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INTRODUCTION 

I am William Hederman of the Budget Analysis Division of the Congressional 
Budget Office. It;- a pleasure to be here today to provide the CBO's estimate of 
the budgetary effects of the Energy Conservation Obligation Guarantee provisions 
of H.R. 14205 and of the version of H.R. 12169 passed by the Senate. These 
programs,. as provided for in the bills, would as-sist eligible borrowers to improve 
energy efficiency through loan guarantees for capital investments.' 

Many witnesses over the last few years have appeared before this committee and 
other committees to discuss the major energy conservation potential in the 
industrial sector. Since this sector consumes approximately 40 percent of the 
energy used in the United States, significant savings by this sector could have an 
important influence on the national energy balance. To the extent that commercial 
sector entreprenuers or other individuals would participate in this program, the 
effects could be greater. 

The problem with developing a policy for conserving energy in the industrial sector 
is the diversity of the uses of energy and the consequent diversity of appropriate 
energy conservation measures. It has been pointed out that homes should be viewed 
as whole systems when discussIng energy conservation in housing--the reasons for 
such an approach are magnified for industry. For instance, one industry may be 
most llkely to benefit from improved heat exchanging equipment, but another 
industry could conserve more fuel by converting to a new process. The loan 
guarantee programs that would be e:stablished by these bills avoid the problem of 
such diversification by providing assistance for any projects that quality according 
to relatively broad criteria. 

DISCUSSION OF LOAN GUARANTEE PROVISIONS 

Although the components of the obligation guarantee programs proposed in these 
two pieces of legislation are similar, they are not identical. The major elements 
'involved in the guarantee programs are the: 

o Eligible borrowers 

o Qualifying investments 

o Protection included for the government's interest 

o Limits on amounts guaranteed 

o Funding mechanisms 

o Other conditions 

Table 1, which is attached to this statement, presents a summary of the 
specifications provided in each of the bills for these elements. 
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Before discussing the budget effects of these proposals, I would like to highlight 
some of the differences in the bills as they are currently written. These major 
differences are: 

1. H.R. 14205 authorizes $500 million more in guarantees than 
H.R. 12169. 

2. H.R. 14205 does not specify a funding mechanism, as does 
H.R.12169. 

3. Both bills define eligible borrowers similarlys but H.R. 14205 
does not include state and local governments and private non­
profit institutions, . 

4. H.R. 12169 provides for the taxability of all guaranteed 
obl1gations. 

5. H.R. 12169 applies the Davis-Bacon Act to all work performed 
under a guaranteed obligation. 

These differences arise during the discussion of the budgetary effects. 

BUDGET EFFECTS 

Contingent Liabi1iti~~ -- The budgetary impacts that should be addressed in 
considering the obligation guarantees program are dominated by the issue of 
contingent liability. Here the contingent l1abllity is the commitment of the Cnited 
States government to pay up to $4.5 billion if all the obligations were to default. 
While no one expects the government to be required to outlay :1nywhere near this 
sum of money, these blUs would authorize commitments of that magnitude. 

Contingent liabilities have been used in energy policy for·m3.ny years--at least as 
far back as the passage of the Price-Anderson Act, and they are being included now 
in several other legislative proposals, including loan guarantees for synthetic fuels 
proje·cts and bond guarantees related to Outer Continental Shelf oil and gas 
expt.<Dration and development. While there has been no decision on exactly how such 
contingent liability should be treated, it does appear that additional appropriations 
wound be necessary if actual defaults were greater than original estimates. In 
CB()Is cost estimates, we have adopted a procedure of tabulating the contingent 
liabrl!.ities, and when meaningful estimates can be made, we include. estimates of 
the Jr,esultant outlays anticipated and the budget authority required to fund these 
outlays. 

, 
Esti mated Budget Effects -- In developing esti mates of the budget effects of these 
obligation guarantee programs, many assumptions must be made. Because some of 
the assumptions have important implications for the estimates, I intend to discuss 
briefly the sensitivity of the estimates to the major assumptions. 

In d~$cussing the development of the estimates, I will be referring to the provisions 
of H .. R. 14-205 unless stated otherwise. After I have explained the derivation of the 
figures, I will present the relevant estima1e for the provisions of H.R. 12169. 
TheSie estimates are summarized in the attached Table 2. 
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As I explained earlier, the first item to be tabulated is the contingent liabilities 
authorized. H.R. 14205 authorizes $4.5 billion as the aggregate amount of 
outstanding guarantees, without any time constraint. Assuming an effective date 
of October 1, 1976, this contingel1t Uability would be authorized for fiscal year 
1977. H.R. 12169 provides more specific authority--for $2 billion in FY 1977 and 
an additional S2 billion in FY 1978 for the outstanding obligations guaranteed. It is 
not clear from the legislative language in either bill whether or not new guarantees 
can be made as old obligations are retired. The only provision yielding guidance on 
this point is the overriding limitation provided in H.R. 12169 which would ·limit 
guarantees according to the default expectations and authorized appropriations 
remaining. 

The development of the required authorization levels is based upon the estimated 
cost for implementation of the program. These costs are based primarily upon the 
expected default rate. Guidance in choosing a default rate often comes from 
historical rates of similar programs. When delinquencies occur for industrial loans, 
lending institutions often work out ad hoc mutual agreements, and technical 
defaults occur only as a last resort. Therefore, it has not been possible to obtain 
the desired data for loans to improve or acquire capital equipment. A loan program 
that is roughly comparable to this program is the Small Business Administration's 
(SBA) development company loans program. This program provides iunds for 
general use and for plant construction, conversion, or expansion. A first impression 
might suggest that the SBA's loans would be of higher risk, but a closer evaluation 
dOles not support this view. The borrowers likely to take advantage of these energy 
conservation programs are those who could not secure financing without guarantees 
or those for whorn guarantees would mean a significant enough decreaSe in the 
interest rate to justify completing the rather complex application and qualification 
procedures that would be associated with these programs. Therefore, we believe 
that the development company loans, which are for improvement and expansion of 
ongoing concerns, are sufficiently comparable to be used as a guide. The 
cumulative default rate for this program has been approximately 3 percent. 
Following the procedure of tabulating the authorization level required in the fiscal 
period that the contingent liability is authorized and assuming only one-time 
guarantees with this authority, the H.R. '-14205 authorization level for FY 1977 
would be $135 million. For H.R. 12169, specific authorization of appropriations is 
provided--$60 rnil1ion in FY 1977 and an additional $60 milllon in FY 1978. The $60 
mrmon authorizations provided in each year are 3 percent of the relevant 
contingent liabilities, and therefore, they coincide with the best CBO estimate. 

The estimates of actual costs, or outlays, associated with these programs require 
assumptions in addition to the defaults. In general, most defaults occur in the early 
years after commitment. Assuming that the program will be administered in such a 
manner that the borrowers are· relatively stable operations, we assume there is a 
greater tendency in the earlier years, but that the time profile is not as dramatic 
as it might be for some types of loans. Here, we assume an average Joan period of 
15 years, with default twice as likely in each of the first 7 years as in the latter 
years. Thus, we would expect about one-quarter of a percent (0.27 percent) of the 

3 



OUllt'standing obligations to default in each of the first 7 years and about one-eighth 
. o·f.a percent (0.14 percent) to fail in each of the remaining years. These 
assumptions would yield the following cost estimates for H.R. 14205 if we assumed 
aU!. obligations were guaranted in FY 1977. 

(millions of dollars) 

FY 1977 FY 1978· FY 1979 FY 1980 FY 1981 Out-Years 

12 12 12 12 12 75 

Ht~wever,our best estimate is that there would be approximately a 6 month period 
rerquired to develop the regulations and procedures for program implementation and 
an;(Other 6 month delay for arrangement and approval of the guarantees. If we also 
aS5:lume that efficient administration would require that the guarantees be approved 
ov~er a two-'year period, as suggested in the language of H.R. 12169, the cost 
esttimates for H.R. 14205 would become: 

1Estimated Cost 
tH.R. 14205) 

(millions of dollars) 

FY 1977 FY 197& FY 1979 FY 1980 FY 1981 Out-Years 

6 12 12 12 93 

Ifl'Jhe same delay assumptions are made for H.R. 12169, its estimated costs are: 

Estimated Cost 
()H.R. 12169) 

(rniJlions of dollars) 

FY 1977 FY 1978 FY 1979 FY 19&0' FY 1981 Out-Years 

5 11 11 11 82 

H.I«.. 12169 also requires that aU guaranteed obligations be taxable. This would 
inorease revenues to the extent that taxable rather than non-taxable state and 
local bonds were issued. However, we would expect that the results of such a 
tax;ability provision would be more complicated and that the revenues from these 
bon:rds would most likely result from a shift from other taxable bonds and probably· 
pro/vide only a minor change in revenues. 

SeEsiti~'it¥ of Results -- As stated earlier, 'the assumptions used in the development 
oflthese estimates can have a major influence on the results. The estimated costs 
are most s~.psitive to the default rate assumption. Because the assumed rate is 
10\\1,·, any change will significantly affect the cost. A 1 percent change in the 
default rate assumption would change the cost estimates by one-third. For 
exarmple, a default rate of 5 percent would imply a total cost of $225 million for 
the H.R. ll~205 program, as opposed to the $135 million estimate used here. 
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A related as.sumption concerns net losses. Both bills provide that the Administrator 
may obtain and dispose of properties in the event of default. The Feceral Housing 
Administration's experience with recovery has been that after acquisition costs, 
approximately half the losses have been recovered. If this program were to have 
similar experience and our default estimates were accurate, costs would be 50 
percent of those presented ear Her. Because the present language in the bills leaves 
the decisions about recovery to the discretion of the Administrator, our analysis 
has assumed no FEA recovery policy for this program. 

If the assumption about the time delays were too long, some costs might be 
realized in FY 1977. However, this effect would be minor because of the default 
assumptions. 

Two other items could noticeably change the estimated bydget effects. The 
authorization for appropriations could be provided over time in a pattern rnore 
closely following the expected outlays. However, given the uncertainty associa!ed 
with the prediction of default behavior, we preferred to keep the authorizations "up 
front." The other point is that additional authorizations might be required if new 
guarantees were issued as old guarantees were retired. This would probably occur 
after the 5-year time frame addressed by CBO cost estimates, but 1 wanted to draw 
your attention to the ambiguity we experienced in trying to interpret what wouid 
happen for H.R. 14205. H.R. 12169 limits the guarantees by the specified def2.ult 
rate experience and the authorizations for appropriations and therefore, !he 
program could not be interpreted as totally open-ended. 

Finally, all the esti mates have been based upon the assumption that ali the 
authorized guarantee obligations will be used. We have not been able to estImate 
the market for such loans. It is our judgement that it would be reasonable to 
expect a shift in availability of capital, shifting from general capital expenditures 
to energy conserving investments. Private sector witnesses may be able to provide 
greater inSight into the relative importance of the guarantees versus other 
provisions of the program to potential participants. 

CONCLUSION 

In conclusion, we can see that the expected costs could vary significantly, and 
there are no data available to us at this time to improve the reIlabiUty of the 
estimates. The present structure of the program would attempt to' make all 
commitments guaranteeing obligations before any additIonal daB could be 
obtained. Therefore, the budget effects would be driven by the contingent 
liabilities once the commmitments were m'nde. Since defaults are usually greater 
in the earlier years of loans, useful data could be developed from the first ye.3r's 
guarantees and applied to planning for later year guaranTees if the period for 
implementing the guarantees were extended beyond two years. Hm~'ever, based 
upon our current knowledge, eBO estimates the total cost of providing $4.5 billion 
In obligation guarantees through the Omnibus Energy Conservation Act to be $135 
million. 
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TABLE l.-Co\l::>AiHSC'N OF 1.1AJOR PtlOVISIO'JS or THE 
ENERGY cor,ls ERVA TiO.'! OF~,Ll(,,,\ TI0~': GUt\R.'\~JT:;'f:.S FROGRAI\\S 

IN H.R. Ilf205 l\ND H.R. 12!6'J 

Eligible Borrowers 

~alifyir.g Investments 

Limit on !,mounts Guar­
anteed------~ 

Funding Mecnanism2 

Ornnii:::;ls Energy 
Conservation Act 

.J.!:!~~!:-.?2.'-!.2_c:.c. 362L 
o Owners of irldustrial or 

commercial facilities 

o Corpora tions or subsidiar­
ies of corporations 

o Non-profit institutions 

o Any person who intends to 
use the assisfance to fin­
ance energy conservati.on 
measures 

o Must recover investment 
and interest over the use­
ful life of the mea:;ure 

o Return on investment 
must be insufficient to be 
commercially feasible 

o Pre-commitment informa­
tion may be requested and 
records, ;3IJdits ilnd exam­
inations are re<juir<!d 

o 90 percerrt share of ob­
ligation is maximum guar­
antee 

FEA Extension Act 
. ......i.U:R. 12169, Pa.r:.:r.£l_ 

o Owners of industrial or' 
commerdal faeili ties 

o Corpo~atio:Js or subsidiilr­
ies of corpora tions 

o Non-profit institutions 

o Any person or governrnen­
tal entity which intends to 
use the assistance to fin­
ance energy conservation 
measures 

o Measures must be identi­
fied by an energy audit 

o Must reCover investment 
and in teres t over the use­
fullife of the measure 

o Financing must not be 
available on terms suffic­
iently attractive without 
assistance 

o Pre-comm:tmc:nt iniorma­
tion may be requested and 
records, iludits ar;d exam­
ina lions are requl.-ed 

o 90 perCent share of ob­
ligation is m;tximum guar­
antee 

o Administrator may take 0 Administrator may take 
action to recover govern­
ment's losses 

o $11.5 billion total 

o $2 million limit for any 
borrower 

o None mentioned 
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action to recover govern­
ment's 105~e~ 

o $2 billion in FY 1977 
$2 billion in FY 197.8 

o Limit fTlU<;t be lowered if 
default rate expected to 
exceed authorization of 
appropriatior.s 

o 40 pen.:..;nt minimum to 
state and local govern~ 

ments and private non­
profit insti'.utions 

o Appropriations Authorized 
$60 milEo:l in FY 1977 
$60 million i;) FY 19/5 

o For additional payments. 
Administrator may issue 
obligations to the Secre­
tary of the Tre<isur}' to be 
r 1ccmcd from appropria­
tions 

o Davis-!hcon Act ap;Jlles 

o /\JJ obligations are tGxa~lc 



TABLE 2.-COMPARAT1VE SUMMARY OF BUDGET EFFECTS 
FOR H.R. 1420YAND H.R. 12169 

(in millions of dollars) 

FY 1977 FY 1978 FY 1979 FY 1980 FY 1981 Out-Years 

Contingent Liabilities . 

H.R. 1lf.205 If.,500 

H.R. 12169 .2,000 2,000 

Authorization Levels 

H.R. 14205 135 

H.R.12169 60 60 

Costs 

H.R. 11t205 6 12 12 12 93 

H.R. 12169 5 11 11 11 82 
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