standards for the development and implementation of
systems and controls. A strong regulator would also
hold the authority to place a failing entity into receiver-
ship similar to that held by the other financial safety
and soundness regulators.

The Administration intends that any proposed new
regulatory framework for the GSEs follows the prin-
ciples for regulation of financial institutions established
by the international Basel Committee, principles ac-
cepted throughout the world as requirements for first-
class regulation. As described in the President’s FY
2005 Budget, these principles involve increasing market
discipline, strengthening supervision, and ensuring ap-
propriate capital requirements.

Market Discipline. Chief among the factors that guide
a company in its decision-making is the discipline im-
posed by the market. Investors can discipline the GSEs
to the extent that they have adequate information
about their risks and financial condition. Current mar-
ket discipline is hindered by a misperception that the
Federal Government would back GSE securities in the
event of a GSE default, and because GSE investors
do not enjoy the same level of disclosure, or oversight
of disclosures, as investors in other public companies.
Ironically, at the times when investors would most ben-
efit from detailed information about the enterprises’ fi-
nances, they are left without adequate information for
months or years.

The Administration in 2002 called upon the three
housing GSEs to register voluntarily their equity secu-
rities under the 1934 Securities Exchange Act. In June
2004, the FHFB adopted a final rule that will require
each FHLB to register a class of its stock by June
30, 2005, leading to improved disclosures. Fannie Mae
voluntarily registered and began filing disclosures with
the SEC in 2003. However, because of its recent ac-
counting problems, Fannie Mae is no longer able to
provide these disclosures. Freddie Mac does not antici-
pate being in compliance with SEC standards before
the second quarter of 2006. Since the GSEs are not
subject to the same market discipline as other public
companies, market discipline by itself is not always
sufficient to ensure safety and soundness.

Supervision. An effective financial regulator must
possess authorities commensurate with its responsibil-
ities and capabilities. The Administration determined
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that the safety and soundness regulators of the housing
GSEs lack sufficient powers and stature to meet their
responsibilities. The President’s 2005 Budget reflected,
therefore, that both OFHEO, regulator of Fannie Mae
and Freddie Mac, and the FHFB, regulator of the
FHLBS, should be replaced with a new, consolidated
regulatory regime, empowered with expanded enforce-
ment authority, receivership authority, and access to
its funding independent of the annual appropriations
process.

A new regulator, like other Federal regulators of fi-
nancial institutions, must have full authority together
with accountability for the prudential supervision of
the enterprises, which includes the authority to approve
new activities of the enterprises. It would have author-
ity to review their ongoing business activities and reject
new ones if they would be inconsistent with their char-
ter or prudential operations or incompatible with the
public interest. HUD would continue to be consulted
on new activities in order to ensure that the GSEs
are in compliance with their charters and that the
GSEs carry out their public mission.

Currently, the means by which the failure of a GSE
could be resolved differs between Fannie Mae and
Freddie Mac, on the one hand, and the FHLBs, on
the other. In the case of a failed FHLB, the FHFB
has power to liquidate such institution, subject to cer-
tain limitations relating to the whole number of Banks
in the system. OFHEO, on the other hand, lacks the
power to place an entity into bankruptcy or receiver-
ship.

The Federal banking regulators have broad powers
to place a failed institution into receivership, and to
conduct the orderly wind-down of a failed bank in such
a way that systemic disruption is minimized. Giving
such uniform powers to a Federal regulator of GSEs
could likewise help prevent dislocation in financial mar-
kets in the event of the insolvency of such an institu-
tion. Further, such powers would address any
misperception that the GSEs are backed by the Govern-
ment. By providing clarity to the markets that the
GSEs (and their creditors) are subject to the same busi-
ness risks as are other corporate entities, an even
greater level of market discipline might be brought to
bear on the GSEs’ operations. In general, this type
of market discipline has proven very effective in ensur-
ing that businesses operate in a prudential, and safe
and sound manner.

Capital requirements. Because neither investors nor
regulators can predict all possible errors by a company
or unexpected economic changes, requirements that en-
sure that the GSEs hold capital adequate to cushion
such shocks are essential. Capital requirements must
be set with an eye to both known risks and unknown
or unquantifiable risks. Losses from unknown risks can
well exceed losses from measured risks, as shown by
the rapid depletion of capital in 1998 for the highly
leveraged hedge fund, Long-Term Capital Management.
For this reason, it is essential that the new regulator
of the housing GSEs have unambiguous authority to

adjust both risk-based and minimum capital require-
ments.

Affordable Housing Mission

One of the public purposes of the GSEs is to promote
access to mortgage credit for low- and moderate income
families. By law, HUD establishes annual affordable
housing goals for Fannie Mae and Freddie Mac. In
2004, HUD established the affordable housing goals for
Fannie Mae and Freddie Mac for 2005 through 2008.
The low and moderate income goal will increase from
50 percent (of the minimum share of housing units
financed by a GSE’s mortgage purchases in a particular
year) in 2004 to 56 percent by 2008; the underserved
areas goal will increase from 36 percent in 2004 to
39 percent by 2008; and the special affordable housing
goal will increase from 20 percent in 2004 to 27 percent
by 2008.

The table below shows how Fannie Mae and Freddie
Mac have trailed the marketplace in lending to first-
time minority homebuyers in the 2001-2003 timeframe.
It is likely that, as a result of these new, higher goals,
they will need to improve their efforts to reach out
to low-income and minority first-time homebuyers.

PERCENTAGE OF FANNIE MAE AND FREDDIE MAC LOANS TO
FIRST-TIME MINORITY HOMEBUYERS COMPARED TO THE
FULL MARKETPLACE, 2001-2003 AVERAGES '

Fannie Freddie Both Full Mar-
Mac Mac GSEs ket 2
All Race/Ethnicity Groups ............. 25.7% 26.1% 25.9% 39.1%
African American and Hispanic ... 4.7% 3.5% 4.2% 9.0%
All MINOKHES .vevvenveeeerrireeerinernenns 7.5% 6.1% 6.9% 12.3%

Source: Department of Housing and Urban Development.

1The first-time homebuyer definition for the market analysis is homebuyers who
have never owned a home. The definition for the GSEs is purchasers who have not
owned a home within the past three years. The percentages show first-time homebuyer
mortgages by race/ethnicity category as a share of all home purchase mortgages pur-
chased by the GSE or originated in the market.

2“Market” means conventional, conforming home purchase loans.

With their growth as a share of the mortgage market-
place, Fannie Mae and Freddie Mac have faced in-
creased market competition in the acquisition of mort-
gages and MBS; the increase in affordable housing
goals and subgoals may mean that Fannie Mae and
Freddie Mac must be more innovative or aggressive
in purchasing loans that meet the goals classifications.
They can do this in part by using a larger portion
of the subsidy they enjoy as a result of their Govern-
ment ties to support purchases of goals-qualifying
loans.

Part of the Administration’s proposal for a strength-
ened regulatory framework would provide HUD with
the authority to penalize Fannie Mae and Freedie Mac
if they fail to reach the affordable housing goals. Cur-
rent law does not permit the Secretary of HUD to im-
pose timely and appropriate penalties for a GSE’s fail-
ure to reach a goal.

The FHLBs address their affordable housing obliga-
tions in a different fashion. For instance, by statute,
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each FHLB is assessed ten percent of its net income
for support of affordable housing. This assessment en-
ables each FHLB member to provide subsidized and
other low-cost funding to create affordable rental and
homeownership opportunities, and support for commer-
cial and economic development activities that benefit
low- and moderate-income neighborhoods.

With their large subsidy, and with their substantial
market share, the GSEs should lead the market in
creating homeownership opportunities for less advan-
taged Americans. However, HUD has conducted anal-
yses showing that private lenders operating without
the benefits and subsidies enjoyed by the GSEs con-
tribute more to affordable housing than do Fannie Mae
and Freddie Mac. One purpose of a stronger regulatory
approach is to ensure that all three housing GSEs fulfill
their charter obligations.

Education Credit Programs and GSEs

The Federal Government guarantees loans through
intermediary agencies and makes direct loans to stu-
dents to encourage post-secondary education. The Stu-
dent Loan Marketing Association (Sallie Mae), created
in 1972 as a GSE to develop the secondary market
for guaranteed student loans, has now been privatized.

Student Loans

The Department of Education helps finance student
loans through two major programs: the Federal Family
Education Loan (FFEL) program and the William D.
Ford Federal Direct Student Loan (Direct Loan) pro-
gram. Eligible institutions of higher education may par-
ticipate in one or both programs. Loans are available
to students regardless of income. However, borrowers
with low family incomes are eligible for loans with addi-
tional interest subsidies. For low-income borrowers, the
Federal Government subsidizes loan interest costs
while borrowers are in school, during a six-month grace
period after graduation, and during certain deferment
periods.

In 2006, over 9 million borrowers will receive over
15.1 million loans totaling over $95 billion. Of this
amount, more than $62 billion is for new loans, and
the remainder reflects the consolidation of existing
loans. Loan levels have risen dramatically over the past
10 years as a result of rising educational costs and
an increase in eligible borrowers.

The FFEL program provides loans through an admin-
istrative structure involving over 3,500 lenders, 35
State and private guaranty agencies, roughly 50 partici-
pants in the secondary market, and approximately
6,000 participating schools. Under FFEL, banks and
other eligible lenders loan private capital to students
and parents, guaranty agencies insure the loans, and
the Federal Government reinsures the loans against
borrower default. In 2006, FFEL lenders will make over
11.5 million loans totaling over $72 billion in principal,
roughly a third of which involve consolidations of exist-
ing loans. Lenders bear two percent of the default risk,
and the Federal Government is responsible for the re-

mainder. The Department also makes administrative
payments to guaranty agencies and, at certain times,
pays interest subsidies on behalf of borrowers to lend-
ers.

The William D. Ford Direct Student Loan program
was authorized by the Student Loan Reform Act of
1993. Under the Direct Loan program, the Federal Gov-
ernment provides loan capital directly to more than
1,100 schools, which then disburse loan funds to stu-
dents. In 2006, the Direct Loan program will generate
almost 3.6 million loans with a total value of nearly
$23 billion, including over $7 billion in consolidations
of existing loans. The program offers a variety of flexi-
ble repayment plans including income-contingent repay-
ment, under which annual repayment amounts vary
based on the income of the borrower and payments
can be made over 25 years with any residual balances
forgiven.

The Administration is strongly committed to the lend-
er-based FFEL program and expects it to continue as
the primary source of loans to students in the years
ahead. In addition, the Administration will continue
to maintain a DL program to ensure that no eligible
student is denied access to student loans in the event
a student or school cannot find a suitable lender.

However, problems in the structures of the current
student loan programs prevent them from meeting cur-
rent policy and program objectives. Specifically, the
Federal Government assumes almost all of the risk for
the loans, while federal subsidies to intermediaries
lenders and guaranty agencies are set high enough to
allow the less efficient ones to generate a profit. These
problems lead to unnecessary costs for taxpayers and
prevent the program from achieving the efficiencies the
market is designed to provide.

The 2006 Budget proposes a package of reforms to
both the FFEL and DL loan programs to achieve signifi-
cant cost savings and improve effectiveness. These re-
forms will link subsidy payments for lenders and guar-
anty agencies more closely to their costs and will mod-
ify interest rates for borrowers who are no longer in
school and have just consolidated their loans. The
Budget achieves $34 billion in savings over ten years
by cutting unnecessary subsidies and payments to lend-
ers, state guaranty agencies, and loan consolidators,
and by placing a larger share of the loan risks on
lenders. These savings will be used to increase the Pell
Grant maximum award, pay off the current $4 billion
Pell shortfall, and improve benefits to students in
school by increasing loan limits for first year students
and extending the current favorable interest rate
framework.

Sallie Mae

The Student Loan Marketing Association (Sallie Mae)
was created as a shareholder-owned government spon-
sored enterprise (GSE) by the Education Amendments
of 1972 to expand funds available for student loans
by providing liquidity to lenders engaged in the Federal
Family Education Loan Program (FFELP), formerly the
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guaranteed student loan program (GSLP). Sallie Mae
was reorganized in 1997 pursuant to the authority
granted by the Student Loan Marketing Association Re-
organization Act of 1996. Under the Reorganization Act,
the GSE became a wholly owned subsidiary of SLM
Corporation and was required to be wound down and
liquidated by January 30, 2008. On June 30, 2004, the
SLM Corporation first purchased FFELP student loans
through non-GSE affiliates and, as a result, the GSE
was required by statute to terminate purchases of
FFELP student loans. Accordingly, the GSE is no
longer a source of liquidity for SLM Corporation for
the purchase of student loans, and the GSE-related fi-
nancing activities have primarily been limited to refi-
nancing the remainder of its assets through non-GSE
sources. As of September 2004, the Company had sub-
stantially completed the wind-down of the GSE and,
on November 1, 2004, SLM Corporation sent notices
to the Secretary of Education and the Secretary of the
Treasury that it intended to wind-down and dissolve
the GSE on December 31, 2004 or as soon as prac-
ticable thereafter, three years in advance of the statu-
tory deadline. The dissolution was completed on Decem-
ber 29, 2004.

All GSE debt that remains outstanding upon comple-
tion of these wind-down activities will be defeased
through the creation of a fully collateralized trust. The
collateral, consisting of cash and financial instruments
backed by the full faith and credit of the U.S. govern-
ment, will generate cash flows that provide for the in-
terest and principal obligations of the defeased debt.

Business and Rural Development Credit
Programs and GSEs

The Federal Government guarantees small business
loans to promote entrepreneurship. The Government
also offers direct loans and loan guarantees to farmers
who may have difficulty obtaining credit elsewhere and
to rural communities that need to develop and maintain
infrastructure. Two GSEs, the Farm Credit System and
the Federal Agricultural Mortgage Corporation, in-
crease liquidity in the agricultural lending market.

Small Business Administration

The Small Business Administration (SBA) helps en-
trepreneurs start, sustain, and grow small businesses.
As a “gap lender” SBA works to supplement market
lending and provide access to credit where private lend-
ers are reluctant to do so without a Government guar-
antee. Additionally, SBA assists home- and business-
owners cover the uninsured costs of recovery from dis-
asters.

The 2006 Budget requests $307 million, including ad-
ministrative funds, for SBA to leverage more than $25
billion in financing for small businesses and disaster
victims. The 7(a) General Business Loan program will
support $16.5 billion in guaranteed loans while the 504
Certified Development Company program will support
$5.5 billion in guaranteed loans. SBA will supplement
the capital of Small Business Investment Companies

(SBICs) with $3 billion in long-term loans for venture
capital investments in small businesses.

To continue to serve the needs of small businesses,
SBA will focus program management in three areas:

1) Targeting economic assistance to the neediest small
businesses

SBA seeks to target assistance more effectively to
credit-worthy borrowers who would not be well-served
by the commercial markets in the absence of a Govern-
ment guarantee to cover defaults. SBA is actively en-
couraging financial institutions to increase lending to
start-up firms, low-income entrepreneurs, and bor-
rowers in search of financing below $150,000. Prelimi-
nary evidence shows that SBA’s outreach for the 7(a)
program has been successful. Average loan size has
decreased from $258,000 in 2000 to $167,000 in 2004,
while the number of small businesses served has grown
from 43,748 to 81,133 during the same time period.

2) Improving program and risk management

Improving management by measuring and mitigating
risks in SBA’s $57 billion business loan portfolio is
one of the agency’s greatest challenges. As the agency
delegates more responsibility to the private sector to
administer SBA guaranteed loans, oversight functions
become increasingly important. SBA established the Of-
fice of Lender Oversight, which is responsible for evalu-
ating individual SBA lenders. This office has made
progress in employing a variety of analytical techniques
to ensure sound financial management by SBA and to
hold lending partners accountable for performance.
These techniques include financial performance anal-
ysis, industry concentration analysis, portfolio perform-
ance analysis, selected credit reviews, and credit scoring
to compare lenders’ performance. The oversight pro-
gram is also developing on-site safety and soundness
examinations and off-site monitoring of SBLCs and
compliance reviews of SBA lenders. In addition, the
office will develop incentives for lenders to minimize
defaults and to adopt sound performance measures.

Improving risk management also means improving
SBA’s ability to estimate more accurately the cost of
subsidizing small businesses. During 2003 and 2004,
SBA followed through on its commitment to improve
its accuracy in estimating the cost of its major credit
programs by developing loan-level credit and reestimate
models for the Section 504, Disaster, 7(a), and Sec-
ondary Market Guarantee programs. The 2006 Budget
reflects net upward reestimates of the lifetime expected
taxpayer costs for outstanding loans—of $408 million
for the 7(a) program, $123 million for the Section 504
program, $267 million for Disaster Loans, and $922
million for SBIC Participating Securities. A net down-
ward reestimate of $60 million is also reflected for the
SBIC Debentures program. The 2006 upward trend in
reestimates generally reflects technical corrections to
credit subsidy models (e.g., the 7(a) subsidy model
failed to account for purchased interest on defaulted
loans), higher interest rates and the agency’s shift from
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the traditional approach (based on historical account
activity) to the balances approach for performing reesti-
mates. In adopting the balances approach, SBA uncov-
ered that its historical records did not reconcile to the
credit programs’ asset and liability balances currently
recorded with Treasury. SBA is working to improve
its financial record keeping to mitigate future account-
ing discrepancies.

Total budgetary cost increases over the past 3 years
totaled $4.0 billion ($3.1 billion in reestimates and $0.9
billion for interest on the reestimates) for existing SBA-
guaranteed loans and $1.7 billion ($1.1 billion for reesti-
mates and the remainder for interest on reestimates)
for existing direct loans. While most of these budgetary
cost increases related to the weak performance of the
SBIC Participating Securities program and Disaster
Loan asset sales, the agency’s two largest business pro-
grams also generated significant budgetary cost in-
creases for taxpayers. Over the three-year period, the
net budgetary cost increase was $636 million for out-
standing 7(a) guarantees ($330 million in reestimates)
and $180 million ($87 million in reestimates) for out-
standing Section 504 guarantees.

The 2006 Budget supports $3 billion in guaranteed
venture capital investments for small businesses
through the SBIC Debentures program, which provides
credit financing to small business investment compa-
nies. However, the 2006 budget does not support new
guaranteed investments for the Participating Securities
program. Over ten years of operations, the Participating
Securities program has realized and projected losses
of approximately $2.2 billion out of $6.2 billion in dis-
bursements. These losses reflect a structurally flawed
program in which the Federal Government contributes
up to two-thirds of investment capital but only receives
up to ten percent of profits. Further, as the Program
Assessment Rating Tool (PART) analysis revealed,
SBICs do not have incentives to repay capital expedi-
tiously, extending the Government’s risk exposure.
Rather than make new investments through this pro-
gram, SBA will continue to improve efforts to monitor
and mitigate risk in approximately $9 billion in com-
mitments in the program’s portfolio. The program had
already ceased making new guaranteed investments on
October 1, 2004 because sufficient borrower fees to
cover the program’s costs were not enacted.

3) Operating more efficiently

To operate more efficiently, SBA is piloting an auto-
mated loan origination system for the Disaster Loan
program. As a result, loan-processing costs, times, and
errors will decrease, while Government responsiveness
to the needs of disaster victims will increase. SBA is
also transforming the way that staff perform loan man-
agement functions in both the 7(a) and 504 programs.
In 2004, SBA implemented new procedures for Section
504 loan processing. Results have been positive with
the average loan processing time reduced from four
weeks to only a few days. In 2005, SBA will streamline
its 7(a) loan origination functions. Similarly, SBA is

also centralizing its loan liquidation functions for the
Section 504 program and requiring intermediaries to
assume increased liquidation responsibilities.

USDA Rural Infrastructure and Business Develop-
ment Programs

USDA provides grants, loans, and loan guarantees
to communities for constructing facilities such as
health-care clinics, day-care centers, and water and
wastewater systems. Direct loans are available at lower
interest rates for the poorest communities. These pro-
grams have very low default rates. The cost associated
with them is due primarily to subsidized interest rates
that are below the prevailing Treasury rates.

The program level for the Water and Wastewater
(W&W) treatment facility loan and grant program in
the 2006 President’s Budget is $1.5 billion. These funds
are available to communities of 10,000 or fewer resi-
dents. The program finances W&W facilities through
direct or guaranteed loans and grants. Applicant com-
munities must be unable to finance their needs through
their own resources or with commercial credit. Priority
is given based on their median household income, pov-
erty levels, and size of service population as determined
by USDA. The community typically receives a grant/
loan combination. The grant is usually for 35-45 per-
cent of the project cost (it can be up to 75 percent).
Loans are for 40 years with interest rates based on
a three-tiered structure (poverty, intermediate, and
market) depending on community income. The commu-
nity facility programs are targeted to rural communities
with fewer than 20,000 residents and have a program
level of $527 million in 2006. USDA also provides
grants, direct loans, and loan guarantees to assist rural
businesses, including cooperatives, to increase employ-
ment and diversify the rural economy. In 2006, USDA
proposes to provide $899 million in loan guarantees
to rural businesses (these loans serve communities of
50,000 or less).

USDA also provides loans through the Intermediary
Relending Program (IRP), which provides loan funds
at a 1 percent interest rate to an intermediary such
as a State or local government agency that, in turn,
provides funds for economic and community develop-
ment projects in rural areas. In 2006, USDA expects
to retain or create over 74,784 jobs through its business
programs, which will be achieved primarily through the
Business and Industry guarantee and the IRP loan pro-
grams.

Electric and Telecommunications Loans

USDA’s Rural Utilities Service (RUS) programs pro-
vide loans for rural electrification, telecommunications,
distance learning, telemedicine, and broadband, and
also provide grants for distance learning and telemedi-
cine. See the Budget Appendix for more information
on these programs.

Providing funding and services to needy areas is of
concern to USDA. Many rural cooperatives provide
service to areas where there are high poverty rates.
Based on PART findings, USDA is reviewing its current
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method of issuing telecommunications loans, “first in;
first out”, to determine if it allows for adequate support
for areas with the highest priority needs. In addition,
to ensure the electric and telecommunications pro-
grams’ focus on rural areas, USDA will require recer-
tification of rural status for each electric and tele-
communications borrower on the first loan request re-
ceived in or after FY 2006 and on the first loan request
received after each subsequent Census. Legislation will
be sought to allow for the rescission of loans that are
more than ten years old.

The Budget includes $2.5 billion in direct electric
loans, $670 million in direct telecommunications loans,
$359 million in broadband loans and $25 million in
DLT grants. The budget proposes blocking the manda-
tory broadband funding and providing discretionary
funding. The demand for loans to rural electric coopera-
tives has been increasing and is expected to increase
further as borrowers replace many of the 40-year-old
electric plants. RUS electric borrowers are expected to
upgrade 225 rural electric systems, which will benefit
over 3.4 million customers. The telecommunications
borrowers are expected to fund over 50 telecommuni-
cation systems for advanced telecommunications serv-
ices, which will provide broadband and high-speed
Internet access and benefit over 300 thousand rural
customers. DLT grants are expected to support the pro-
vision of distance learning facilities to 150 schools, li-
braries, and rural education centers and also to provide
telemedicine equipment to 150 rural health care pro-
viders, benefiting millions of residents in rural America.

The Administration proposes to establish the process
and terms to implement a dissolution of the Rural Tele-
phone Bank (RTB). Dissolution will allow the RTB to
close as the demand for loans has been fulfilled through
other sources. In addition, the stock holders will obtain
a cash payout for their stock while removing this cum-
bersome program from the Government. This proposal
avoids the privatization of a bank that will either fail
or need continued Government support to remain in
operation.

Loans to Farmers

The Farm Service Agency (FSA) assists low-income
family farmers in starting and maintaining viable farm-
ing operations. Emphasis is placed on aiding beginning
and socially disadvantaged farmers. FSA offers oper-
ating loans and ownership loans, both of which may
be either direct or guaranteed loans. Operating loans
provide credit to farmers and ranchers for annual pro-
duction expenses and purchases of livestock, machinery,
and equipment. Farm ownership loans assist producers
in acquiring and developing their farming or ranching
operations. As a condition of eligibility for direct loans,
borrowers must be unable to obtain private credit at
reasonable rates and terms. As FSA is the “lender of
last resort,” default rates on FSA direct loans are gen-
erally higher than those on private-sector loans. How-
ever, in recent years the loss rate has decreased to
3.6 percent in 2004, compared to 4.7 percent in 2003.

FSA guaranteed farm loans are made to more credit-
worthy borrowers who have access to private credit
markets. Because the private loan originators must re-
tain 10 percent of the risk, they exercise care in exam-
ining the repayment ability of borrowers. As a result,
losses on guaranteed farm loans remain low with de-
fault rates of 0.69 percent in 2004, as compared to
0.71 percent in 2003. The subsidy rates for these pro-
grams have been fluctuating over the past several
years. These fluctuations are mainly due to the interest
component of the subsidy rate.

In 2004, FSA provided loans and loan guarantees
to approximately 26,000 family farmers totaling $3.1
billion. The number of loans provided by these pro-
grams has fluctuated over the past several years. The
average size for farm ownership loans has been increas-
ing. The majority of assistance provided in the oper-
ating loan program is to existing FSA farm borrowers.
In the farm ownership program, new customers receive
the bulk of the benefits furnished. The demand for FSA
direct and guaranteed loans continues to be high due
to crop/livestock price decreases and some regional pro-
duction problems. In 2006, USDA’s FSA proposes to
make $3.8 billion in direct and guaranteed loans
through discretionary programs.

A PART evaluation conducted in 2004 showed that
the FSA’s direct loan program functions well in general.
To improve program effectiveness further, FSA is con-
ducting an in-depth review of its direct and guaranteed
loan portfolios to assess program performance, includ-
ing the effectiveness of targeted assistance and the abil-
ity of borrowers to graduate to private credit. The re-
sults of this review will assist FSA in improving the
delivery of its services and the economic viability of
farmers and ranchers.

The Farm Credit System and Farmer Mac

The Farm Credit System (FCS or System) and the
Federal Agricultural Mortgage Corporation
(FarmerMac) are Government-Sponsored Enterprises
(GSEs) that enhance credit availability for the agricul-
tural sector. The FCS provides production, equipment,
and mortgage lending to farmers and ranchers, aquatic
producers, their cooperatives, related businesses, and
rural homeowners, while Farmer Mac provides a sec-
ondary market for agricultural real estate and rural
housing mortgages.

The Farm Credit System

During 2004, the financial condition of the System’s
banks and associations continued a 15-year trend of
improving financial health and performance. As of Sep-
tember 30, 2004, capital increased 11.1 percent for the
year and stood at $18.0 billion. These capital numbers
exclude $2.1 billion of restricted capital held by the
Farm Credit System Insurance Corporation (FCSIC).
Loan volume has increased since 1989 to $94.9 billion
in September 2004. The rate of asset growth for the
preceding three-year period (2001-2003) has been aver-
aging 7.4 percent. However, the rate of capital accumu-
lation has been greater, resulting in total capital (in-



100

ANALYTICAL PERSPECTIVES

cluding restricted capital) equaling 16.2 percent of total
assets at year-end 2003, compared to 15.3 percent at
year-end 2000. Nonperforming loans decreased signifi-
cantly to 0.88 percent of total loans in September 2004,
compared to 1.38 percent in September 2003. Competi-
tive pressures, higher balances of lower yielding invest-
ments, and a low interest rate environment have nar-
rowed the FCS’s year-to-date net interest margin to
2.52 percent for September 2004 from 2.62 percent in
2003. The current interest rate environment and strong
competition in the lending markets are likely to con-
tinue placing pressure on the net interest margin. Con-
solidation continues to affect the structure of the FCS.
In January 1995, there were nine banks and 232 asso-
ciations; by September 2004, there were five banks and
97 associations.

The FCSIC ensures the timely payment of principal
and interest on FCS obligations. FCSIC manages the
Insurance Fund which supplements the System’s cap-
ital and supports the joint and several liability of the
System banks. On September 30, 2004 the Insurance
Fund’s net assets totaled $1.9 billion, of which $40 mil-
lion was allocated to the Allocated Insurance Reserve
Accounts (AIRAs) held for the System banks and the
Financial Assistance Corporation’s stockholders. Not in-
cluding the AIRAs, the Insurance Fund was at 2.01
percent of adjusted insured debt obligations of the Sys-
tem banks, slightly above the statutory minimum of
2 percent.

Improvement in the FCS’s financial condition is also
reflected in the examinations by the Farm Credit Ad-
ministration (FCA), its regulator. Each of the System
institutions is rated under the FCA Financial Institu-
tion Rating System (FIRS) for capital, asset quality,
management, earnings, liquidity, and sensitivity. At the
beginning of 1995, 197 institutions carried the best
FIRS ratings of 1 or 2, 36 were rated 3, one institution
was rated 4, no institutions were rated 5, and 26 insti-
tutions were under enforcement action. In September
2004, all 102 banks and associations had ratings of
1 or 2, and no institution was under an enforcement
action.

Over the past 12 months, the System’s loans out-
standing have grown by $3.6 billion, or 3.9 percent,
while over the past five years they have grown $25.2
billion, or 36.2 percent. The volume of lending secured
by farmland increased 51.5 percent, while farm-oper-
ating loans have increased 34.7 percent since 1999. Ag-
ricultural producers represented the largest borrower
group, with $76.9 billion including loans to rural home-
owners and leases, or 81.1 percent of the dollar amount
of loans outstanding. International loans (export financ-
ing) represent 3.0 percent of the System’s loan portfolio.
Loans to young, beginning, and small farmers and
ranchers represented 12.9, 18.7, and 31.8 percent, re-
spectively, of the total dollar volume outstanding in
2003, which is slightly higher than in 2002. These per-
centages cannot be summed given significant overlap
in these categories. Providing credit and related serv-
ices to young, beginning, and small farmers and ranch-

ers is a legislated mandate and a high priority for the
System.

The System, while continuing to record strong earn-
ings and capital growth, remains exposed to a variety
of risks, including concentration risk, possible changes
to government programs, the volatility of agricultural
exports and commodity prices, animal and plant dis-
eases, and concerns about future off-farm employment
prospects, given the trends in job outsourcing and glob-
al competition.

Farmer Mac

Farmer Mac was established in 1987 to facilitate a
secondary market for farm real estate and rural hous-
ing loans. Since the Agricultural Credit Act of 1987,
there have been several amendments to Farmer Mac’s
chartering statute. Perhaps the most significant amend-
ing legislation for Farmer Mac was the Farm Credit
System Reform Act of 1996 that transformed Farmer
Mac from a guarantor of securities backed by loan pools
into a direct purchaser of mortgages, enabling it to
form pools to securitize. The 1996 Act increased Farmer
Mac’s ability to provide liquidity to agricultural mort-
gage lenders. Since the passage of the 1996 Act, Farmer
Mac’s program activities and business have increased
significantly.

Farmer Mac continues to meet core capital and regu-
latory risk-based capital requirements. Farmer Mac’s
total program activity (loans purchased and guaran-
teed, and AgVantage bonds purchased) as of September
30, 2004, totaled $5.5 billion. That volume represents
1.8 percent reduction from program activity at Sep-
tember 30, 2003. Of total program activity, $2.2 billion
were on-balance sheet loans and agricultural mortgage-
backed securities and $3.3 billion were off-balance sheet
obligations. Total assets were $3.8 billion at the close
of the calendar third quarter, with non-program invest-
ments accounting for $1.4 billion of those assets. Farm-
er Mac’s net income to common stockholders for the
first three quarters of 2004 was $18.4 million, a de-
crease of $1.74 million, or 8.7 percent from the same
period in 2003.

International Credit Programs

Seven Federal agencies—the Department of Agri-
culture (USDA), the Department of Defense, the De-
partment of State, the Department of the Treasury,
the Agency for International Development (USAID), the
Export-Import Bank, and the Overseas Private Invest-
ment Corporation (OPIC)—provide direct loans, loan
guarantees, and insurance to a variety of foreign pri-
vate and sovereign borrowers. These programs are in-
tended to level the playing field for U.S. exporters, de-
liver robust support for U.S. manufactured goods, sta-
bilize international financial markets, and promote sus-
tainable development.

Leveling the Playing Field

Federal export credit programs counter subsidies that
foreign governments, largely in Europe and Japan, pro-
vide their exporters, usually through export credit agen-
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cies (ECAs). The U.S. Government has worked since
the 1970’s to constrain official credit support through
a multilateral agreement in the Organization for Eco-
nomic Cooperation and Development (OECD). This
agreement has significantly constrained direct interest
rate subsidies and tied-aid grants. Further negotiations
resulted in a multilateral agreement that standardized
the fees for sovereign lending across all ECAs beginning
in April 1999. Fees for non-sovereign lending, however,
continue to vary widely across ECAs and markets,
thereby providing implicit subsidies.

The Export-Import Bank attempts to strategically
“level the playing field” and to fill gaps in the avail-
ability of private export credit. The Export-Import Bank
provides export credits, in the form of direct loans or
loan guarantees, to U.S. exporters who meet basic eligi-
bility criteria and who request the Bank’s assistance.
USDA’s “GSM” programs similarly help to level the
playing field. Like programs of other agricultural ex-
porting nations, GSM programs guarantee payment
from countries and entities that want to import U.S.
agricultural products but cannot easily obtain credit.
The U.S. has been negotiating in the OECD the terms
of agricultural export financing, the outcome of which
could affect the GSM programs.

Stabilizing International Financial Markets

In today’s global economy, the health and prosperity
of the American economy depend importantly on the
stability of the global financial system and the economic
health of our major trading partners. The United States
can contribute to orderly exchange arrangements and
a stable system of exchange rates by providing re-
sources on a multilateral basis through the IMF (dis-
cussed in other sections of the Budget), and through
financial support provided by the Exchange Stabiliza-
tion Fund (ESF).

The ESF may provide “bridge loans” to other coun-
tries in times of short-term liquidity problems and fi-
nancial crises. In the past, “bridge loans” from ESF
provided dollars to a country over a short period before
the disbursement of an IMF loan to the country. Also,
a package of up to $20 billion of medium-term ESF
financial support was made available to Mexico during
its crisis in 1995. Such support was essential in helping
to stabilize Mexican and global financial markets. Mex-
ico paid back its borrowings under this package ahead
of schedule in 1997, and the United States earned al-
most $600 million more in interest than it would have
without the lending. There was zero subsidy cost for
the United States as defined under credit reform, as
the medium-term credit carried interest rates reflecting
an appropriate country risk premium.

The United States also expressed a willingness to
provide ESF support in response to the financial crises
affecting some countries such as South Korea in 1997
and Brazil in 1998. It did not prove necessary to pro-
vide an ESF credit facility for Korea, but the United
States agreed to guarantee through the ESF up to $5
billion of a $13.2 billion Bank for International Settle-

ments (BIS) credit facility for Brazil. In the event, the
ESF guaranteed $3.3 billion in BIS credits to Brazil
and earned $140.3 million in commissions. Such sup-
port helped to provide the international confidence
needed by these countries to begin the stabilization
process.

Using Credit to Promote Sustainable Develop-
ment

Credit is an important tool in U.S. bilateral assist-
ance to promote sustainable development. USAID’s De-
velopment Credit Authority (DCA) allows USAID to use
a variety of credit tools to support its development ac-
tivities abroad. This unit encompasses newer DCA ac-
tivities, such as municipal bond guarantees for local
governments in developing countries, as well as
USAID’s traditional microenterprise and urban environ-
mental credit programs. DCA provides non-sovereign
loans and loan guarantees in targeted cases where cred-
it serves more effectively than traditional grant mecha-
nisms to achieve sustainable development. DCA is in-
tended to mobilize host country private capital to fi-
nance sustainable development in line with USAID’s
strategic objectives. Through the use of partial loan
guarantees and risk sharing with the private sector,
DCA stimulates private-sector lending for financially
viable development projects, thereby leveraging host-
country capital and strengthening sub-national capital
markets in the developing world. While there is clear
demand for DCA’s facilities in some emerging econo-
mies, the utilization rate for these facilities is still very
low.

OPIC also supports a mix of development, employ-
ment, and export goals by promoting U.S. direct invest-
ment in developing countries. OPIC pursues these goals
through political risk insurance, direct loans, and guar-
antee products, which provide finance, as well as associ-
ated skills and technology transfers. These programs
are intended to create more efficient financial markets,
eventually encouraging the private sector to supplant
OPIC finance in developing countries. OPIC has also
created a number of investment funds that provide eq-
uity to local companies with strong development poten-
tial.

Ongoing Coordination

International credit programs are coordinated
through two groups to ensure consistency in policy de-
sign and credit implementation. The Trade Promotion
Coordinating Committee (TPCC) works within the Ad-
ministration to develop a National Export Strategy to
make the delivery of trade promotion support more ef-
fective and convenient for U.S. exporters.

The Interagency Country Risk Assessment System
(ICRAS) standardizes the way in which agencies budget
for the cost associated with the risk of international
lending. The cost of lending by the agencies is governed
by proprietary U.S. government ratings, which cor-
respond to a set of default estimates over a given matu-
rity. The methodology establishes assumptions about
default risks in international lending using averages
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of international sovereign bond market data. The
strength of this method is its link to the market and
an annual update that adjusts the default estimates
to reflect the most recent risks observed in the market.

For 2006, OMB updated the default estimates using
the default estimate methodology introduced in FY
2003 and the most recent market data. The 2003 de-
fault estimate methodology implemented a significant
revision that uses more sophisticated financial analyses
and comprehensive market data, and better isolates the
expected cost of default implicit in interest rates
charged by private investors to sovereign borrowers.
All else being equal, this change expands the level of
international lending an agency can support with a
given appropriation. For example, the Export-Import
Bank will be able to provide generally higher lending
levels using lower appropriations in 2006.

Adapting to Changing Market Conditions

Overall, officially supported finance and transfers ac-
count for a tiny fraction of international capital flows.
Furthermore, the private sector is continuously adapt-
ing its size and role in emerging markets finance to

changing market conditions. In response, the Adminis-
tration is working to adapt international lending at
Export-Import Bank and OPIC to dynamic private sec-
tor finance. The Export-Import Bank, for example, is
developing a sharper focus on lending that would other-
wise not occur without Federal assistance. Measures
under development include reducing risks, collecting
fees from program users, and improving the focus on
exporters who truly cannot access private export fi-
nance.

OPIC in the past has focused relatively narrowly on
providing financing and insurance services to large U.S.
companies investing abroad. As a result, OPIC did not
devote significant resources to its mission of promoting
development through mobilizing private capital. In
2003, OPIC implemented new development performance
measures and goals that reflect the mandate to revi-
talize its core development mission.

These changes at the Export-Import Bank and at
OPIC will place more emphasis on correcting market
imperfections as the private sector’s ability to bear
emerging market risks becomes larger, more sophisti-
cated, and more efficient.

IV. INSURANCE PROGRAMS

Deposit Insurance

Federal deposit insurance promotes stability in the
U.S. financial system. Prior to the establishment of
Federal deposit insurance, failures of some depository
institutions often caused depositors to lose confidence
in the banking system and rush to withdraw deposits.
Such sudden withdrawals caused serious disruption to
the economy. In 1933, in the midst of the Depression,
the system of Federal deposit insurance was established
to protect small depositors and prevent bank failures
from causing widespread disruption in financial mar-
kets. The federal deposit insurance system came under
serious strain in the late 1980s and early 1990s when
over 2,500 banks and thrifts failed. The Federal Gov-
ernment responded with a series of reforms designed
to improve the safety and soundness of the banking
system. These reforms, combined with more favorable
economic conditions, helped to restore the health of de-
pository institutions and the deposit insurance system.

The Federal Deposit Insurance Corporation (FDIC)
insures deposits in banks and savings associations
(thrifts) through separate insurance funds: the Bank
Insurance Fund (BIF) and the Savings Association In-
surance Fund (SAIF). The National Credit Union Ad-
ministration (NCUA) administers the insurance fund
for most credit unions (certain credit unions are pri-
vately insured and not covered by the fund). FDIC and
NCUA insure deposits up to $100,000 per account.
FDIC insures $3.6 trillion of deposits at 7,660 commer-
cial banks and 1,365 savings institutions. NCUA in-
sures about 9,113 credit unions with $495 billion in
insured shares.

Current Industry and Insurance Fund Conditions

The bank industry continues to earn record profits.
In the quarter ending September 30, 2004, banks re-
ported record-high earnings for the sixth time in the
last seven quarters. In fiscal year 2004, industry net
income totaled $122 billion, an increase of 7 percent
over fiscal year 2003. The quality of loans continues
to improve as net charge-offs fell to a four-year low.
Despite the improving trends, some risks remain. Ris-
ing interest rates, for example, might cause stresses
in certain real-estate markets and strains on banks
in some regions.

Only four BIF members and one SAIF member with
a combined $175 million dollars in assets failed during
fiscal year 2004. In comparison, in the last five years,
assets associated with BIF failures have averaged $857
million per year, while failures associated with SAIF
averaged $455 million. At the height of the banking
crisis in 1989, failed assets rose to over $150 billion
in one year. The FDIC currently classifies 95 institu-
tions with $25 billion in assets as “problem institu-
tions,” compared to 116 institutions with $30 billion
in assets a year ago.

In fiscal year 2004, the reserve ratio (ratio of insur-
ance reserves to insured deposits) of BIF stayed above
the 1.25-percent statutory target. As of September 30,
2004, BIF had estimated reserves of $34 billion, or 1.32
percent of insured deposits. Factors that helped BIF
stay above the statutory target in fiscal year 2004 in-
clude fewer bank failures, slow growth of insured depos-
its, and increases in unrealized gains on securities
available for sale. The SAIF reserve ratio also remained
above the designated reserve ratio throughout the year.
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As of September 30, 2004, SAIF had reserves of $12.5
billion, or 1.33 percent of insured deposits. Through
June 30, 2005, the FDIC will continue to maintain de-
posit insurance premiums in a range from zero for the
healthiest institutions to 27 cents per $100 of assess-
able deposits for the riskiest institutions. In May, the
FDIC will set assessment rates for July through Decem-
ber of this year. Due to the strong financial condition
of the industry and the insurance funds, less than 10
percent of banks and thrifts paid insurance premiums
in 2004.

During 2004, 22 Federally insured credit unions with
$120 million in assets failed (including assisted merg-
ers). In comparison, in 2003, 8 Federally insured credit
unions with $25 million in assets failed. The National
Credit Union Share Insurance Fund (NCUSIF) ended
fiscal year 2004 with assets of $6.3 billion and an eq-
uity ratio of 1.28 percent, below the NCUA-set target
ratio of 1.30 percent. Each insured credit union is re-
quired to deposit and maintain an amount equal to
1 percent of its member share accounts in the fund.
Premiums were waived during 2004 because the ratio
stayed above 1.25 percent. As the Fund’s equity ratio
did not exceed 1.30 percent, NCUA did not provide
a dividend to credit unions in fiscal year 2004.

The Federal banking regulators (the Federal Deposit
Insurance Corporation, the Office of the Comptroller
of the Currency, the Office of Thrift Supervision, and
the Federal Reserve) are planning a rulemaking that
would implement the new Basel Capital Accord (Basel
IT). The original Basel Capital Accord is an inter-
national agreement establishing a wuniform capital
standard across nations. It adopted a risk-based capital
requirement that applies differing risk weights to a
few broad categories of assets. Basel II proposes several
ways to improve the risk-based capital requirement,
including refining risk categories and applying sophisti-
cated models calculating the risk of various assets. U.S.
regulators are considering implementing the model-
based capital requirement for the largest banks (about
20) that have complex financial structures and exper-
tise to apply sophisticated models. The new capital re-
quirement would be a major change because those
banks hold the overwhelming majority of U.S. banking
assets.

As a result of consolidation, fewer large banks control
an increasingly substantial share of banking assets.
Thus, the failure of even one of these large institutions
could strain the insurance fund. Banks are increasingly
using sophisticated financial instruments such as asset-
backed securities and financial derivatives, which could
have unforeseen effects on risk levels. Whether or not
these new instruments add to risk, they do complicate
the work of regulators who must gauge each institu-
tion’s financial health and the potential for deposit in-
surance losses that a troubled institution may rep-
resent.

Federal Deposit Insurance Reform

While the deposit insurance system is in good condi-
tion, the Administration supports reforms to make im-
provements in the operation and fairness of the deposit
insurance system for banks and thrifts. In 2003, the
Treasury Department and federal banking regulatory
agencies submitted to Congress a proposal that would
accomplish this objective. Specifically, the proposal
would merge the BIF and the SAIF. A single merged
fund would be stronger and better diversified than ei-
ther fund alone and would prevent the possibility that
institutions posing similar risks would again pay sig-
nificantly different premiums for the same product.
Under the current system, the FDIC is required to
maintain a ratio of insurance fund reserves to total
insured deposits of 1.25 percent. If insurance fund re-
serves fall below the 1.25 ratio, the FDIC must charge
either sufficient premiums to restore the reserve ratio
to 1.25 percent within one year, or no less than 23
basis points if the reserve ratio remains below 1.25
percent for more than one year. The Administration’s
proposal would give the FDIC authority to adjust the
ratio periodically within prescribed upper and lower
bounds and greater discretion in determining how
quickly it restores the ratio to target levels. This flexi-
bility would help reduce potential pro-cyclical effects
by stabilizing industry costs over time and avoiding
sharp premium increases when the economy may be
under stress. Finally, the FDIC has been prohibited
since 1996 from charging premiums to “well-capital-
ized” and well-run institutions as long as insurance
fund reserves equal or exceed 1.25 percent of insured
deposits. Therefore, less than 10 percent of banks and
thrifts pay insurance premiums, allowing a large num-
ber of financial institutions to increase their insured
deposits rapidly without any contribution to the insur-
ance fund. The Administration proposal would repeal
this prohibition to ensure that institutions with rapidly
increasing insured deposits or greater risks appro-
priately compensate the insurance fund.

Pension Guarantees

The Pension Benefit Guaranty Corporation (PBGC)
insures most defined-benefit pension plans sponsored
by private employers. PBGC pays the benefits guaran-
teed by law when a company with an underfunded pen-
sion plan becomes insolvent. PBGC’s exposure to claims
relates to the underfunding of pension plans, that is,
to any amount by which vested future benefits exceed
plan assets. In the near term, its loss exposure results
from financially distressed firms with underfunded
plans. In the longer term, additional loss exposure re-
sults from the possibility that currently healthy firms
become distressed and currently well-funded plans be-
come underfunded due to inadequate contributions or
poor investment results.

PBGC monitors troubled companies with under-
funded plans and acts, in bankruptcies, to protect its
beneficiaries and the future of the program. Such pro-
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tections include, where necessary, initiating plan termi-
nation. Under its Early Warning Program, PBGC nego-
tiates settlements with companies that reduce losses
in the event the plan terminates.

PBGC’s single-employer program suffered record an-
nual losses from underfunded plan terminations in
2001 through 2004. As a result of these record losses,
the program’s deficit at FY 2004 year-end stood at
$23.3 billion, compared to $11.2 billion a year earlier
and a $9.7 billion surplus at FY 2000 year-end. Large
underfunded terminations include: in FY 2002, LTV,
a steel company, with a claim of nearly $2 billion,
which was PBGC’s largest to date; in FY 2003, Beth-
lehem Steel, with a claim of about $3.6 billion, National
Steel, and US Airways’ Pilots Plan; and in FY 2004,
Kaiser Aluminum’s Salaried Plan, Pillowtex, and
Weirton Steel. More important in FY 2004 than claims
for completed terminations was the increase in claims
for “probable” terminations to $16.9 billion from $5.2
billion in FY 2003.

Additional risk and exposure may remain for the fu-
ture because of economic uncertainties and significant
underfunding in single-employer pension plans, which
exceed an estimated $450 billion at fiscal year-end,
compared to $350 billion at the end of FY 2003 and
$50 billion at the end of December 2000. PBGC’s expo-
sure to “reasonably possible” terminations, the amount
of unfunded vested benefits in pension plans sponsored
by companies at greater risk of default, stood at $96
billion at the end of December 2003, up from $82 billion
a year earlier.

The smaller multiemployer program guarantees pen-
sion benefits of certain unionized plans offered by sev-
eral employers in an industry. It ended 2003 with its
first deficit in over 20 years, of about $261 million.
The deficit fell to $236 million in 2004. However, esti-
mated underfunding in multiemployer plans approxi-
mated $150 billion at year-end, up from over $100 bil-
lion at the end of FY 2003.

With assets of $39 billion, the agency can meet its
obligations for a number of years into the future, but,
with $62 billion of liabilities in the single-employer pro-
gram, it is clear that the financial integrity of the fed-
eral pension insurance program is at risk.

Looking to the long term, to avoid benefit reductions,
strengthen PBGC, and help stabilize the defined-benefit
pension system, the 2006 Budget proposes legislative
reforms to:

¢ Require employers to fully fund their plans by
making up their funding shortfall over a reason-
able period of time and give companies added
flexibility to contribute more in good economic
times.

¢ Require that funding be based on a more accurate
measure of liabilities and establish appropriate
funding targets based on a plan’s risk of termi-
nation.

e Update the variable-rate premium to reflect the
new funding targets and provide for the PBGC
Board to reexamine it periodically to cover the

cost of expected claims and to improve PBGC’s
financial position; and adjust the flat-rate pre-
mium to reflect the growth in worker wages.

e Require employers to forego benefit increases if
the sponsor is financially weak or has a signifi-
cantly underfunded pension plan.

e Require plans to provide timely information on
the true financial health of pension plans to work-
ers and make such information publicly available
to other stakeholders.

The Administration’s comprehensive reforms will
strengthen funding for workers’ defined-benefit pen-
sions; provide more accurate information about pension
liabilities and plan underfunding; and ensure PBGC’s
continued ability to safeguard pension benefits for 44
million Americans.

Disaster Insurance

Flood Insurance

The Federal Government provides flood insurance
through the National Flood Insurance Program (NFIP),
which is administered by the Emergency Preparedness
and Response Directorate of the Department of Home-
land Security (DHS). Flood insurance is available to
homeowners and businesses in communities that have
adopted and enforced appropriate flood plain manage-
ment measures. Coverage is limited to buildings and
their contents. By 2005, the program is projected to
have approximately 4.9 million policies from more than
19,000 communities with $828 billion of insurance in
force.

Prior to the creation of the program in 1968, many
factors made it cost prohibitive for private insurance
companies alone to make affordable flood insurance
available. In response, the NFIP was established to
make insurance coverage widely available. The NFIP
requires building standards and other mitigation efforts
to reduce losses, and operates a flood hazard mapping
program to quantify the geographic risk of flooding.
These efforts have made substantial progress.

The number of policies in the program has grown
significantly over time. The number of enrolled policies
grew from 2.4 to 4.3 million between 1990 and 2002,
and by about 85,000 policies in 2004, bringing the pol-
icy total to 4.5 million. DHS is using three strategies
to increase the number of flood insurance policies in
force: lender compliance, program simplification, and
expanded marketing. DHS is educating financial regu-
lators about the mandatory flood insurance requirement
for properties that are located in flood plains and have
mortgages from federally regulated lenders. The NFIP
also has a multi-pronged strategy for reducing future
flood damage. The NFIP offers mitigation insurance to
allow flood victims to rebuild to code, thereby reducing
future flood damage costs. Further, through the Com-
munity Rating System, DHS adjusts premium rates to
encourage community and State mitigation activities
beyond those required by the NFIP.
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Despite these efforts, the program faces financial
challenges. The program’s financing account, which is
a cash fund, has sometimes had expenses greater than
its revenue, preventing it from building sufficient long-
term reserves. This is mostly because a large portion
of the policyholders pay subsidized premiums. DHS
charges subsidized premiums for properties built before
a community adopted the NFIP building standards.
Properties built subsequently are charged actuarially
fair rates. The creators of the NFIP assumed that even-
tually the NFIP would become self-sustaining as older
properties left the program. The share of subsidized
properties in the program has fallen, but remains sub-
stantial; it was 70 percent in 1978 and is 28 percent
today.

Until the mid-1980s, Congress appropriated funds pe-
riodically to support subsidized premiums. However,
the program has not received appropriations since 1986.
During the 1990s, FEMA, which is now part of DHS,
relied on Treasury borrowing to help finance its loss
expenses (the NFIP may borrow up to $1.5 billion).
As of October 31, 2002, the NFIP had repaid all of
its outstanding debt.

Although the program is generally well run, it re-
ceives some criticism about the low participation rate
and the inclusion of subsidized properties, especially
those that are repetitively flooded. The program has
identified approximately 11,000 properties for mitiga-
tion action. To the extent they are available; funds will
come from the Hazard Mitigation Grant Program, the
Predisaster Mitigation Grant Program, and the Flood
Mitigation Grant Program. The Flood Insurance Reform
Act of 2004 defines the criteria that qualify these repet-
itively-damaged properties for special mitigation. The
legislation also extended the NFIP’s authority through
September 30, 2008. An additional problem is the fairly
low participation rate. Currently, less than half of the
eligible properties in identified flood plains participate
in this program. In comparison, the participation rate
for private wind and hurricane insurance is nearly 90
percent in at-risk areas. Given that flood damage
causes roughly $6 billion in property damage annually,
DHS is in the process of evaluating its incentive struc-
ture to attract more participation in the program, while
not encouraging misuse of the program.

Crop Insurance

Subsidized Federal crop insurance administered by
USDA’s Risk Management Agency (RMA) plays an im-
portant role in assisting farmers to manage yield and
revenue shortfalls due to bad weather or other natural
disasters. RMA continues to evaluate and, provide new
products so that the Government can further reduce
the need for ad-hoc disaster assistance payments to
the agriculture community in bad years.

The USDA crop insurance program is a cooperative
effort between the Federal Government and the private
insurance industry. Private insurance companies sell
and service crop insurance policies. These companies
rely on reinsurance provided by the Federal Govern-

ment and also by the commercial reinsurance market
to manage their individual risk portfolio. The Federal
Government reimburses private companies for the ad-
ministrative expenses associated with providing crop in-
surance and reinsures the private companies for excess
insurance losses on all policies. The Federal Govern-
ment also subsidizes premiums for farmers. The Agri-
cultural Risk Protection Act of 2000 (ARPA) increased
premium subsidy levels to encourage farmers to pur-
chase higher and more effective levels of coverage.

RMA renegotiated the Standard Reinsurance Agree-
ment (SRA) in 2004. The SRA contains the operational
and financial risk sharing terms between the Federal
Government and the private companies. The ARPA al-
lowed these terms to be renegotiated once between the
2001 and 2005 reinsurance years. RMA utilized this
opportunity to strengthen the document to address such
issues as company oversight and quality control. As
a result of these negotiations, company administrative
expense reimbursements were reduced by approxi-
mately 3 percent, and a 5 percent net book quota share
was introduced to better balance profit potential be-
tween the companies and the Federal Government. The
new SRA is expected to generate annual program cost
savings of approximately $36 million.

In addition to these changes, the 2006 Budget in-
cludes a legislative proposal that would require any
farmer that receives a Federal commodity payment for
his/her crop to buy crop insurance at a minimum cov-
erage level of 50/100. This proposal is intended to en-
sure farmers have adequate protection in the event of
a natural disaster without resorting to ad hoc disaster
assistance. Additionally, the Administration’s proposal
will lower the imputed premium on Catastrophic Crop
Insurance (CAT) by 25 percent and charge an adminis-
trative fee on CAT equal to the greater of $100 or
25 percent of the (restated) imputed CAT premium,
subject to a maximum fee of $5,000. The proposal will
also reduce premium subsidies by 5 percentage points
on policies with a coverage level of 70 percent or below
(75 percent for Group Risk Protection (GRP)) and by
2 percentage point on policies with a coverage level
of 75 percent or above (80 percent for GRP). Plus the
proposal reduces the A&O reimbursement on all buy-
up coverage by 2 percentage points and increases the
net book quota share to 22 percent, but provides a
ceding commision to the companies of 2 percent. These
changes are expected to be in effect in 2007 and will
save $140 million a year.

There are various types of insurance programs. The
most basic type of coverage is CAT, which compensates
the farmer for losses in excess of 50 percent of the
individual’s average yield at 55 percent of the expected
market price. The CAT premium is entirely subsidized,
and farmers pay only an administrative fee. Commer-
cial insurance companies deliver the product to the pro-
ducer in all states. Additional coverage is available to
producers who wish to insure crops above the CAT
coverage level. Premium rates for additional coverage
depend on the level of coverage selected and vary from
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crop to crop and county to county. The additional levels
of insurance coverage are more attractive to farmers
due to availability of optional units, other policy provi-
sions not available with CAT coverage, and the ability
to obtain a level of protection that permits them to
use crop insurance as loan collateral and to achieve
greater financial security. Private companies sell and
service the catastrophic portion of the crop insurance
program, and also provide higher levels of coverage,
which are also federally subsidized. Approximately 82
percent of eligible acres participated in one or more
crop insurance programs in 2004.

For producers purchasing the additional levels of in-
surance, there are a wide range of yield- and revenue-
based insurance products available through the Federal
crop insurance program. Revenue insurance programs
protect against loss of revenue stemming from low
prices, poor yields, or a combination of both. These pro-
grams extend traditional multi-peril crop insurance pro-
tection by adding price variability to production history.
Indemnities are due when any combination of yield and
price results in revenue that is less than the revenue
guarantee. The price component common to these plans
uses the commodity futures market for price discovery.
Revenue products have gained wide acceptance among
producers and have played an integral role in providing
more effective risk management options for the nation’s
agricultural producers. In crop year 2004, these revenue
products accounted for over 52 percent of all policies
earning premium, 59 percent of net insured acres, and
55 percent of total program liability.

USDA also continues to expand coverage. In 2004,
a sugar beet stage removal pilot program was intro-
duced. In addition, approval was given to a pilot pro-
gram of crop insurance for Silage Sorghum in two
states and to make Adjusted Gross Revenue-Lite avail-
able in five additional states, both effective for the 2005
crop year. USDA also expanded the availability of the
Livestock Risk Protection plan of insurance to addi-
tional states and for additional types of livestock. Fur-
ther, RMA has issued 4 contracts for development of
new risk management tools for pasture, rangeland and
forage. ARPA directed FCIC to establish the develop-
ment of a pasture, rangeland and forage program as
one of its highest research and development priorities.
RMA continues to pursue a number of avenues to in-
crease program participation among underserved states
and commodities.

For more information and additional crop insurance
program details, please reference RMA’s web site:
(www.rma.usda.gov).

Insurance against Security-Related Risks

The Federal Government offers terrorism risk insur-
ance and Airline War Risk Insurance on a temporary
basis, and has created the smallpox injury compensa-
tion program. After the September 11 attacks, private
insurers became reluctant to insure against security-
related risks such as terrorism and war. Those events
are so uncertain in terms of both the frequency of occur-

rence and the magnitude of potential loss that private
insurers have difficulty estimating the expected loss.
Furthermore, terrorism can produce a large loss that
could wipe out private insurers’ capital. These uncer-
tainties make the private sector reluctant to provide
security-related insurance. Thus, it is necessary for the
smooth functioning of our economy that the Federal
Government insure against some security-related risks
until the private sector learns enough to be comfortable
about estimating those risks.

Terrorism Risk Insurance

On November 26, 2002, President Bush signed into
law the Terrorism Risk Insurance Act of 2002. The
Act was designed to address disruptions in economic
activity caused by the withdrawal of many insurance
companies from the marketplace for terrorism risk in-
surance in the aftermath of the terrorist attacks of
September 11, 2001. Their withdrawal in the face of
great uncertainty as to their risk exposure to future
terrorist attacks led to a moratorium in construction
projects, increased business costs for the insurance that
was available, and substantial shifting of risk from re-
insurers to primary insurers, and from insurers to pol-
icyholders (e.g., investors, businesses, and property
owners). Ultimately, these costs were borne by Amer-
ican workers and communities through decreased devel-
opment and economic activity.

The Act established a temporary Federal program
that provides for a system of shared public and private
compensation for insured commercial property and cas-
ualty losses arising from acts of terrorism. The program
is administered by the Treasury Department and is
scheduled to sunset on December 31, 2005.

Under the Act, insurance companies included under
the program must make available to their policyholders
during the first two years of the program coverage for
losses from acts of terrorism (as defined by the Act),
and Treasury was required to determine whether to
extend this requirement into the third and final year
of the program. On June 18, 2004, the Secretary of
the Treasury announced his decision to extend the
“make available” requirement through the third and
final year. The Act also requires as a condition for
Federal payment that insurance companies disclose to
policyholders the premium charged for terrorism risk
insurance and the Federal share of compensation under
the program.

In the event of a terrorist attack on private busi-
nesses and others covered by this program, insurance
companies will cover 100 percent of the insured losses
up to each insurance company’s deductible as specified
in the Act. Insured losses above that amount would
then be shared between the insurance company and
the Treasury, with Treasury covering 90 percent of the
losses above the insurance company’s deductible. How-
ever, neither the Treasury nor any insurer would be
liable for any amount exceeding the statutory annual
cap of $100 billion in aggregate insured losses. At that
point, the Act explains that Congress will determine
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the procedures and source of any further payments.
The Act also provides authority for the Treasury to
recoup Federal payments via surcharges on policy-
holders. Certain recoupment is mandatory, based on
insurance marketplace aggregate annual retention
amounts specified in the enabling statute. In other cir-
cumstances, the Act authorizes optional recoupment.

Treasury has created a separate Terrorism Risk In-
surance Program office to implement the Act, which
has included setting up an infrastructure to handle po-
tential claims under the Act. In order to be ready to
make payments under the Act, Treasury has: 1) final-
ized all of the regulations necessary for the submission
and payment of potential claims under the Act; 2) con-
tracted with a claims management contractor and an
auditor to assist with the processing and verification
of potential claims; and 3) established a web-based
claims facility. The Act also requires Treasury to con-
duct a study on the effectiveness of the program and
to report the results to the Congress by June 30, 2005.
Treasury has been conducting a comprehensive survey
of insurers, reinsurers, and policyholders as part of that
study.

Airline War Risk Insurance

After the September 11, 2001 attacks, private insur-
ers cancelled third-party liability war risk coverage for
airlines and dramatically increased the cost of other
war risk insurance. In response, the Department of
Transportation (DOT) provided a short-term reimburse-
ment to airlines for the increased cost of aviation hull
and passenger liability war risk insurance under the
authority provided in P.L. 107—42. Due to the extended
disruption in the marketplace, DOT also offered airlines
third-party liability war risk insurance coverage at sub-
sidized rates to replace coverage initially withdrawn
by private insurers. Under Presidential Determination
No. 01-29, the President delegated the authority to
extend the duration of aviation insurance to the Sec-
retary of Transportation. Starting in 2001, insurance
coverage was initially provided in 60-day increments,
but Presidential Determination Nos. 2004-9 and
2005-15 subsequently extended the allowable period of
insurance up to one year.

The Homeland Security Act of 2002 included airline
war risk insurance legislation. This law mandated an
extended term for third-party war risk coverage and
expanded the scope of coverage to include war risk hull,
passenger and crew, and property liability insurance.
Under the law, the Secretary of Transportation was
directed to extend insurance policies until August 31,

2003. In addition, the law also limited the total pre-
mium for the three types of insurance to twice the
premium rate charged for the third-party liability in-
surance as of June 19, 2002. The 2003 Department
of Defense supplemental appropriation (P.L. 108-11),
the Century of Aviation Reauthorization Act (P.L.
108-176, Vision 100), and the Consolidated Appropria-
tions Act of 2005 (P.L. 108-447) ultimately extended
the mandatory provision of insurance through August
31, 2005. Consequently, in December 2004, the Presi-
dent issued Presidential Determination 2005-15, au-
thorizing the continued provision of insurance now in
force through August 31, 2005, and the DOT issued
policies to conform to that date. The basic authority
of the insurance program extends through March 30,
2008

Currently 75 air carriers are insured by DOT. Cov-
erage for individual carriers ranges from $80 million
to $4 billion per carrier with the median insurance
coverage at approximately $1.8 billion per occurrence.
Premiums collected by the Government are deposited
into the Aviation Insurance Revolving Fund. In 2004,
the fund collected approximately $180 million in pre-
miums for insurance provided by DOT. In 2005, it is
anticipated that $109 million in premiums will be col-
lected by DOT for the provision of insurance. At the
end of 2004, the balance of the Aviation Insurance Re-
volving Fund available for future claim payments was
$401 million. The Federal Government would pay any
claims by the airlines that exceed the balance in the
aviation insurance revolving fund.

Smallpox Injury Compensation

The Administration has taken steps to insure the
immediate mobilization of emergency response per-
sonnel in the event of a smallpox attack. The Smallpox
Injury Compensation Program, set up under the Small-
pox Emergency Personnel Protection Act of 2003, en-
courages vaccination of designated emergency personnel
by providing benefits and/or compensation to certain
persons harmed as a direct result of receiving smallpox
countermeasures, including the smallpox vaccine. Only
persons receiving the smallpox vaccine under the De-
partment of Health and Human Services Declaration
Regarding the Administration of Smallpox Counter-
measures are eligible for benefits. Also, the Homeland
Security Act of 2002 provided medical liability protec-
tion to doctors, drug manufacturers, and hospitals that
administer smallpox vaccine and other countermeasures
during an emergency declaration.
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Chart 7-2. Face Value of Federal Credit
Outstanding

Dollars in trillions
1.6

1.4
1.2
1.0
0.8

0.6

0.4

0.2 /

0 rrrrrrerrerrerrrrrererrerrrrrrrrrrrrrrrrd

1970 1975 1980 1985 1990 1995 2000 2005

Direct Loans




7. CREDIT AND INSURANCE 109

Table 7-1. ESTIMATED FUTURE COST OF OUTSTANDING FEDERAL CREDIT PROGRAMS

(in billions of dollars)

Estimated Estimated
Program Outstanding | Future Costs | Outstanding | Future Costs
2003 of 2003 2004 of 2004
Outstanding ! Outstanding !
Direct Loans: 2

Federal Student Loan Programs ..........ceeeeneeneneenneensesnenneeens 102 10 107 8

Farm Service Agency (excl. CCC), Rural Development, Rural
HOUSING oot 44 11 43 10
Rural Utilities Service and Rural Telephone Bank .. 32 3 32 3
Housing and Urban Development ... 13 3 13 3
Agency for International Development . 9 4 8 3
Public Law 480 11 7 9 5
Export-Import Bank .... . 11 4 1 5
Commodity Credit Corporation ..... . 7 3 7 3
Federal Communications Commission . 5 1 4 4
Disaster Assistance ..o . 3 1 3 1
Other Direct Loan Programs ..., 12| s 13 2
Total DIreCt LOANS .....ccovvriiiiiierieiisesssessississsesisesisessees 249 47 250 47

Guaranteed Loans: 2

FHA Mutual Mortgage Insurance Fund ..........cccooovvrercreerennenne 407 2 384 1
VA MORGAGE ...oovvrveiieiiiiiesie ettt 323 5 351 4
Federal Family Education Loan Program ... 213 15 245 23
FHA General/Special Risk Insurance Fund . 89 4 91 4
Government National Mortgage Association (GNMA)3 ... | ovrerverecnenns s *
Small Business 53 2 57 2
Export-Import Bank ... 34 3 36 2
International Assistance . 19 2 21 2
Farm Service Agency and Rural HOUSING ......ccocoveuevmneerncenennnene 24 1 24 1
Commodity Credit COrporation ............cccoeeeeereeneusreneeseereesneeeeens 4 * 4 *
Air Transportation Stabilization Program . . 2 1 2 1
Other Guaranteed Loan Programs .........c.ccoeeeeuereneeneereesneeneens 16 1 17 3
Total Guaranteed LOANS ........ccoevevreeveeesveesieeesiesesssesssessnes 1,184 36 1,232 43
Total Federal Credit ............cccocoeveeveeieieecesee e 1,907 83 1,935 90

*$500 million or less.

" Direct loan future costs are the financing account allowance for subsidy cost and the liquidating account allowance for esti-
mated uncollectible principal and interest. Loan guarantee future costs are estimated liabilities for loan guarantees.

2Excludes loans and guarantees by deposit insurance agencies and programs not included under credit reform, such as CCC
commaodity price supports. Defaulted guaranteed loans which become loans receivable are accounted for as direct loans.

3GN|\£A outstandings are excluded from the totals because they are secondary guarantees on loans guaranteed by FHA, VA
and RHS.
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Table 7-2. REESTIMATES OF CREDIT SUBSIDIES ON LOANS DISBURSED BETWEEN 1992-2004 1

(Budget authority and outlays, in millions of dollars)

Program

1994

1995

1996

1997

1998

1999

2000

2001

2002

2003

2004

2005

DIRECT LOANS:

Agriculture:

Agriculture credit insurance fund
Farm storage facility loans
Apple loans
Emergency boll weevil loan ...
Agricultural conservation .........
Distance learning and telemedicing ..........cccoveneene
Rural electrification and telecommunications loans
Rural telephone bank 1 ...
Rural housing insurance fund? ...

Rural economic development loans
Rural development loan program ..............
Rural community advancement program 2

P.L. 480
P.L. 480 Title | food for progress credits

Commerce:
FIShErES fiNANCE ......cveviveiireieieiee e sn

Defense:
Military housing improvement fund ...

Education:

Federal direct student loan program: 3
Volume reestimate
Other technical reestimate ..

College housing and academic facilities 10aNS ........ccccvevvevrcrnerreenens

Homeland Security:
Disaster assistance

Interior:
Bureau of Reclamation loans
Bureau of Indian Affairs direct loans .
Assistance to American Samoa

State:
Repatriation LOBNS ...ttt sseen

Transportation:
High priority corridor loans
Alameda corridor loan
Transportation infrastructure finance and innovation
Railroad rehabilitation and improvement program

Treasury:
Community development financial institutions fund .........c.ccoovvevnenininenns

Veterans Affairs:
Veterans housing benefit program fund
Native American veteran housing
Vocational Rehabilitation Loans

Environmental Protection Agency:
Abatement, control and cOmMPlIANCE .......c.ccueerrereurcineineireinenneeeeeeeeeee s

International Assistance Programs:
Foreign military fiNANCING ..o
U.S. Agency for International Development:
Micro and small enterprise development ...........ccocevenerenenineseseeeeeeens
Overseas Private Investment Corporation:
OPIC dIreCt I08NS .....oovvererriiircriiirecnrieie et
DEDE FEAUCHON ..ot

Small Business Administration:
Business loans
Disaster loans

Other Independent Agencies:
Export-Import Bank direct loans
Federal Communications Commission spectrum auction

LOAN GUARANTEES

Agriculture:
Agriculture credit INSUrANCE fUND .....c..cveivmier i

12

96

157
-804

205

117
92

40

266

-640
346

21
47

25
589

-305
380

111
732
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Table 7-2. REESTIMATES OF CREDIT SUBSIDIES ON LOANS DISBURSED BETWEEN 1992-2004 '—Continued

(Budget authority and outlays, in millions of dollars)

Program 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005
Agriculture resource conservation demonstration project 1
Commaodity Credit Corporation export guarantees ........

-13
Rural development insurance fund ............ccccevnene .
Rural housing insurance fund ..........cc.ccoc...
Rural community advancement program 2

Commerce:
Fisheries finance 3 * 1
Emergency steel guaranteed loans ........... 50 * 3
Emergency oil and gas guaranteed loans * * *
Defense:
Military housing improvement fund JUUPRN [SPURPORPUTY PUPURPURY EUPURPURPOURY FUVIOPIOPIORY UVPURPORIUR) DUPPOVPORRURE PROVOURIUPUIN PRRPORIURION PROVSUPPURTON DOORPURPOOEN -3 -1
Defense export loan guarantee e [ e [ [ e [ [ e [ [ -5
Education:
Federal family education loan program: 3
Volume reestimate R SO T 535 99 .. -13|  -60| —42|......... 2 ] I -420
Other technical reestimate 97 421 [510] FSURURSISIRN DRSS -140 667| -3,484/............ -2,483| -3,278| 1,321

Health and Human Services:
Heath center [0an uUarantees ... il P 1
Health education assistance loans -5 37| -33

Housing and Urban Development:

Indian housing loan guarantee .. -4

Title VI Indian guarantees ..., 4

Community development loan guarantees -10

FHA-mutual mortgage insurance 1,980

FHA-general and special risk 507
Interior:

Bureau of Indian Affairs guaranteed 10ans ... oo | e e 1] | STSRPIRRIINN DUVRRIRIN PO -14 -1 -2 -2 ¥
Transportation:

Maritime guaranteed loans (title XI) FR [SUUSTURUUY DOVOORIRIRY URTURRPIRY DRV DOV -7 30| 15| 187 271 -16 4

Minority DUSINESS FESOUICE CENTET ........cvuvrrercrcrereereeserrereeseesessnsssssesssssnsensenee | senseeenne | wresseesenss | seneenesnens | eonernennens [eessnsensens [rernennennes [rervennnenes [ oeneneenns L - * *
Treasury:
Air transportation stabilization Program ... |evnrennnens | ervernennes | eonreeneees [resmnnernes | erernenens [eeerennens frevneennns [ [ e, 113 -199| 292

Veterans Affairs:
Veterans housing benefit fund program ... 447 167| 334 -706 38| 492| 229| -770| -163| -184|-1,515| -462

International Assistance Programs:
U.S. Agency for International Development:

Development credit authority ................. 1 -3
Micro and small enterprise development 2 -2
Urban and environmental credit ............ . . 48 -2
Loan Guarantees to Israel e[ [ [ Lo e e [ -76| -111
Overseas Private Investment Corporation:
OPIC guaranteed I0aNS .........vcuueeeerneereeeeinrinerseiseesseeesssessssssesssesnesssesesine | sessesssenne| eeneeeees | evsesnensns | aneesnennee| nerensnes [ evereneeees [eoreenennens [ceeeneenens 5 77 60| -213
Small Business Administration:
BUSINESS 0BNS .....cvoueericernieeeeseereniseetecese st sssess s enssssstssssssssssssssssse | oesesesssas| sessseesnnes 257| 16| -279| -545| -235| -528| -226| 304| 1,750/ 1,034
Other Independent Agencies:
Export-Import Bank guarantees ... -11 -59 L] [STOTOON VRPN IR -191{ -1,520f -417|-2,042| -1,133| 655
TOMAl ..o -616| 995 727 -832| 5,642| 4,518|-3,641| -6,427| -1,832| -142| 3,469| 5,349

*$500,000 or less.

Excludes interest on reestimates. Additional information on credit reform subsidy rates is contained in the Federal Credit Supplement.

2Includes rural water and waste disposal, rural community facilities, and rural business and industry programs.

3Volume reestimates in mandatory loan guarantee programs represent a change in volume of loans disbursed in the prior years. These estimates are the result of guarantee
programs where data from loan issuers on actual disbursements of loans are not received until after the close of the fiscal year.
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Table 7-3. DIRECT LOAN SUBSIDY RATES, BUDGET AUTHORITY, AND LOAN LEVELS, 2004-2006

(in millions of dollars)

2004 Actual

2005 Enacted

2006 Proposed

Agency and Program Subsidy | SU0SI9Y | Loan | Subsidy | S0 | Loan | Subsidy | SS9 | oan
rate ! 0 levels rate ! ge levels rate ! 0 levels
authority authority authority

Agriculture:

Agricultural credit insurance fund 13.32 117 881 7.40 70 955 7.14 67 937

Farm storage facility loans ................ 1.22 1 63| -244 -2 83| -1.34 -1 67

Rural community advancement program ....... . 1.88 271 1,39 7.50 107 1,425 6.09 791 1,300

Rural electrification and telecommunications 10aNS .........c.ccceeeemeenerneencrneireesseereeeneens -1.60 -70| 4,345 -1.28 -44| 34401 -0.18 -6| 3,189

Rural telephong DANK ..ot -4.32 -7 170 -1.83 -3 175 | e | e | v

Distance learning, telemedicine, and broadband program 2.09 13 633 2.07 13 596 2.68 8 328

Farm labor 42.73 15 36| 47.06 18 38| 4459 19 42

Rural housing insurance fund 12.25 185 1,509 14.68 193 1,314 1255 136 1,085

Rural development loan fund 43.27 17 40 46.38 16 34| 43.02 15 34

Rural economic development loans 18.76 3 15 18.79 5 25 19.97 5 25

Public law 480 title | 58.08 23 39| 55.98 27 48| 55.40 24 43
Commerce:

FISENES fINANCE ...vuverciecicerieeiieie it -6.31 —4 64| -6.01 -1 185| -5.02 -2 24
Defense—Military:

Defense family housing improvement fund ... 33.73 56 166| 33.95 71 209 25.34 145 572
Education:

College housing and academic facilities loans (V) AN IO 50

Loans for Short-term traiNing ........cocveeeeeeenimeeneneneresseesisessessessssesssesessnesnsens | eonneenessnens | soneenesnenes | vnvenesneens | ovessesneesne | covnnerneenes | sevessnennes -1.56 -1 85

Federal direct student loan program -131]| 24,480| -3.51 -861| 24,530
Homeland Security:

Disaster assistance direCt 08NS .........cvuvvererrrieieierereereerse s sssssssssssssssnnes | sessessensens | oveseesennens | coeenseneenees -2.60 -1 25| 019 . 25
Housing and Urban Development:

FHA-mutual morgage iNSUMANCE ...........ccirirrirnirnisissesssssssssssssssssssssssssssssnssns | sessssssssnsss | sesssssensens | onsssssesens | conssesssnees | sresssesneens 5O woveereerene | e 50

FHA-general and SPECIAI MSK ........ouuriuriuiuerieieieieieeeeneeseieiei st sessssssssssessessensenss | sreesessessens | seeeseeneenees B0 [ ceorereereenes [ e B0 | ceoeererrenne | e 50
State:

Repatriation loans 1 1 69.73 1 1 64.99 1 1

Loan for renovation of UN HEAdQUAIETS .........cceeeieieeneireieieineeneiseissississississinsinsins | eesessessenns | sevnessesseens | sevnsenseniens 0.47 6 1,200 [ woveveveveeen | ceveerererens | e
Transportation:

Federal-aid highways .........ccoconernrenenns 5.94 142| 2,400 6.18 149 2,400

Railroad rehabilitation and improvement program ........c.cccveveeevererncrnnneennnsineienes | eevvsrverinns [ evvveivninens | 263 | v | e 250 | i | e [ e
Treasury:

Community development financial iNStitUiONS fUNd ........ccoeveunireineiinenceens 34.37 2 5[ 36.52 2 15 [FEUSTSRITITIN [FOUPORPORIO PR
Veterans Affairs:

Vocational rehabilitation and employment administration ..........ccccooerenenernenenenenenns 1.33] e 3 114 4 159 e 4

HOUSING vttt 0.83 1 127 -2.71 -25 941| -2.61 44| 1,696
International Assistance Programs:

Dbt TESIUCIUNNG ...vuvreercrcicieeee et nsenns | soeeeeenaens P21 (OO 338 e | e | e | e

Overseas Private Investment Corporation 3.03 6 198 10.67 19 178 10.27 19 185
Small Business Administration:

Disaster loans 11.72 79 668 12.86 514 3,982 14.64 83 810

Business loans 9.55 2 23| 1025 1 L0 ETOUTORONS [SPOORPORPORION IO
Export-Import Bank of the United States:

ExXport-Import Bank I08NS ...ttt 11.40 22 193 34.00 17 50| 34.00 17 50

TOMAL ... N/A 382 32,921 NA| 1,343| 42,223 N/A -148| 37,582

N/A=Not applicable.

1 Additional information on credit subsidy rates is contained in the Federal Credit Supplement.
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Table 7-4. LOAN GUARANTEE SUBSIDY RATES, BUDGET AUTHORITY, AND LOAN LEVELS, 2004-2006

(in millions of dollars)

2004 Actual

2005 Enacted

2006 Proposed

Agency and Program Subsidy Sbl:]%Sig%' Loan | Subsidy Sbllj]%Sigty Loan | Subsidy Sbl:]%Sig%' Loan
rate ! ge levels | rate? ge levels | rate? ge levels
authority authority authority

Agriculture:

Agricultural credit insurance fund 3.10 75 2402 2.91 80| 2,763 2.66 76| 2,866

Commaodity Credit Corporation export loans 10.58 457 4,318 6.83 309| 4,528 8.93 393 4,396

Rural community advancement Program  ..........cccceeeeeeerereeneereenesnerssessesessssssesessseees 1,217 3.36 29 885 3.74 441 1,184

Rural electrification and telecommunications loans . ceee [ e | s (U0} N I 1,100 | coovveeee | e | v

Distance learning, telemedicine, and broadband program .........c.cceeeneenmmemneninens | vernenennee | eervernennens | eeneneninens | eeveeenenenen | coneeenenenns | reeeneeenens 3.82 1 30

Rural housing insurance fund 1.68 54| 3,333 1.09 37| 3,381 1.33 52| 3,881

Rural business inVeStMENt ... | s | s | 8.05| v (GO [OOSR IR

Renewable energy .........cooeevereneininenns 1.87 11 615 1.75 5 286
Defense—Military:

AIMS INIHBHVE .voocveseecireiceiet ettt 3.00] oo 4 4.10 1 28| 20.00 1 5
Education:

Loans for Short-term traiNing ..........coeeeeerneieeneenineneienseesseseissessssesssesessnennsens | eonneenessnens | eneenesnenes | vsvenesneens | ovessesneesne | cosnnenneones | sevessnennes 5.71 11 198

Federal family education loans 11401 9,602| 84,219| 11.96| 10,111| 84,548 822 6,556| 79,754
Health and Human Services:

Health education assistance loans 16.48 25 L1 [FEPSURRONIS [FFURRNOTUOIN INUPURORPOUPI INOVPOPPORPORIY INOPORPORPORPO ISR

Health resources and services 12.58 2 13 5.35 1 17 5.40 1 17
Housing and Urban Development:

Indian housing loan guarantee fuNd ..o 2.73 5 197 2.58 5 145 2.42 3 99

Native Hawaiian Housing Loan Guarantee FUNd ... 2.73 1 40 2.58 1 37 2.42 1 35

Native American housing block grant 10.56 2 17| 10.32 2 18 12.26 5 38

Community development loan guarantees 2.30 6 287 2.30 6 275 | coneens | e | e

FHA-mutual mortgage insurance -247| -2,660| 107,699| -1.82| -2,121| 185,000f -1.702| -1,867| 185,000

FHA-general and special risk -1.00 -276| 29,000f -0.51 -180| 35,000/ -0.98 -341| 35,000
Interior:

Indian guaranteed l0aNS ... 6.13 5 84 6.76 5 85 4.75 6 119
Transportation:

Minority business resource center program 2.53| e 8 2.08| .o 18 1.85 1 18

Federal-aid NIGWAYS ..o sssssesssnnsnnes | stessessnnsens | eveseesensens | seeeseeneenees 4.68 9 200 3.67 7 200

Maritime guaranteed loan (title XI) 7.65 13 174 27.54 39 140 | oo | e | v
Treasury:

Air transportation stabilization Program ... -8.93 -3 30| e [ e [ e [ e [ e | e
Veterans Affairs:

TS 4o PRN 0.54 200 35613| -0.28 -125| 44,206| -0.22 -105| 47,208
International Assistance Programs:

Loan guarantees t0 ISTAEI .........ccvuieniiiriniiiseesriesiee s sesessnenenins | coenineeinnns | s 1,750 | oo | v 3,000 | oo | e 2,360

Microenterprise and small enterprise development ..........ocovvrenireninininiereeienenes | veveeseeneens 1N SOOI ISVPURPORPURIOTE [SVOOPOOPOPURPR (PPURPORPURPURIS [SVORPORPURIOPON IFOVPOVPUPPORPO IOPPORROTON

Development credit authority 3.1 10 351 4.31 21 487 3.90 21 539

Overseas Private Investment Corporation 0.27 -96| 1,647 -3.42 -45 1,300 -4.38 -62| 1,400
Small Business Administration:

General business loans 0.38 91| 23,972 o | e 34,253 | oo | 37,000
Export-Import Bank of the United States:

EXport-Import Bank 108NS ..o sseseessesseesssesssesssessssesssseens 1.88 172] 13,128 2.80 288 13,761 2.91 291 13,761
Presidio Trust:

Presidio TRUSE ......iviiiiiiciiiir s | s | s | (01 I 20 [U0LS] - 50

N/A| 7,732| 309,549 N/A| 8,484 415,870 N/A| 5,100| 415,444

ADDENDUM: SECONDARY GUARANTEED LOAN COMMITMENT LIMITATIONS
GNMA:

Guarantees of mortgage-backed SECUMEIES ..........ourrvrircrneierirecniieeee e -0.27 —-405| 146,066 -0.23 -368 | 200,000 -0.23 -368 | 200,000

N/A =Not applicable.
1 Additional information on credit subsidy rates is contained in the Federal Credit Supplement.
2Rate includes effects of legislative proposals. For more details, see the Federal Credit Supplement.
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Table 7-5. SUMMARY OF FEDERAL DIRECT LOANS AND LOAN GUARANTEES

(In billions of dollars)

Actual Estimate
1997 1998 1999 2000 2002 2002 2003 2004 2005 2006

Direct Loans:

OblIGAtIONS .vvovererrieeereereie e eeeeeeerens 33.6 28.8 38.4 37.1 39.1 437 454 42.0 56.0 47.6

Disbursements 32.2 28.7 37.7 35.5 37.1 39.6 39.7 38.7 47.9 44.2

New subsidy budget authority® .. * -0.8 1.6 -0.4 0.3 * 0.7 0.4 1.3 -0.1

Reestimated subsidy budget authority? . JRO IR 7.3 1.0 -4.4 -1.8 0.5 2.9 2.6 4| i

Total subsidy budget authority ............ccccvmvereiennne 2.4 6.5 2.6 -4.8 -15 0.5 35 3.0 5.1 -0.1
Loan Guarantees:

COMMIIMENES ...covvverrrreecierieese e 282.3 348.4 415.9 298.1 418.0 482.6 561.8 450.2 494.4 489.1

Lender disbursements ..... 254.7 337.9 388.2 286.3 366.7 446.2 2472 429.0 468.0 459.0

New subsidy budget authority? .. * 3.3 * 3.6 2.3 29 3.8 7.3 8.1 4.7

Reestimated subsidy budget authority? ... | vorvrreeneene -0.7 43 0.3 7.1 2.4 -35 2.0 2.9 |

Total subsidy budget authority .... 3.6 2.6 43 3.9 4.8 0.5 0.3 9.3 11.0 47

*$500 million or less.

1 Prior to 1998 new and reestimated subsidy budget authority were not reported separately.

2ncludes interest on reestimate.
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Table 7-6. DIRECT LOAN WRITE-OFFS AND GUARANTEED LOAN TERMINATIONS FOR DEFAULTS

In millions of dollars

As a percentage of outstanding

loans !
Agency and Program
dhual | eximte | csimae | 2004 | 2005 | 2006
actual estimate | estimate
DIRECT LOAN WRITEOFFS
Agriculture:
Agricultural credit insurance fund 147 129 126 1.69 1.59 1.65
Commodity Credit Corporation fund 18 | e | i 0.6 | oo | eeevrreeeeens
Rural community advancement program 13 1 14 0.16 0.12 0.14
Rural telephone DANK ..ottt | seeereniesnes 3 3| 0.30 0.31
Rural development insurance fund . 2 1 1 0.08 0.04 0.05
Rural housing insurance fund ..... 121 126 121 0.44 0.47 0.46
P.LABD ...oovvevrrricrirnens 934 | o | e 91T | e | e
Debt reduction (P.L.480) 154 L 22.48 1.85 | e
Commerce:
Economic development reVOIVING fUND .........c.eiiieiiiieieeseiessie bbb 2 1 1 8.33 7.14 10.00
Education:
Student financial assistance 6 7 7 1.84 2.16 2.16
PEIKINS 10BN BSSELS ...vuuvvureuiirciiierecitiieeie ittt snntnniens | sesteennnnens | eereeeinnens 51 | e | v | v
Federal direct student loan program 256 350 396 0.24 0.31 0.39
Homeland Security:
Disaster assistance direct 10an Program ... s 13 127 | s 9.09 81.93 | .o
Housing and Urban Development:
Revolving fund (liQUIdating PrOGramS) .........coiereerieriuriereiniiseeee ettt sssssssssessenns | sessessessssseens 1 1T 16.66 25.00
Guarantees of mortgage-backed securities 99 30 28 79.83 50.84 45.16
Interior:
INGIAN AIFECE I0BN ... s 11 2 2 22.44 6.25 7.69
Labor:
Pension Benefit Guaranty COMPOTAtION ............cuvuureeiumriermeieisseiseeiesiessse et ssssenes 10 31 90 100 100 100
Transportation:
Railroad rehabilitation and imProvEMENt ..ot 2 4 6 0.54 0.65 1.03
Treasury:
Community development financial INSHIUONS fUND .........coociirirciniencee e | e | I IR R 158 | e
Veterans Affairs:
Veterans housing benefit Program ... e 13 8 8 0.72 0.39 0.28
International Assistance Programs:
Military debt FEAUCHION ...ttt ssbenteniens | sesessessessenans 1| e | e 434 | e
Debt reduction (AID) 8 Y48 R 3.37 0.93 | oo
Overseas Private INVeStMENt COMPOration ..........c.cooriiurieneiniineinsineisssissississsss s sssssssssssessssssssssssessss | sesessasssssns 8 8| s 1.40 1.34
Small Business Administration:
Disaster loans 53 44 61 1.53 0.73 0.89
Business loans ... 6 9 6 1.80 3.22 2.69
Other Independent Agencies:
Export-Import Bank 27 67 71 0.24 0.65 0.76
Debt reduction (ExIm Bank) ... 5 121 | 0.45 11.04 |
Spectrum auction program ..... 50 | wvrreeenne 3422 | 097 | v 88.76
Tennessee Valley Authofity .......ccccovevennee. | I 140 | v
Total, direct 10an WIEOTS .............cccooviiriiiccce ettt aes 1,950 1,111 4,423 0.65 0.28 1.49
GUARANTEED LOAN TERMINATIONS FOR DEFAULT
Agriculture:
Agricultural credit insurance fund ........... 94 83 83 0.74 0.63 0.63
Commodity Credit Corporation export loans .. 130 160 160 1.97 1.83 1.82
Rural community advancement program ........... 119 147 174 2.16 2.94 3.57
Rural electrification and telecommuniCations 08NS ..........c..iweirierreeirmerierieeneeesesessssse e esssesenines | severesineesnees 6 B | s 0.38 0.39
Rural housing INSUFANCE TUND .......vuiuuieciicieirt sttt 122 134 146 0.72 0.80 0.86
Commerce:
Emergency steel guaranteed 10an Program ..........coceeriseeeeeseeieseesessessesseisssssssssssssssessessessessesses | evsesesseenns 12 81 7.69 6.89
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Table 7-6. DIRECT LOAN WRITE-OFFS AND GUARANTEED LOAN TERMINATIONS FOR DEFAULTS—Continued

In millions of dollars

As a percentage of outstanding

loans !
Agency and Program
el | esimate | csimate | 2004 | 2005 | 2006
actual estimate | estimate

Defense—Military:

Family housing improvement fUNG ...ttt snsessenes | sessessesssesenns 4 4] s 1.65 1.70
Education:

Federal family education loan 3,679 4,992 5,837 1.28 1.55 1.67
Health and Human Services:

Health education asSiStANCE 108NS ..........ccwriiieriniieinie et 58 41 40 2.32 1.69 1.69
Housing and Urban Development:
Indian housing loan guarantee 1 4 0.67 2.48
Title VI Indian Federal guarantees program .. 1 2 1.06 1.85
FHA—Mutual mortgage insurance ......... 6,056 5,484 1.21 1.01
FHA—General and special fisk .............. 2,052 1,731 1.84 1.50
Guarantees of mortgage-backed securities 70 600 0.01 0.09
Interior:

INMIaN QUATANEEEA 108N ......vuieiiriciicieie ittt sttt 1 1 1 0.26 0.24 0.23
Transportation:

Maritime guaranteed 10an (TItle XI) ..ot sstesssssensnees | oreeessssssnsens 50 35 | e 1.41 1.06
Treasury:

Air transportation stabilization program 923 8 5419 1.19
Veterans Affairs:

Veterans housing benefit PrOgram ... 1,374 2,763 2,816 0.38 0.69 0.64
International Assistance Programs:

Foreign military fiNANCING ........ccviuriiriirrireieireinee ettt sttt senientees | sesersssinessnees 3 10 ] e 0.09 0.38

Micro and small enterprise development ... 3 1 1 6.00 1.31 2.00

Urban and environmental credit program 34 22 26 1.78 1.19 1.52

Development Credit QUINOMIEY ........cvccrrcrcireee et ensensenes | sessessesseesenns 2 3] s 0.87 0.90

Overseas Private Investment Corporation 78 57 58 1.77 1.43 1.39

Small Business Administration:
General business loans 1,378 1,308 1,272 2.04 1.66 1.43
Pollution CONtIOl EQUIPMENT ...ttt bbbttt eniessenes | essessessseseens T i | 16.66 | oo
Other Independent Agencies:

Export-Import Bank 360 440 494 0.81 0.93 0.99
Total, guaranteed loan terminations for default ... 16,870 19,330 19,003 0.80 0.89 0.82
Total, direct loan writeoffs and guaranteed loan terminations ... 18,820 20,441 23,426 0.79 0.83 0.89

ADDENDUM: WRITEOFFS OF DEFAULTED GUARANTEED LOANS THAT RESULT IN LOANS
RECEIVABLE

Agriculture:

Agricultural credit insurance fund 1 1 5.88 5.88
Education:

Federal family @dUCAHON 10BN ...ttt 286 259 233 1.38 1.19 1.02
Health and Human Services:

Health education assiStanCe 108NS ... 24 24 24 2.54 2.56 2.59
Housing and Urban Development:

FHA—Mutual mortgage insurance T e | e 010 |t | e

FHA—General and special risk 310 383 6 7.01 7.56 0.10
Interior:

INdiaN QUATANEEEA 108N ........vuiecrcrceee ettt 10 1 1 40.00 7.14 9.09
Treasury:

Air transportation stabilization PrOGramM ...t esssesesisssessnenes | evnenesnenies | oeeenenenenes (5] 0 [ I, 66.27
Veterans Affairs:

Veterans housing benefit Program ... 83 120 148 5.87 6.14 6.26
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Table 7-6. DIRECT LOAN WRITE-OFFS AND GUARANTEED LOAN TERMINATIONS FOR DEFAULTS—Continued

In millions of dollars

As a percentage of outstanding

loans !
Agency and Program
2cual | csimate | cotmate | 2004 | 2005 | 2006

actual estimate | estimate

International Assistance Programs:
Overseas Private INvestment COrPOration ...........coeeiuerenererineiriniiseseseseiesisesesesessssssesssessesssesesesesnsies | sesesssssesenes 29 3| s 12.18 1.18

Small Business Administration:

GENETaAl DUSINESS I08NS .....evuivieiiiii it bbb bbb 249 262 280 7.51 6.30 5.90
Total, writeoffs of 10ans reCeiVable ... e 963 1,079 1,313 2.42 2.46 2.75

TFor direct loans and loan guarantees, outstanding loans equal start-of-year outstanding balance plus new disbursements. For loans receivable, outstanding loans equal start-of-

year outstanding balance plus terminations for default resulting in loans receivable.
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Table 7-7. APPROPRIATIONS ACTS LIMITATIONS ON CREDIT LOAN LEVELS

(in millions of dollars)

2004 2005 2006
Agency and Program Enacted Enacted Proposed
DIRECT LOAN OBLIGATIONS

Agriculture:

P.L. 480 dIrECt CIEAIE ....vuveucerceseeseeesieestis ittt 39 48 43
Commerce:

Fisheries finance 64 185 24
Education:

Historically black college and university capital financing 229 229 162

L0aNs fOr SNOM-EIM TrAINING .....c.uvvueeeceeiireieiiie bbbt essenbnntnnns | entnesensnenseninens | esunessnsssesennneas 85
Homeland Security:

Disaster Assistance Direct Loan FiNanCing ACCOUNL ........ciieieiiniinisrisiieeseeeeese ettt 25 25 25
Housing and Urban Development:

FHA-general and special risk 50 50 50

FHA-mutual mortgage insurance ... 50 50 50
State:

Repatriation loans 1 1 1

Loan for renovation 0f UN HEAUGUAIETS ........ccvueueurrerrireisrinsinsississiessessese s ssessessesssssssssssessssssssssssssssssessesssssessessessessessessessesssssnssnssnssns | sesessessesssssessens 1,200 | e
Transportation:

Transportation infrastructure finance and innovation program 2,200 2,200 2,200

Transportation infrastructure finance and innovation program line of credit 200 200 200
Treasury:

Community development financial INSHIUHONS fUNG ..ot 11 L I R
Veterans Affairs:

Native American and transitional housing . 50 30

Vocational rehabilitation 4 4
International Assistance Programs:

MIlIERIY GEDE FEAUCHON ......ceeeeieie it 31| e | e
Small Business Administration:

BUSINESS [0BNS ......cvuiiieiiiiiii bbb bbb RS 23 10 | v

Total, limitations on direct loan obligations 2,926 4,263 2,874
LOAN GUARANTEE COMMITMENTS

Agriculture:

Agricultural credit insurance fund 2,402 2,763 2,866

Rural business investment program QUATANTEE ...........ocriurieriuriuienririseeeise et seb bbbt sb b ssesses et nesessssssnsinenns | betesssssssssnssnssns 60 | o
Defense—Military:

ATMS TNIIBLIVE ..ottt bbbt 4 28 5
Education:

L0aNS fOr SNOM-EIM TrAINING .....cvuiereieceecieeeeeeii ittt bbbttt enbnntenis | seteessensneneninens | oesenesssessnsinnnins 198
Health and Human Services:

Health eduCation @SSISIANCE I0BNS ...ttt bbb bbb bbbt 150 | o | e
Housing and Urban Development:

Indian housing 108N GUATANEEE FUND ..........cocuiirii s 197 145 99

Title VI Indian Federal guarantees 17 18 38

Native Hawaiian Housing Loan Guarantee Fund .. 40 37 35

Community development loan guarantees ..... 275 275 | e

FHA-general and special risk ................ 29,000 35,000 35,000

FHA-mutual mortgage insurance 185,000 185,000 185,000
Interior:

INGIAN TOBNS ..o 84 85 119
Transportation:

Minority business resource center 18 18 18

Transportation infrastructure finance and innovation program loan guarantee 200 200 200

Maritime guaranteed loan (title XI) 174 140 | o
International Assistance Programs:

Loan guarantees to Israel 3,000 3,000 | o

Development Credit QUENOMIEY ..ottt bbbttt snsententessens | srenessennennennenne | ooeenessesssesseneens 700
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Table 7-7. APPROPRIATIONS ACTS LIMITATIONS ON CREDIT LOAN LEVELS '—Continued
(in millions of dollars)
2004 2005 2006
Agency and Program Enacted Enacted Proposed
Small Business Administration:
GENETAl DUSINESS I0BNS .....ouivivrieiiitciite ittt ettt bbbttt sttt b bbb bbb bbb bbbt e b et bbbt s et es et s et 23,972 34,253 37,000
Total, limitations on loan guarantee COMMITMENTS .............coiiriiiiriiie st 244 533 261,022 261,278
ADDENDUM: SECONDARY GUARANTEED LOAN COMMITMENT LIMITATIONS
Housing and Urban Development:
Guarantees 0f MOrgage-DACKEM SECUMHIES .......c..vuiuuierieriiiieiserie ittt bbbt 200,000 200,000 200,000
Total, limitations on secondary guaranteed loan commitments 200,000 200,000 200,000

1 Data represents loan level limitations enacted or proposed to be enacted in appropriation acts. For information on actual and estimated loan levels supportable by new subsidy

budget authority requested, see Tables 7-3 and 7-4.
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Table 7-8. FACE VALUE OF GOVERNMENT-SPONSORED
ENTERPRISE LENDING

(In billions of dollars)

Outstanding
2003 2004
Government Sponsored Enterprises
Fannie Mae 2 N/A N/A
Freddie Mac? 1,393 N/A
Federal Home Loan Banks 4 N/A N/A
Sallie Mae5s .......cccoeovvnnnnee ] e |
Farm Credit System 86 87
N/A N/A

N/A =Not available.

"Net of purchases of federally guaranteed loans.

2Financial data for Fannie Mae is not presented here because Fannie Mae announced
in December 2004 that it would have to restate financial results for fiscal years 2001-2004.

32003 figure derived from Freddie Mac 2003 Annual Report. While financial data for
2003 is presented here, Freddie Mac announced on November 1, 2004 that it would report
full-year audited results for 2004 by March 31, 2005.

4Financial data for the Federal Home Loan Banks are not presented here because the
Federal Home Loan Banks announced through their Office of Finance in December 2004
that the consolidated financial statements of the Federal Home Loan Banks for 2002 and
2003, and the first two quarters of 2004 will need to be restated.

5The face value and Federal costs of Federal Family Education Loans in the Student
Loan Marketing Association’s portfolio are included in the totals for that program under
guaranteed loans in table 7-1.
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Table 7-9 LENDING AND BORROWING BY GOVERNMENT-SPONSORED

ENTERPRISES (GSEs)

(In millions of dollars)

Enterprise 2004
LENDING
Student Loan Marketing Association
NEE CRANGE ...ttt -27,787
Outstandings 136
Federal National Mortgage Association: !
Portfolio programs:
NEE CRANGE ..ottt N/A
OULSTANAINGS +.vvcvevvvrreseeeceieriesses sttt N/A
Mortgage-backed securities:
NEE CRANGE ......oooeviir s N/A
Outstandings N/A
Federal Home Loan Mortgage Corporation:2
Portfolio programs:
NEE CRENGE ..o N/A
OUSTANGAINGS ...vcvovveveeie s N/A
Mortgage-backed securities:
NEE CRENGE ..o N/A
OULSTANAINGS ...vvvvveeeerreeeersseiensees st N/A
Farm Credit System:
Agricultural credit bank:
NEE CRANGE ...ttt (193)
OUESTANAINGS ..ooevceeeieirie ettt 23,270
Farm credit banks:
Net change 2,409
Outstandings 60,762
Federal Agricultural Mortgage Corporation:
Net change (451)
OULSTANAINGS ..vveeeeeieciiie ettt bbbttt 5,549
Federal Home Loan Banks:3
NEE CHANGE ..ottt bbb N/A
Outstandings N/A
Less guaranteed loans purchased by:
Student Loan Marketing Association:
Net change (27,787)
Outstandings 136
Federal National Mortgage Association: !
Net change N/A
OUISTANGAINGS ....cveveeeeeeic et N/A
Other:
NEE ChANGE# ...t N/A
OULSTANAINGS # ..ottt N/A
BORROWING
Student Loan Marketing Association:
Net Change (24,763)
Outstandings 2,058
Federal National Mortgage Association:
Portfolio programs:
NEE CRANGE ...ooveoecree e N/A
OULSTANAINGS .voeveeeiriteiie ettt N/A
Mortgage-backed securities:
Net Change N/A
Outstandings N/A
Federal Home Loan Mortgage Corporation:2
Portfolio programs:
NEE CRANGE ...ttt sttt N/A
OULSTANAINGS +ovvcvevevsreseeeeceserieises et N/A
Mortgage-backed securities:
NEE CHANGE ...ttt N/A
OULSTANAINGS ..ovevcereeeerie ettt N/A
Farm Credit System:
Agricultural credit bank:
NEE CRANGE ...ttt 175
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Table 7-9 LENDING AND BORROWING BY GOVERNMENT-SPONSORED
ENTERPRISES (GSEs)—Continued

(In millions of dollars)

Enterprise 2004
OULSTANAINGS .vvveceeiecieii ettt 26,626
Farm credit banks:
Net Change 3,763
Outstandings 71,812
Federal Agricultural Mortgage Corporation:
Net Change (414)
Outstandings 3,424
Federal Home Loan Banks:3
Net Change N/A
Outstandings N/A
DEDUCTIONS
Less borrowing from other GSEs:*
Net Change N/A
Outstandings N/A
Less purchase of Federal debt securities:4
Net Change N/A
Outstandings N/A
Less borrowing to purchase loans guaranteed by:
Student Loan Marketing Association:
Net Change (27,787)
Outstandings 136
Federal National Mortgage Association: !
Net Change N/A
Outstandings .... N/A
Other: 4
Net Change N/A
Outstandings N/A

N/A =Not available.

The estimates of borrowing and lending were developed by the GSEs based on certain as-
sumptions that are subject to periodic review and revision and do not represent official GSE fore-
casts of future activity, nor are they reviewed by the President. The data for all years include pro-
grams of mortgage-backed securities. In cases where a GSE owns securities issued by the same
GSE, including mortgage-backed securities, the borrowing and lending data for that GSE are ad-
justed to remove double-counting.

Financial data for Fannie Mae is not presented here because Fannie Mae announced in De-
cember 2004 that it would have to restate financial results for fiscal years 2001-2004.

2Financial data for Freddie Mac is not presented here because Freddie Mac announced on No-
vember 1, 2004 that it would report full-year audited results for 2004 by March 31, 2005.

3Financial data for the Federal Home Loan Banks are not presented here because the Federal
Home Loan Banks announced through their Office of Finance in December 2004 that the consoli-
dated financial statements of the Federal Home Loan Banks for 2002 and 2003, and the first two
quarters of 2004 will need to be restated.

4Totals and subtotals have not been calculated because a substantial portion of the total is
subject to the above-described restatements.
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