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NATIONAL SECURITY ANO 
tNTERNATtONAL AFFAIRS DIVISION 

B-206203 

UNITED STATES GENERAL ACCOUNTING OFFICE 
WASHINGTON, D.C. 20548 

APRIL 25, 1984 

The Honorable M. Peter McPherson 
Administrator, Agency for 

International Development 

Dear Mr. McPherson: 

This report presents the results of our review of the 
management of the Housing Guaranty program. It suggests ways to 
improve program management, including the placement of loans, 
and more carefully protect the U.S. government from contingent 
liability claims and expenditures. 

We initiated this review to evaluate the Agency's use of 
the program in an environment of high external debt, balance- 
of-payments difficulties, and other economic problems in recipi- 
ent countries. AID's comments on the report are at the appen- 
dix. 

The report contains recommendations to you on pages 21 and 
46. As you know, 31. U.S.C. 5720 requires the head of a Federal 
agency to submit a written statement on actions taken on our 
recommendations to the Senate Committee on Governmental Affairs 
and the House Committee on Government Operations not later than 
60 days after the date of the report and to the House and Senate 
Committees on Appropriations with the Agency's first request for 
appropriations made more than 60 days after the date of the 
report. We would appreciate receiving copies of your statements 
to the committees. 

We are sending copies of the report to the Chairmen of the 
four above committees, interested House and Senate authorization 
committees, and the Director, Office of Management and Budget. 

Sincerely yours, 

Frank C. Conahan 
Director 



GENERAL ACCOUNTING OFFICE AID'S MANAGEMENT 
REPORT TO THE ADMINISTRATOR, GUARANTY PROGRAM 
AGENCY FOR INTERNATIONAL 
DEVELOPMENT 

OF THE HOUSING 

DIGEST -mm--- 

The Housing Guaranty program is the Agency for 
International Development's (AID's) principal 
means for providing shelter assistance to 
developing countries. The U.S. government 
provides a "full faith and credit" guaranty of 
repayment of principal and interest for com- 
mercial rate loans made by -private U.S. 
lenders. 

An up-front fee of 1 percent on new loans and 
an annual fee of one-half of 1 percent on the 
unpaid balance of disbursed loans provide 
AID's Office of Housing and Urban Programs 
with income. A reserve fund finances office 
operations when fee income cannot both meet 
operating expenses and satisfy lender claims 
for delinquent payments. 

The objective of this review was to assess 
AID's use of the program in an environment of 
high external debt and other economic prob- 
lems. 

Worldwide economic conditions have adversely 
affected program operations. Heavy debt 
levels and the international recession have 
undermined economic stability in many program 
countries. Several countries have been con- 
sistently in arrears on their loan repayments; 
some have not participated in the program due 
to high interest rates charged on the loans. 
AID reported in November 1982 that as of March 
1982, 22 percent of housing loans were in 
default because of monetary devaluations, for- 
eign exchange shortages, and homeowners* 
delinquencies. As of September 1983, AID had 
paid U.S. investors approximately $33.7 mil- 
lion under its guaranty agreements. Resched- 
uling of loans and depletion of the reserve 
fund are potential problems. 
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AID's Office of Financial Management reported 
that the reserve fund was not adequate and 
recommended that AID seek a $25 million appro- 
priation as "short-range protection for the 
program." As of September 1983, the U.S. 
government's contingent liability for program 
loans was over $1 billion. The program's 
reserve fund has never exceeded $50 million 
and as of September 1983 was about $20 mil- 
lion. 

HOUSING GUARANTY PROGRAM 
ACCOMPLISHMENTS AND PROBLEMS 

AID has successfully demonstrated that core 
housing, sites and services, and slum upgrad- 
ing are viable low-cost shelter solutions. 
Convincing host countries to adopt these solu- 
tions has been difficult. (See pp. 8 through 
11.) 

The Office of Housing has had some difficul- 
ties in validating host-country median-income 
statistics and thus the potential beneficiary 
groups whose incomes fall below it. Incorrect 
statistics can lead to shelter solutions which 
are too expensive for target groups. (See.pp. 
11 and 12.) 

Self-sustaining finance mechanisms, which 
include cost recovery, are central to success- 
ful housing delivery systems. A major program 
objective is the elimination of government 
subsidies and adoption of cost-recovery poli- 
cies and practices. Nevertheless, the coun- 
tries GAO reviewed have large subsidies in 
their shelter programs. (See pp. 12 through 
16.) 

Devaluations in relation to the U.S. dollar 
and inflation in host countries make cost 
recovery technically and politically diffi- 
cult. Governments may face increased loan- 
servicing costs at the same time that invest- 
ment in the housing sector becomes a lower 
priority. 

In the future, the Office of Housing may not 
have the option of contracting multiple, 
large-scale Housing Guaranty loans in selected 



countries. The use of small loans, narrowly 
focused on technical assistance and pilot 
projects, is an option that AID might use to 
continue institution building, demonstrate 
low-cost shelter alternatives, and elicit 
clearer host-country priority for and commit- 
ment to the shelter sector. (See pp. 16 
through 18.) 

NEED FOR COUNTRY RISK ANALYSIS 

The Office of Housing i,ncluded economic analy- 
ses in its Housing Guaranty loan proposals but 
should also have conducted country risk analy- 
ses. Risk analysis allows the lender to 
assess the level of risk and the implications 
that risk has for its larger financial posi- 
tion. The Office of Housing missed opportuni- 
ties to identify trouble spots and conse- 
quently minimize the level of contingent 
liability risk for the U.S. government. 

In contrast to the Office of Housing, the 
U.S. Export-Import Bank, for example, regu- 
larly performs country risk analyses. U.S. 
bank regulatory authorities, such as the 
Federal Deposit Insurance Corporation, have 
adopted a uniform examination system for 
evaluating and commenting on country risk to 
U.S. banks with large foreign lending. 
(See pp. 29 through 35.) 

EFFORTS TO PROMOTE NEW LENDING 

Office of Housing efforts to promote new lend- 
ing included offering loans for their foreign 
exchange value; developing creative financial 
packages; and modifying the requirement for 
host-country government full faith and credit 
guaranties on loan repayment to the U.S. gov- 
ernment. For example: 

--Housing Guaranty loans provide the host 
country with immediate balance-of-payments 
support, do not require procurement of U.S. 
goods and/or services, have small import 
requirements, and are disbursed relatively 
fast. 

--Creative financial packages offer host coun- 
tries slightly lower interest payments in 
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return for some risk of increased loan 
costs. The packages also increase risks for 
the Housing Guaranty reserve fund and ulti- 
mately the U.S. government, due to financial 
strains that changed loan conditions could 
cause host countries. 

--Modifying the requirement for host-country 
government guaranties to include "equiva- 
lent" guaranties, is similar to a prior AID 
policy. That policy contributed to non- 
recoverable costs to the reserve fund of 
$18 million as of September 1983 because of 
nonguarantied loan arrearages. The Office 
of Housing needs to define equivalent guar- 
anty. (See pp* 35 through 38.) 

DEBT RESCHEDULING STRATEGY 

Various AID analyses point out that potential 
host-country debt rescheduling would be costly 
to the program. Under a rescheduling agree- 
ment, the host country ceases some portion of 
its payment of outstanding debt for a speci- 
fied period of time. The Office of Housing 
would have to make up any shortfall in loan 
payments from its reserve fund. 

The Office of Housing has a high concentration 
of large loans ' selected countries-- 
$191 million in Isritl, $93 million in Korea, 
and $86 million in Peru. AID's Office of 
Financial Management has noted that the Over- 
seas Private Investment Corporation was 
required " to maintain reserves equal to 
25 percent of the maximum contingent liability 
for guaranties issued. II Housing 
Guaranty cash reserves werl o;ly ‘about 5 per- 
cent of the contingent liabilities as of 
September 1979; by September 1983 they were 
only about 1.8 percent. 

In May 1983, the government of Peru announced 
its intention to reschedule its debt, includ- 
ing $86 million in Housing Guaranty loans. 
Its opening position for negotiations would 
have cost AID $20 million. AID requested that 
Housing Guaranty loans be exempted from the 
rescheduling process and the Departments of 
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the Treasury and State agreed to this. In 
return, AID would reschedule more of its 
development assistance loans than would ordin- 
arily be required. Exempting the Housing 
Guaranty program from reschedulings could 
eventually undermine the overall effectiveness 
of the process, establish an undesirable 
precedent, relieve the Office of Housing of 
the risk associated with its loan program, and 
transfer costs to the U.S. Treasury. (See 
pp. 40 through 45.) 

RECOMMENDATIONS 

GAO recommends that the Administrator of AID 
have the Office of Housing and Urban Programs: 

--Make preproject surveys in its host 
countries to insure that income levels of 
intended beneficiaries in each project are 
actually below the median income. (See 
p. 21.) 

--Emphasize institution-building and cost 
recovery as the shelter programming goals 
which offer the most promise for future pro- 
grams. (See rj. 21.) 

GAO also recommends that the Administrator of 
AID prepare an action plan to stem further 
deterioration in the level of the reserve fund 
and to minimize the contingent liability expo- 
sure of the U.S. government. The plan should 
include assurance that no Housing Guaranty 
loans be extended to any country where U.S. 
government contingent liability for such loans 
exceeds reserve fund assets, determine where 
the Housing Guaranty program ranks as a devel- 
opment assistance mechanism, and consider 
replenishment of the reserve fund from AID 
budget resources. (See p. 46.) 

GAO recommends that the Administrator of AID 
not seek exemption of Housing Guaranty loans, 
within the internal U.S. government decision- 
making ‘process, from any country's debt 
rescheduling which includes AID loans. (See 
p. 46.) 

In addition, GAO recommends that.the Adminis- 
trator of AID have the Office of Housing and 
urban Programs: 
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--Prepare a thorough country risk analysis 
for each proposed Housing Guaranty loan. 

--Define "equivalent" guaranty and establish 
criteria under which such a guaranty may be 
substituted for a host-country government 
guaranty, and exercise caution in extending 
Housing Guaranty loans which do not have 
host-country government guaranties. (See 
p. 46.) 

AGENCY COMMENTS 

AID agreed with our recommendations to define 
the term "equivalency" and to exercise caution 
in extending Housing Guaranty loans which do 
not have host-country government guaranties. 
AID also said it would continue to emphasize 
institution building and cost recovery, along 
with its other emphases. It said it would 
revise its country risk analysis methodology 
and do more thorough analyses. 

AID agreed to prepare an action plan and to 
consider replenishment of the reserve fund 
from AID budget resources, but it did not con- 
cur with GAO on limiting loan amounts to indi- 
vidual countries to a level equal to the 
reserve fund. AID said that this amounts to 
either the need for major refunding of the 
program's reserve fund or suspension of the 
program. GAO believes its recommendation 
might limit program operations but would not 
necessarily result in suspension of the pro- 
gram. It would also defuse potential contin- 
gent liability claims against the U.S. govern- 
ment. 

AID said that it "is no longer seeking to 
exclude [Housing Guaranty] loans from 
reschedulings [at the international levei] bu; 
reserves the right to overreschedule AID loans 
if this is in the best interests of the 
[Housing Guaranty] program." The GAO 
recommendation, which has been clarified, did 
not refer to reschedulings at the inter- 
national level but dealt with internal U.S. 
government decisions on bilateral negotiations 
of debt reschedulings. GAO believes that 
exemption of Housing Guaranty loans from debt 
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rescheduling departs from normal U.S. govern- 
ment operating procedures, could eventually 
undermine the rescheduling process, estab- 
lishes an undesirable precedent, relieves AID 
of the risk associated with the Housing 
Guaranty program, and transfers costs to the 
U.S. Treasury. 

AID also disagreed with the recommendation to 
make surveys to insure that intended bene- 
ficiaries are below the median-income level. 
AID said its project evaluations in time would 
reveal this data. GAO believes that a pre- 
project survey would provide data to prevent 
errors while an evaluation would note errors 
after they had been made. The GAO recom- 
mendation has been clarified. 

AID provided detailed comments, which are at 
the appendix, on specific issues discussed in 
the report. GAO considered these comments and 
revised the report as appropriate. 

vii 
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CHAPTER 1 

INTRODUCTION 

The Agency for International Development's (AID's) Housing 
'Guaranty (HG) program has guarantied more than $1 billion to 
finance housing and related infrastructure activities for 43 
countries, Taiwan, and 2 regional banks. Its initial authori- 
zation began in 1961. In 1969 the program was consolidated with 
an initial capitalization of $50 million to meet its operational 
needs and to cover payments required to be made under terms of 
the specific guaranty agreements. Program recoveries and fee 
income earned were available for reuse to maintain and regener- 
ate the fund. The program is administered by the Office of 
Housing and Urban Programs within AID's Bureau of Private Enter- 
prise. 

Under the program, U.S. private sector lenders provide 
long-term financing at commercial interest rates for housing and 
shelter-related projects undertaken by developing countries; the 
U.S. government provides a "full faith and credit" guaranty of 
repayment of principal and interest to the lenders. AID charges 
the developing country an initial fee of 1 percent of the amount 
of the loan, which is deducted from the loan disbursement, and a 
fee of one-half of 1 percent per annum of the unpaid principal 
balance of the guarantied loan. 

PROGRAM HISTORY ' 

The President may issue housing guaranties under authority 
of the Foreign Assistance Act of 1961, as amended (22 U.S.C. 
552181-2183). 

The HG program, originally termed the Housing Investment 
Guaranty program, provided an opportunity for U.S. construction 
firms to build housing projects in Latin America demonstrating 
advanced methods of construction and finance in order to produce 
multiplier effects on host-country housing activities. In 1965, 
the Congress reoriented the program toward institution-building 
so that housing could be provided on a continuing basis by the 
host country after the HG demonstration projects were 
completed. The program was expanded to include countries in 
Africa and Asia in 1969. Before 1974, the HG program provided 
housing which was not affordable to lower-income groups. In 
1973 amendments to the Foreign Assistance Act, Congress placed 
the program within its New Directions policy mandate for 
development assistance, and directed that the program serve the 
poor majority in developing countries. 

The HG program has a guaranty authority of $1.72 billion 
and as of September 30, 1983, $1.27 billion in loan guaranties 
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was under contract. In recent years, the program has operated 
in an environment of developing-country austerity budgets and 
mounting debt-service ratios. During the last few years, the 
international economy has undergone recession, with high 
interest and inflation rates in the industrialized countries 
contributing to even higher interest/inflation rates in much of 
the developing world. The combination of these factors has led 
to balance-of-payments prob1ems.l 

In fiscal year 1979, $78.4 million was contracted with bor- 
rowers under the HG program; in fiscal year 1980 this dropped to 
$32.0 million and then rose slightly in 1981 to $38.4 million. 
For the most part, these loans were traditional long-term, 
fixed-interest rate loans, but in 1981, U.S. lenders began pro- 
posing and borrowing countries and AID began accepting inno- 
vative financing arrangements such as floating rates based on 
the interest rates for certain U.S. Treasury bills. With the 
acceptance of floating rates, AID reported that the pace of HG 
lending accelerated; for fiscal year 1982, $150.1 million in 
loans was contracted, and for fiscal year 1983, $141.8 million 
was contracted. 

PRIOR GAO REPORTS 

We reviewed the HG program in three prior reports. Low- 
Income Groups Not Helped by Agency for International Develop- 
ment's Housing Investment Guaranty Program (B-171526) November 
1974, stated that the housing provided under the program was not 
affordable to lower-income groups in the developing countries 
but that it had helped to develop some host-country institu- 
tions. AID complied with our principal recommendation that it 
define the program's policies to determine whether and how the 
program could serve low-income groups. 

The Challenge of Meeting Shelter Needs in Less Developed 
Countries (ID-77-39), November 1977, cited the importance of 
developing a plan that included improved shelter conditions as 
an integral part of development assistance efforts. We stated 
that the HG program had been heavily concentrated in a small 
number of countries and recommended that AID (1) distribute 
housing guaranties among a greater number of low-income coun- 
tries to maximize the program's demonstration effect, (2) work 
more closely with host-country officials to minimize the subsi- 
dies in housing programs and to insure that host-country 
institutions were developed which can replicate HG housing, (3) 
improve coordination within AID to insure that HGs are planned 
and programmed as part of a country's overall development, and 

'See GAO report entitled U.S. Development Efforts and Balance- 
of-Payments Problems in Developing Countries, (GAO/ID-83-l3), 
Feb. 14, 1983. 
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(4) improve the economic analyses of countries where HG projects 
are planned, particularly balance-of-payments prospects and 
debt-servicing capability. 

Agency for International Development's Housing Investment 
Guaranty Program (ID-78-44), September 1978, noted that AID had 
made dramatic changes in the kinds of housing financed in order 
to serve the poor majority in developing countries and had 
helped to effect important changes in host-countries' housing 
policies and delivery systems. The report recommended that AID 
(1) assign housing officers directly to AID missions and 
decrease, as appropriate, the responsibilities and functions of 
regional housing officers, (2) improve financial reporting, and 
(3) schedule more timely financial audits of the program with 
independent verification of source data and operating 
procedures. 

OBJECTIVES, SCOPE, AND METHODOLOGY 

The objective of this review was to assess AID's use of the 
HG program in an environment of high external debt, balance-of- 
payments difficulties, and other economic problems in recipient 
countries. We examined overall program management as well as 
the (1) loan management process in the Office of Housing and at 
the AID regional housing and urban development office and AID 
mission level, (2) program impact on the external debt profile 
and balance-of-payments situation of host countries,2 (3) hous- 
ing sector subsidies paid by host governments, (4) replication 
of prior HG projects by the host-country public or private sec- 
tors, and (5) private-sector participation in HG-financed hous- 
ing. This report also follows up on our recommendations in the 
prior reports. 

In Washington, D.C., we met with officials of AID, the 
Departments of the Treasury and State, Office of Management and 
Budget, Export-Import Bank, Inter-American Development Bank, and 
a private-sector housing consultant group. We used documents 
and statistical data from AID and State, the World Bank, Inter- 
national Monetary Fund, and Chase Econometrics/Interactive Data 
Corporation. 

We selected Ecuador, Peru, Kenya, the Ivory Coast, and 
Tunisia for fieldwork, as each country had a history of prior HG 
program involvement and probable HG loans for the future. The 
economic conditions in the countries varied from good in Tunisia 
to poor in Ecuador and Peru. The countries were specifically 

2See GAO reports, Bank Examination for Country Risk and Interna- 
tional Lending (GAO/ID-82-52), Sept. 2, 1982, and Unrealistic 
Use of Loans to Support Foreign Military Sales(GAO/ID-83-5), 
Jan. 19, 1983. 
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selected and may not be representative of all HG loan-recipient 
countries. 

We performed work at the U.S. embassies and/or AID missions 
in each country, and at the AID regional housing and urban 
development offices in Panama City (which is responsible for 
Ecuador and Peru), Abidjan, Nairobi and Tunis. We reviewed 
embassy and mission economic data, AID HG program documents, 
such as project plans, status reports, evaluations, cables and 
financial data. We met with U.S. and host-country officials 
from the respective ministries of finance and housing, officials 
of the central banks, and private housing-sector businessmen and 
financial institution officials. we also met with representa- 
tives of other donor institutions, such as the Inter-American 
Development Bank and World Bank. We visited project sites which 
we selected in each country. 

Our work was done in accordance with generally accepted 
government auditing standards. 



CHAPTER 2 

HOUSING GUARANTY PROGRAM 

ACCOMPLISHMENTS IN A DIFFICULT ENVIRONMENT 

AID has used its HG program since the mid-1970s to promote 
self-sustaining shelter delivery systems for families below the 
median income. The Office of Housing has identified five objec- 
tives which are integral to achieving this goal: (1) lowering 
housing standards to levels affordable for below median-income 
families, (2) making the housing sector self-financing, 
(3) strengthening public-sector housing institutions, 
(4) encouraging continuous private-sector participation in low- 
income housing, and (5) preparing comprehensive national housing 
policies. We reviewed the HG program in Ecuador, Peru, Kenya, 
the Ivory Coast, and Tunisia for progress in achieving these 
objectives. 

The current economic environment has greatly complicated 
the Office of Housing's pursuit of its objectives. Inflation 
and currency devaluations have undermined self-sustaining shel- 
ter finance systems and put many shelter solutions beyond the 
reach of large segments of the target population. Government 
austerity budgets have resulted in reduction of the housing 
sector as an investment priority. 

AID has made substantial progress in the five countries we 
reviewed, in achieving affordable shelter for the poor and, to a 
lesser degree, in strengthening shelter delivery systems. How- 
ever, the crucial problem of establishing housing finance 
systems is largely unresolved, as large-scale subsidies continue 
to undermine the financial health of the housing sector. Addi- 
tionally, the program faces significant obstacles to obtaining 
increased private-sector participation in low-income housing on 
a continuing basis. 

PROGRAM OBJECTIVES 

The Foreign Assistance Act of 1961, as amended, recognizes 
that AID cannot provide shelter for all those who need it. The 
act therefore outlines HG program objectives as a demonstration 
of low-cost housing approaches and techniques, through pilot 
projects, to mobilize host-country resources for replication of 
HG projects on a self-sustaining basis. Under the 1973 New 
Directions policy mandate, and in accordance with congressional 
objectives, the Office of Housing adopted five general program 
objectives together with development of an overall national 
housing policy framework for each host country. These objec- 
tives are: 
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1. 

2. 

3. 

4. 

5. 

Establish shelter solutions affordable for 
those below the median income. 

Develop systems for financing shelter for 
the target group with minimum subsidy re- 
quirements. 

Develop institutions capable of sustaining a 
level of production of shelter commensurate 
with the needs of the population. 

Encourage an increased private sector invol- 
vement in low-income shelter construction. 

Prepare comprehensive national housing poli- 
cies. 

The objectives represent a fundamental shift away from the 
kinds of housing policies traditionally pursued by many devel- 
oping countries. Traditional housing policies frequently 
targeted upper-income groups as the client groups; promoted . 
high-standard construction which the below-median income family 
could afford only with large government subsidies; and resulted 
in the destruction, rather than upgrading, of slum areas. The 
Office of Housing faced long-standing policies and attitudes as 
it sought to change host-country policies and to implement its 
new objectives. . 

MAJOR INVESTMENTS 

The Office of Housing has been involved in shelter develop- 
ment in Ecuador, Peru, Kenya, the Ivory Coast, and Tunisia for 
many years: its investment for contracted loans varies from a 
low of $17.0 million in Kenya to a high of $105.9 million in 
Peru. As shown in table 1, the Office has contracted a total of 
27 loans for $238.3 million in these countries and has author- 
ized 6 additional loans for $125.5 million. 

AID's investment has enabled each country to undertake major 
housing projects. For example, targets for the latest HG 
project in the Ivory Coast are the preparation of 735 housing 
sites with installed service connections, construction of 1,866 
low-income rental units, and upgrading of 870 slum units. AID 
estimates that under a recent HG loan in Peru, 17,300 houses 
were connected to electrical systems and 19,700 homes to water 
and sewerage systems; another 4,800 serviced lots were prepared 
and 550 home improvement loans made. In Tunisia 5,600 new units 
housing approximately 30,000 people were constructed and 
neighborhoods affecting another 45,000 people were upgraded. 
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Source GAO 

“Core housing ” in Solanda project, Quito, Ecuador. 

Table 1 

I.ans Contracted and Authorized 

Loans Number of Loans 
Country contracted loans Years authorized Years 

(millions) (mllllons) 

Ecuador $ 27.4 3 1969432 $ 25.0 1982 
Peru a 105.9 12 1962-82 12.5 1983 
Kenya 17.0 3 1969-75 53.0 1979-83 
Ivory Coast 53.0 5 1967-83 10.0 1983 
Tunlsia 35.0 4 1966-79 25.0 1979 - 

mta1s $238.3 27 $125.5 
-- S 

Source: Agency for Internatlonal Developnent, September 30, 1983. 

Total 
(mZiGns) 

$ 52.4 
118.4 
70.0 
63.0 
60.0 

$363.8 

a AID cancelled $6 mllllon in three loans ln 1963-65 at a cost to AID of 
$3.1 wlllon. 



Housing financed by the HG program alone, however, cannot 
reduce in any meaningful way the housing deficits in developing 
countries. Estimates of annual housing unit construction 
requirements in Tunisia are 100,000, in Kenya 60,000 and in the 
Ivory Coast 30,000 for Abidjan alone. Ecuador has an annual 
need for 42,000 urban units and Peru for 100,000. AID maintains 
that "the housing policies advocated by the HG program . 
will lead to a meaningful reduction of housing deficits o;e; 
time," but this is predicated on host countries adopting poli- 
cies advocated by AID and replicating HG demonstration projects. 

PROMOTION OF AFFORDABLE SOLUTIONS 

The first building block of a national housing policy is 
to identify shelter solutions which below median-income families 
can afford. The Office of Housing developed the following types 
of minimal-standard, 
degrees of acceptance. 

low-cost solutions which met with varying 

--Core housing: one- or two-room units which 
often include a bathroom plus connections to 
available services, such as water, electricity, 
and sewerage. The basic structure can be 
expanded beyond the core shell as the owner's 
income permits. 

--Sites and services: a graded lot and service 
hookups. Construction is generally accom- 
plished through "self-help" efforts by the 
owner. 

--Slum upgradlng: provides services such as 
water, sewerage, and electricity; roads 
may be built, small home improvement loans 
made, etc. 

The Office of Housing generally faces a lengthy period of 
resistance prior to getting host countries to accept its low- 
income shelter solutions. For example, in the early 1970s it 
developed a program for low-income families in Ecuador which 
included core housing and sites and services. Following con- 
siderable discussion and negotiation with AID, the government of 
Ecuador rejected the program as inappropriate for its people, 
and continued to focus its policy on construction of high- 
standard, middle- and upper-income housing located in the major 
cities. 

In 1979, when an elected, civilian government took office 
in Ecuador and expressed an interest in affordable, low-income 
housing as proposed by AID, the Office of Housing developed a 
core-housing project. A $20 million HG loan was contracted in 
1982 for the “Solanda” project and is now being implemented. 
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Due to contracting and implementation delays and accompanying 
inflationary cost increases, the core-housing project originally 
designed has become too costly for the intended low-income 
target groups. AID has redesigned the project to provide more 
minimal housing (e.g., a basic housing structure with bathroom) 
but has encountered resistance from the target beneficiaries and 
the private foundation which is implementing the project: both 
groups expected their investment to yield "real" houses and not 
what a foundation spokesman termed "slums." As a result, the 
government of Ecuador has been reluctant to support Office of 
Housing concepts for this project, but has indicated a wrlling- 
ness to reduce shelter standards for future HG loans. 

AID stated that the government of Ecuador has always been 
in agreement with AID on the issue of standards, and the 
private-sector foundation which is implementing the Solanda 
project has recently agreed to reduce standards. However, as we 
note above, the government of Ecuador has not always been in 
agreement with AID on housing standards; even the civilian gov- 
ernment which assumed office in 1979 was reluctant to reduce 
standards beyond a certain point for the Solanda project but 
agreed to AID standards for future HG projects. 

The Office of Housing has been successful in getting the 
government of Tunisia to adopt slum upgrading in place of des- 
troying such homes and displacing the inhabitants. The 
government has also established a national office to promote the 
upgrading projects. Tunisia has also adopted the concept of 
core housing and has committed its own funds to replicate AID 
demonstration projects. 

AID also succeeded in having the government of Kenya adopt 
its various shelter solutions. It has had less success with the 
Ivory Coast, but due to economic pressures and sharply curtailed 
budget expenditures, the government of the Ivory Coast now 
appears to be moving toward acceptance of minimal shelter solu- 
tions. AID said that the report "ignores the contributions made 
by AID officials through long dialogue and through extensive 
training and continuous policy education of Ivory Coast 
officials." We recognize AID's training and policy education of 
Ivory Coast officials, but AID documents clearly illustrate the 
difficulties that the agency has had with the government of the 
Ivory Coast; the government of the Ivory Coast has not adopted 
many AID recommendations and has even reneged on agreements it 
has made with AID. 

Peru devotes most of its housing sector resources to con- 
structing high-standard, high-cost houses and apartments which 
are fully completed. Government sites and services projects 
also have high standards which tend to increase costs. AID's 
accomplishment of introducing the concepts of sites and services 
and slum upgrading are thus somewhat minimized. AID stated that 
while it has financed "upgrading" projects in Peru, it has not 
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HG-fmanced “expanded core-houslng” by National Housmg Corporation, Kenya 

Source GAO 

Low-income, one-room “core” house replicated by the government of Kenya from prior 
HG-financed housing. 
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financed sites and services projects. However, we visited an 
attractive sites and services project in Lima, Peru, which AID 
was financing for a college and grade-school teachers' housing 
development. 

Goals hampered by 
income miscalculations 

The Office of Housing has demonstrated that affordable, 
low-income shelter solutions are available and can work for 
those countries committed to their development. The impact of 
the emphasis on affordability, intended to open up housing 
opportunities to low-income groups, can be diluted if median- 
income calculations for target groups are too high. 

The definition of "target group" for HG loans is of partic- 
ular importance due to the program's legislative mandate that a 
minimum of 90 percent of the participants in HG loan projects be 
below the median income.1 AID can either accept a host coun- 
try's figures for median income or establish its own figures. 
We found the way AID collected, analyzed, and adjusted income 
data produced questionable results in Peru and Ecuador. 

During the period July 1977 to April 1979, the AID mission 
in Peru used average family income, which was higher than median 
family income, to determine program eligibility. This had a 
double effect. Some families declared eligible for HG housing 
were in fact not eligible, and project designers used question- 
able data in deciding which shelter solutions were affordable to 
the AID target group. The data was reported to be corrected in 
April 1979 but we found that there were continuing problems in 
1980. The U.S. embassy reported April 1980 average monthly 
salaries as $175 for white-collar workers and $127 for blue- 
collar.2 The AID mission's maximum allowable income for 
program eligibility was $252. In June 1980 an AID consultant 
computed median family monthly income as $175; the mission was 
using a $284 figure at that time.3 By mid-1983, after various 
adjustments for inflation, devaluations and other factors, the 
mission's median family income stood at $240 per month.4 

ISection 223(j) of the Foreign Assistance Act of 1961, as 
amended, states "not less than 90 per centum [of HG loans] 
shall be issued for housing suitable for families with income 
below the median income (below the median urban income for 
housing in urban areas) in the country in which the housing is 
located." 

2Converslon rate of 268 soles to $1 as of Apr. 11, 1980. 

3Conversion rate of 285 soles to $1 as of June 1980. 

4Peru had a rolling devaluation in 1983; at May 15, 1983, the 
conversion rate was 1,440 soles to $1. 
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Income statistics for Ecuador also raise questions. 
Increased material and labor costs combined with an estimated 
inflation rate of 14 percent in February 1981 threatened to 
drive HG housing costs beyond the means of AID's target group. 
The AID mission began periodic adjustments to median family 
income figures to account for inflation and currency devalua- 
tions. Since 65 percent of HG project beneficiaries were 
employed by private-sector companies which provided various 
"benefits" in addition to salaries, AID incorporated these "real 
income benefits" in determining median family income. This pro- 
cedure does not account for individuals such as the self- 
employed who may not have benefits supplementing their incomes; 
it obscures actual disposable cash income which low-income fami- 
lies have available for housing costs. One-third of the HG pro- 
ject beneficiaries may be priced out of the housing market as 
their incomes do not include the benefits AID used in its compu- 
tation. 

We recognize the technical difficulty inherent in estimat- 
ing median-income statistics during a period of rapid infla- 
tion. However, incorrect statistics have the potential to 
hamper the HG program in assisting its intended beneficiaries.. 
Faulty income statistics can lead to shelter solutions which are 
too expensive for target groups. We believe that it is in the 
interest of both the host countries and the HG program to take 
the steps necessary to arrive at reasonably reliable figures and 
to keep them updated. 

FINANCIAL SELF-SUFFICIENCY 
REMAINS ELUSIVE 

AID does not have sufficient available resources to finance 
more than a small portion of the needed shelter in the HG- 
recipient countries. Additionally, the relevant legislation 
stresses the demonstration nature of the Office of Housing's 
activities. Thus, a key goal for the HG program is to identify 
a steady source of housing financing which will endure after AID 
leaves. A parallel concern is the level of resources made 
available to the housing sector. A goal of the Office of 
Housing is to have the provision of shelter equal the demand. 
Both goals have proven difficult to achieve. 

The countries we reviewed have chosen to fund public- 
housing finance institutions in order to provide resources to 
the housing sector. The general practice in many developing 
countries of subsidizing shelter costs has, however, threatened 
the financial viability of these institutions. Interest-rate 
subsidies result in financial losses, which have forced the 
institutions to turn back to their central governments for new 
funds. Some governments earmark resource flows to recapitalize 
the institutions on a regular basis while others do so only as 
needed. Some governments facing budget pressures have been 
reluctant to provide funds to the institutions in need of 
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HG-financed housing in Ibn Khaldoun, Tunis, Tunwa 

Source GAO 

HG-financed home Improvements In Mahdla, Tunwa 
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recapitalization-- institutions in Ecuador, Peru, and the Ivory 
Coast are currently facing such problems. Some institutions 
have stayed solvent through external borrowing, such as through 
the HG program. 

The dangers of depending on significant outlays from the 
national budget have become obvious during the economic turmoil 
which developing countries have faced in the last few years. 
Since the housing sector is generally classified as a social 
rather than a productive sector, it has not done well as an 
investment priority. Governments searching for ways to improve 
their balance-of-payments difficulties have emphasized invest- 
ment in such sectors as agriculture, industry, energy, and tran- 
sportation. Even Tunisia, which has historically put great 
emphasis on increasing its housing, has recently decreased that 
sector's share of investment from 16 to 12 percent. The govern- 
ments of the Ivory Coast and Kenya are seeking to reduce their 
participation in the housing sector through stimulating local 
private investment. 

Economic turmoil has hampered realization of the Office of . 
Housing's objectives of developing self-sustaining finance 
institutions and insuring increased housing resources. However, 
balance-of-payments difficulties faced by these countries have 
given the Office of Housing an opportunity to encourage 
necessary policy changes. HG loans are dollar-denominated and 
thus attractive to governments trying to deal with foreign 
exchange shortages. The Office has used the promise of new HG 
loans to get governments to take steps toward needed reforms. 
The budget constraints in Ecuador, Peru, the Ivory Coast, and 
Kenya, for example, have stimulated interest in housing policy 
reforms which could decrease demands for new funds from housing 
finance institutions by encouraging operations on a cost- 
recovery basis. 

Office of Housing promotes 
cost recovery 

The Office of Housing's general position has been that 
housing-finance institutions should be self-sustaining, e.g., 
should recover costs for housing and related infrastructure and 
the cost of money through realistic interest-rate charges. Such 
an approach would entail the elimination or reduction of sub- 
sidies to insure an adequate and continuing flow of moneys back 
to the housing institutions. Inflation and devaluations of 
host-country currencies make this objective both politically and 
technically difficult to achieve. 

In some countries, such as the Ivory Coast, even if a 
full-cost recovery approach is possible, it may come too late to 
redress, in the short run, the considerable damage caused by 
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large-scale subsidies. The Ivory Coast provides numerous sub- 
sidies, such as free land for state-constructed housing, low 
national interest rates, caps on rent increases, tax forgiveness 
on building materials, and free or low-cost primary infrastruc- 
ture for municipalities. Such subsidies not only result in loss 
of funds by financial institutions (which cannot recoup their 
costs for land, or raise rents and interest rate charges to 
maintain parity with market costs) but also in expenses to the 
national budget. 

The Office of Housing's 1976' HG project, while not yet com- 
pleted, provided two mechanisms for cost recovery: (1) a system 
for increasing rents on rental housing- while still maintaining 
affordability and (2) a community betterment tax to capture com- 
munity upgrading costs. Despite AID's cost-recovery demonstra- 
tion, the Ivory Coast refused to adopt the concept as national 
policy until the country's housing finance system had collapsed. 
For example, a state-owned housing development corporation 
established in 1963 to build urban and middle-income rental 
housing is now deeply in debt, and the government has prohibited 
it from undertaking any new construction. The debt is attrib- 
uted to contracting expensive foreign loans, poor management, 
and government-imposed rent controls which effectively prohib- 
ited cost recovery. The foreign debt includes two HG loans 
which are substantially more expensive in terms of local cur- 
rency, due to devaluations, than when they were originally 
made. The housing fund of the Ivory Coast, one of its primary 
resources for financing public sector housing, has been absorbed 
in the central government's budget and is being used to pay off 
the large foreign debt, particularly of the various government 
housing institutions. The Ivory Coast is currently financing 
very little new housing on its own. 

The World Bank and the Ivory Coast government have reached 
agreement, as part of a structural adjustment loan (which per- 
mits a country to reorganize its budget allocations and economic 
priorities during a period of severe financial strain). Under 
the agreement, the government will institute major policy 
reforms, including a policy of housing cost recovery. 

Cost recovery techniques can reduce the eventual loss of 
resources used in housing finance, but they may not be able to 
eliminate all losses and still allow for reaching the targeted 
low-income levels. The effects of inflation and devaluation are 
technically and- politically difficult to remedy within a cost 
recovery framework. The inflation rate is rising in most devel- 
oping countries; in Peru it is projected to be close to 100 per- 
cent for 1983. Accordingly, if mortgage interest rates were 
indexed to the rate of inflation as proposed by the World Bank 
and AID, the cost of money could be recovered. Indexation could 
be adopted with minimal problems if incomes kept up with infla- 
tion: however, lower level incomes have not kept up with infla- 
tion particularly, in Ecuador and Peru. If these countries 
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adopted indexation, homeowners with declining real income might 
not be able to meet their indexed and rising mortgage payments 
and thus be forced into default. 

A related question involves costs in local currency against 
the U.S. dollar. In Peru, the government assumes devaluation 
costs and housing institutions are now covering approximately 
22 percent of payments due on loans contracted 5 years ago with 
the government assuming 78 percent. External borrowing in this 
situation only aggravates costs as it requires the borrowing 
government to cover any devaluation losses. We noted in our 
1978 report5 that housing should not be a development effort 
continually funded by external capital. We believe that the 
observation is still relevant today. 

The Office of Housing may not be able to realize its goal 
of establishing self-sustaining housing systems in the current 
economic environment; progress can be made, but housing banks 
may not be able to serve the very poor and still completely 
recoup losses. As a result, housing banks will need to depend 
in varying degrees on their central governments for capital, 
which raises issues on sectoral priorities and budget alloca- 
tions. 

HOUSING DELIVERY SYSTEMS 
MAKE SLOW PROGRESS 

Policies for making housing affordable or mobilizing 
financing capital are implemented through housing delivery 
systems. Institutions with the technical and management skills 
to design projects, administer loans, and undertake construction 
serve as the delivery system link which translates government 
policy into shelter solutions for project beneficiaries. 
Failure to build effective institutions can lead to inefficient 
use of available housing sector resources. 

The Office of Housing has a long record of establishing and 
strengthening housing institutions. The process takes years of 
effort, often combining the need for financial and technical 
assistance. For instance, savings and loan associations in sev- 
eral Latin American countries were established over a decade 
through a program of technical assistance coupled with financial 
aid in the form of "seed loans." The process demands the full 
commitment of the recipient government to realize its invest- 
ment. For example, when the Peruvian savings and loan institu- 
tions were threatened with decapitalization because of inflation 
and lack of cost recovery, the government of Peru put new capi- 
tal into the system. In contrast, a major Ivory Coast developer 

5See Agency for International Development's Housing Investment 
Guaranty Program (ID-78-44), Sept. 6, 1978. 
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which AID was attempting to strengthen is out of the housing 
business, at least temporarily, because of financial problems 
and lack of government financial support. Ecuador and Peru are 
at varying stages in their institutional strengthening process, 
with Peru having a fairly well-developed system and Ecuador in 
the early stages of development. 

Ecuador's principal housing institutions comprise a public 
housing institution, which sets policy, coordinates public and 
private institutions operating in the sector, and constructs 
housing projects, and a housing 'bank which plans, contracts, and 
finances shelter. The national social security agency also pro- 
vides home financing to participants of the social security 
system and to the private savings and loan institutions which 
AID had a major part in creating during the 1960s. 

Ecuador's institutions are inexperienced and suffer from 
limited absorptive capacity. The lead agency for AID's 1982 
Solanda project has had problems in coordinating the participa- 
tion of various groups in the project which has contributed to 
long delays in program implementation and subsequent cost 
increases due to inflation. Because of these cost increases, 
the price of units may be beyond the reach of the target bene- 
ficiaries. 

In Peru, several mature financial and policymaking institu- 
tions and private-sector savings and loan banks participate in 
public housing. The Ministry of Housing prepares overall 
investment plans, defines lines of action, establishes specific 
program guidelines, and allocates housing funds for various pro- 
grams. The ministry's development agency plans, designs, and 
puts housing projects out for bid, and monitors on-going proj- 
ects. 

Two major Peruvian finance institutions supply and regulate 
financing. The Central Mortgage Bank, established in 1929, had 
assets of $507.4 million at the end of 1981. It produces mostly 
upper-income housing and some basic low-income housing. The 
Housing Bank of Peru, created in 1962, obtained its initial 
capital through an HG loan and has borrowed $91 million in HG 
loans since 1966. It also works with the savings and loan 
system and acts as agent for the Peruvian Housing Fund in 
providing upper-income housing. 

Peru recently created the Materials Bank to provide low- 
income loans in the form of building materials for the construc- 
tion or expansion/improvement of low-income housing. The Peru- 
vian government deserves credit for inaugurating this highly 
innovative approach to assisting low-income families in self- 
help housing. It appears quite successful. AID reallocated 
$5 million from an ongoing HG loan to finance some of the activ- 
ities of the Materials Bank. Office of Housing officials said 
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they were trying to interest the government of Ecuador in creat- 
ing a similar bank. 

The housing institutions of Kenya and the Ivory Coast are 
still developing. Kenya's institutions have insufficient capac- 
ity to implement some projects; the Ivory Coast's housing 
institutions are excluded from guiding investment in the sector 
due to political factors. Tunisia's institutions, on the other 
hand, are well developed and capable of planning, constructing, 
and financing housing solutions, from upper-income homes to slum 
upgrading. 

AID stated that while institution-building and cost recov- 
ery are important goals, it believes "equally promising are 
those goals which would have governments eschew direct construc- 
tion of completed housing in favor of providing only those ele- 
ments not easily provided by homeowners themselves (land, 
water, infrastructure) with the . . . private sector being 
encouraged and given the freedom to build and finance completed 
units." 

CURRENT PRIVATE-SECTOR EMPHASIS 

Economic problems in the countries we reviewed have fre- 
quently resulted in (1) lower priorities for housing development 
because it is not a "productive" investment, (2) smaller budgets 
as countries have cut back generally, and (3) housing sector 
goals going unfulfilled while housing deficits mount. In the 
face of these problems, governments in several countries are 
looking for ways to boost the financial and management resources 
available for housing without putting new pressure on already 
tight budgets. The Office of Housing has recently devoted more 
attention to private-sector involvement in its projects as a 
response to the financial problems facing its host countries. 

Prior to the New Directions policy, the Office of Housing 
had actively engaged in building up private-sector participa- 
tion. For instance, in Latin America the Office worked to 
create and strengthen private savings and loan institutions; 
private-sector developers undertook HG projects which were not 
oriented toward lower-income groups. Since New Directions were 
adopted, the Office has had some difficulty in interesting the 
private sector in low-income shelter although some construction 
has continued to be performed under subcontract by private 
firms. However, in the countries we reviewed, attention has 
been focused on strengthening the public-sector institutions 
which are the main source of formal shelter solutions for the 
below-median-income population. 

' The Office of Housing is beginning again to emphasize 
private-sector participation in meeting low-income housing 
demands. Private-sector participation includes management of HG 
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funds as well as construction of units. The Office faces 
serious obstacles in gaining continuous participation following 
completion of specific projects. Attitudes and the issue of 
profitability frequently work against the Office's aims. For 
instance, in the Ivory Coast and Tunisia, the private sectors do 
not perceive a sufficient opportunity to make profits. In 
Peru, private-sector institutions see low-income housing as a 
responsibility of government. Tunisian government officials 
also viewed this as a government responsibility. For almost 
10 years, the government of Kenya has expressed an interest in 
involving the private sector 'in low-income housing. However, 
several problems must be solved before private-sector participa- 
tion occurs. For instance, land is- so costly in Kenya that a 
commercial developer would have to deal in large developments of 
500 to 800 units before it could lower prices to a level which 
low-income families could afford. However, financing for such a 
project is not available for more than 1 year at a time. 

A United Nations report, as well as Kenyan private-sector 
representatives, noted the following additional obstacles to 
private-sector involvement. 

--Greater profits are possible from a few larger 
loans than from many smaller ones because 
administrative costs are similar for all values 
of mortgages.' 

--Default rates on mortgages to low-income people 
are assumed to be much higher than for people 
at higher income levels. 

--Lenders do not consider sites and services or 
expanded core-house units as sufficient collat- 
eral because of their perceived poor quality. 

--Problems associated with getting clear land 
titles complicate access to financing. 

Kenyan private-sector lenders have expressed some interest 
in pursuing the development of low-income housing since the 
demand for upper-income housing has fallen off. However, there 
is little actual private-sector development of low-income hous- 
ing under way. 

HG loans may have no trouble gaining some short-term par- 
ticipation of the private sector; the HG program has already 
achieved that end to some extent in Peru. However, obtaining a 
sustained, long-term commitment by the private sector is diffi- 
cult. In the other countries we studied, the private sector is 
reluctant to become involved in low-income housing. Low profit 
expectations for the work and risk involved appear to be a key 
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factor in holding back participation, 
tives may be necessary. 

and some system of incen- 
However, incentives will likely require 

new government expenditures, creating the very situation the 
governments hope to avoid by using the private sector. 

CONCLUSIONS 

AID has had mixed success in achieving its HG program 
shelter objectives. It has successfully demonstrated that core 
housing, sites and services, and slum upgrading are viable low- 
cost, affordable shelter solutions. Convincing host countries 
to adopt these solutions has proven to be a complex and lengthy 
process. Also, the Office of Housing has had some difficulties 
in validating below-median-income target groups. 

AID's shelter finance resources may well be constrained for 
the immediate future. Given this situation, AID may wish to 
maximize the HG program's impact by concentrating on the pro- 
gram's demonstrated strength in institutional development. The 
use of small HG loans which are narrowly focused on technical 
assistance dealing with institution-building and cost-recovery 
techniques, as demonstrated through small pilot projects, is an 
option which AID might consider. 

Creating self-sustaining finance mechanisms is central to 
successful creation of a housing delivery system, yet these are 
the furthest from realization and seem to raise the most 
troubling questions. Elimination of subsidies and adoption of 
cost-recovery policies and practices are a core element of HG 
program objectives. Self-sustaining finance mechanisms require 
effective cost recovery. We recognize that this is technically 
and politically difficult, but we believe progress can still be 
made in this area. All the countries we reviewed have wide 
ranges of subsidies in their shelter programs despite years of 
AID dialogue and investment. While such costs may currently 
pose little burden to a country such as Tunisia, they create a 
problem for countries facing financial difficulties. HG loans 
themselves, since they represent external borrowing (and since 
host countries assume any costs associated with currency devalu- 
ations), increase shelter-sector costs to host countries. Thus, 
housing systems will inevitably draw on budgetary resources 
rather than existing as self-sustaining systems. Through the HG 
program, AID has contributed to creating shelter delivery sys- 
tems yet their viability is threatened by inappropriate host- 
country policies. It is therefore difficult to justify the 
programming of additional HG loans to countries which do not 
minimize shelter subsidy costs. 

Ways for host-country private sectors to compensate for the 
resource gap in low-income housing seem limited. AID has had a 
struggle to reduce shelter standards to a level that low-income 
families can afford, yet these reduced standards raise questions 
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of whether they will permit sufficient profit to encourage 
private sector involvement. If not, governments will need to 
consider compensating the private sector through various 
incentives such as tax write-offs for any potential losses. 
Developing countries facing budget restraints do not appear 
inclined to provide such incentives at present. 

RECOMMENDATIONS TO THE 
ADMINISTRATOR OF AID 

We recommend that the Administrator of AID have the Office 
of Housing: 

--Make preproject surveys in host countries 
to insure that income levels of intended bene- 
ficiaries in each project are actually below 
the median income. 

--Emphasize institution-building and cost 
recovery as the shelter programming goals which 
offer the most promise for future progress. 

AGENCY COMMENTS AND OUR EVALUATION 

AID disagreed with our recommendations about preproject 
surveys but accepted the recommendation to emphasize institution 
building and cost recovery. 

AID stated that it does not view its role as continually 
insuring that HG-financed housing is forever occupied by below- 
median-income households. It further stated that the Congress 
intended that HG housing be suitable for, but not necessarily 
restricted to, below median-income people. However, our point 
is that AID should make preproject surveys to ensure that HG 
projects are designed and affordable for below-median-income 
groups. We recognize that after projects are sold and occupied, 
AID involvement in the project ends and AID has little control 
over what low-income beneficiaries do with their homes. 
Legislation for the HG program states that AID should finance 
"pilot projects for low-cost shelter" for "low-income people." 
As we note on p. 11, the legislation states that 90 percent of 
the housing should be suitable for below-median-income 
families. We do not state that AID is not complying with the 
rule; we do state that some statistics being used in Peru and 
Ecuador are incorrect and might hamper the program in assisting 
its target beneficiaries. We visited an attractive project in 
Lima, Peru, which was for grade-school teachers and college 
professors. HG funds were financing water, electricity, roads, 
and sidewalks. The project clearly did not appear to be for 
low-income beneficiaries. We believe that a preproject survey 
would have found income level discrepancies. We revised our 
recommendation to clarify any misunderstandings. 
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In commenting on our second recommendation, AID stated that 
it "believes that these are important goals and will continue to 
emphasize them" and that: 

"equally promising are those goals which would have 
governments eschew direct construction of completed 
housing in favor of providing only those elements not 
easily provided by homeowners (land, water, infra- 
structure) with the . . . private sector being 
encouraged and given the freedom to build and finance 
completed units." 

Private sector emphasis 

AID stated that our definition of nprivate sector" was too 
restrictive and that the private sector was "defined as 
everything other than the public sector." AID's definition 
includes self-help efforts by an individual to build or improve 
his or her house. We believe that the various sectors should be 
defined as "private sector," "public sector," and "informal 
self-help sector," which are terms that AID has used in the 
recent past and that the development community continues to 
use. The current AID definition is too broad to accurately. 
describe AID's involvement with the generally understood concept 
of private sector. AID also commented on various obstacles to 
increased private-sector participation in low-cost housing and 
stated that host countries could adopt various cost-free 
incentives to spur the private sector (such as simplifying of 
permit and licensing procedures). AID did not address our 
principal point, that private-sector representatives do not see 
low-income housing as profitable and/or that greater profits can 
be made through investment in sectors other than housing. 

Housing sector role in an economy and 
host-country budqet allocations 

AID disagreed with our statement that since the housing 
sector was viewed as a social nonproductive sector, developing 
countries facing economic difficulties were reducing their 
budget allocations to the sector. AID stated that housing was a 
major factor in any country's construction industry and that 
notions that housing was a nonproductive sector were rapidly 
changing. AID cited El Salvador, Hong Kong, and Singapore as 
examples of where housing construction was used as an "engine of 
growth." 

AID also stated that developing countries should be free to 
set their own priorities and determine where housing ranks in 
these priorities and that AID policy is to maximize the impact 
of existing housing budgets and not to try to increase such 
budgets. 

22 



We believe that housing can be a major factor in a develop- 
ing country's economy and specifically in the construction 
industry, not per se as AID maintains in its comments, but only 
if it is done by the public and/or private sectors which offer 
Iong-term employment opportunities and consumption of processed 
building products. AID's promotion of self-help housing con- 
tributes to neither of these factors. Host-country housing 
and/or finance officials consistently said that the housing sec- 
tor was viewed as a nonproductive sector and that developing 
countries facing foreign debt and balance-of-payment difficul- 
ties need to invest in sectors which contribute to the produc- 
tion of exports and thus generate needed foreign exchange; the 
housing sector adds little to exports or the generation of for- 
eign exchange. When El Salvador, Fang Kong, and Singapore 
undertook their large-scale public housing projects as "engines 
of growth," they were not facing severe debt and balance-of- 
payments problems and the immediate need to stimulate exports 
for foreign exchange generation. 

We agree with the AID comment that developing countries 
"should be free to set their own shelter priorities," and indeed 
they are free to do so. However, when these priorities conflict 
with or ignore AID policy and the legislative objectives for the 
HG program that host countries replicate HG-demonstrated hous- 
ing, the extension of additional HG loans does not appear to be 
justified. A developing country's commitment to the housing 
sector as a development priority and its actions to replicate HG 
projects can generally be seen by its various budget allocations 
for housing; a development plan's low ranking of the housing 
sector as a development priority would indicate a host-country's 
low commitment to the housing sector. We do not recommend that 
developing countries increase their budget allocations to the 
housing sector, particularly given most developing countries' 
other, more pressing needs. 

Subsidies and cost recovery 
in HG projects 

AID stated that it opposes subsidies but that since all 
countries choose to subsidize some things, housing is a legiti- 
mate candidate for subsidies; that its policy is to "rational- 
ize" subsidies (which is an analysis of subsidies and usually 
leads to the conclusion that they are neither useful nor effec- 
tive); and that where subsidies cannot be eliminated, it tries 
to direct them toward the poor. AID also stated that "cost 
recovery and minimal subsidies are . not the only policy 
changes advocated by AID." We discu's&d subsidies and cost 
recovery since they are principal factors in AID program objec- 
tives and HG program legislation. 

AID's promotion of "rationalization" of subsidies has not 
been accepted in most host countries. For example, AID has been 
extending HG loans to Peru for 20 years and to a level exceeding 
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$100 million; presumably during this period AID has tried to get 
the government of Peru to eliminate, minimize, or at least 
redirect its housing subsidies. However, Peru continues to sub- 
sidize all levels of housing and the rich benefit from even 
greater subsidies than do the poor. The government of Tunisia, 
which has been receiving HG loans since 1966, does not even 
charge interest on its housing loans in rural areas. 

AID further said that our suggestion that currency devalua- 
tions negatively affect cost recovery incorrectly assumed that 
foreign exchange risks are on, or should be on, each HG proj- 
ect. AID said that it tries to insure that HG dollars and local 
currency are separately managed and result in a positive rate 
of return. AID said a government which had the use of HG dol- 
lars should bear the foreign exchange risk; 

"if the HG dollars are borrowed at 10 percent 
interest and used to retire 15 percent interest 
dollar debt or invested in [an] imported item, 
say a tractor, producing a 50 percent per annum 
rate of return, then the dollar side of the 
transaction makes sense and should stand 
alone." 

We believe that foreign currency costs cannot be separated 
from local currency costs for HG loans. We agree that U.S. dol- 
lars provided by HG loans can be used for balance-of-payments or 
debt-service purposes. We also agree that the U.S. dollars 
could be productively invested and that if such investment 
yields a rate of return equal to any devaluation costs incurred, 
the HG loan costs would balance out. AID officials said, how- 
ever, that they had not analyzed the use of HG-supplied dollars 
and that AID cannot determine whether they were productively 
invested or not. 

Any devaluation of local currency in relation to the U.S. 
dollar makes the repayment in dollars of HG loans more costly. 
Since hardly any country has full cost recovery in its HG pro- 
jects and since most governments assume devaluation risk and 
costs in HG loans, the loans incur costs to host governments 
which would not have been incurred in the absence of HG loans. 
When a host government assumes devaluation risks or costs for HG 
projects, it is subsidizing the project. Furthermore, govern- 
ment officials in Peru, Kenya, and the Ivory Coast told us that, 
given their economic problems, their governments would not be 
undertaking housing projects in the absence of HG loans. Since 
these countries all subsidize housing, they are incurring new 
budget costs directly attributable to the HG loans. In Peru, 
housing institutions are paying only 25 percent of the real cost 
of HG loans since the government has assumed devaluation costs 
and is paying 75 percent of loan costs. 

24 



An HG program objective is to establish self-sustaining 
housing systems. In the absence of cost recovery, to include 
eliminating or minimizing subsidies, such systems cannot be 
established. As budget costs attributable to subsidies 
increase, a host country's ability to replicate HG projects and 
provide housing for its low-income people decreases. 
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CHAPTER 3 

FINANCIAL DIFFICULTIES FACING 

THE HOUSING GUARANTY PROGRAM 

The heavy debt levels and international recession faced by 
developing countries have undermined economic stability in many 
of AID's client countries. The Office of Housing management was 
slow to adapt to the changing situation and the negative impact 
it had on the HG reserve fund and program operations. Earlier 
action could have minimized the adverse effect of many of the 
problems the HG program subsequently faced. We found that: 

--Declining program income and rising claim pay- 
ments reduced the program's reserve fund. 

--The Office of Housing did not perform country 
risk analyses for proposed HG loans and conse- 
quently missed the opportunity to minimize the 
level of contingent liability risk to the U.S. 
government. 

--High interest rates for HG loans made some coun- 
tries reluctant to assume new loans. 

--Potential debt reschedulings in countries where 
HG loans have been concentrated threaten to 
bankrupt the program. 

HOUSING OFFICE'S FINANCIAL OPERATIONS 

AID's Office of Housing has essentially operated on a 
self-sustaining basis. An up-front fee of 1 percent on new 
loans and on an annual fee of one-half of 1 percent on the 
unpaid balance of disbursed loans provide the Office with 
income. A reserve fund, originally of $50 million, was estab- 
lished to finance Office operations through periods when its own 
income could not both meet operating expenses and satisfy lender 
claims for missed payments on guarantied loans. According to 
AID documents, the existence of this reserve fund has served to 
create investor confidence that claims will be promptly paid; 
without adequate reserves, lenders are unlikely to participate 
in the HG program since they have demanded the assurance that 
reserves are available to meet claims in a timely fashion with- 
out going through the process of seeking an appropriation. 
Since it could use reserve fund moneys, AID has not had to 
approach the Congress for an appropriation in years when its 
income has fallen short of claims plus operations expenses. 
Should HG reserves be exhausted, payments to meet claims and 
operations would have to be provided through congressional 
appropriations. 
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AID has requested legislative changes to permit it "borrow- 
ing authority" in the event that the reserve fund should be 
depleted and AID would not be able to consequently meet its 
obligations to U.S. lenders. The borrowing authority is a pro- 
posed legislative change which has not been accepted, as yet, by 
the Congress and thus cannot be termed a *'compliment to cash 
reserves," as AID maintains, at this time. 

The AID Administrator has delegated authority to the Office 
director to run the program and to take appropriate actions as 
needed to maintain the program's effectiveness. The Office 
operates overseas through its worldwide system of regional 
housing and urban development offices. Regional office staffs 
program HG loans in coordination with relevant AID bureaus and 
overseas missions and report directly to the Office of Housing 
director. AID commented that each new HG project is authorized 
by the regional bureaus after receiving recommendations from 
many agency offices, including the Office of Housing. Because 
the Office of Housing pays its own administrative expenses, it 
does not have to compete within AID for appropriate expense 
moneys. 

However, because some host countries failed to make loan 
payments, program costs exceeded Office income in 1980 and 1981 
(see table 2), leading to increased costs for the reserve fund, 
the assets of which were already facing steady erosion due to 
payments to U.S. lenders because of host-country delinquencies. 
In 1981, the Congress amended the Foreign Assistance Act to per- 
mit the Office of Housing to retain interest earnings on HG 
reserves which were held on account by the Treasury. This step 
improved the financial status of the program. 

The Office of Housing still faces potential financial prob- 
lems in attempting to maximize its income. A 1983 AID report 
projected that it was necessary for the Office to program new 
loans totaling $150 million per year in order to earn enough fee 
income to minimize a decline in program income and reserve fund 
assets. However, 

--there are a limited number of countries for 
which HG loans can be programmed; the poorest 
developing countries, such as Haiti and Uganda, 
cannot afford the loans (because of interest 
rate and fee charges) and do not have the 
capacity to implement HG projects; and 

--the repeated programming of multiple, large- 
scale loans to the same selected countries (as 
shown in table 3) increases the level of U.S. 
government liability exposure, while the re- 
serve fund level is inadequate to protect the 
U.S. government. 
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Table 2 

Office Financial Status in 
Fiscal Years 1980 through 1983 

Incane 
Administrative expense 
Contracting expense 
Project rehabilitation 

expense 

Fiscal year 
1980 1981 1982 1983 

-(millions)- 
;5:3- - y.3 

- - - - - 
$9.9d $10.7 

2.8 3.3 3.5 4.6 
1.8 1.5 2.0 1.8 

0 0.2 0.3 0 

Incane before payments 
to lenders 0.7 0.3 4.1 4.3 

Canpensatirq loan paymentsb 1.9 2.2 2.7 2.7 
Foreign exchange loss paymentsc 0.08 0.09 0.04 0 

Net income (loss) ($1.3) w.2P ($l.4)e $2.3f . 

aIncludes $2.7 million in investment incae. 

bPayments made by AID to U.S. lenders because of host country failures to 
meet loan payments. 

CAID payments to compensate for foreign exchange losses in host-<x>untry 
loan repayments. 

dIncludes fee loss of $42,000 and prior year adjustmant loss of $112,000. 

eIncludes fee loss of $37,000 and prior year adjustment increase of 
$14,000. 

fIncludes claims recovery of $1.0 million, fee loss of $34,000, receivables 
written-off of $1.2 million and prior year adjustment increase of 
$908,000. 

Source: Agency for International Davelopnent. 

Repeated programming of loans to the same countries may 
also conflict with the legislative focus of the program: to 
promote "demonstration" projects which would show host-country 
investors and institutions that low-income housing is financial- 
ly viable. Thus, the program is not designed to serve as a mere 
transfer of U.S. resources to aid the housing sectors in devel- 
oping countries. AID commented that this concentration of loans 
in selected countries is a result of development and foreign 
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policy considerations. However, in our 1977 report, we noted 
that the HG program's "demonstration effect has been 
narrow . . . because most loans went only to a few countries," 
and we recommended that HG loans be distributed more widely "so 
that the demonstration effect of individual projects will be 
greater." While AID has distributed the number of loans more 
widely among various countries since 1977, selected countries, 
such as Peru, continued to get the large loans. 

OFFICE IS ALERTED TO 
THREATS TO RESERVE FUND 

Beginning in 1980, AID's Office of Financial Management 
(FM) warned the Office of Housing that deteriorating economic 
conditions in developing countries were a potential source of 
problems for the reserve fund. FM stated that due to economic 
trends and host-country debt burdens, the countries might not be 
able to honor their HG obligations. 

FM was concerned that as of September 1979, Office of Hous- 
ing contingent liabilities for guarantied loans were $752.5 mil- 
lion while its reserve fund was only $39.3 million. FM noted 
that the Overseas Private Investment Corporation was required by 
law "to maintain reserves equal to 25 percent of the maximum 
contingent liability for guaranties issued. II In com- 
parison, HG program central reserves were onl; Hbdut 5 percent 
of the contingent liabilities as of September 1979; by September 
1983 they were only about 1.8 percent. 

An AID report dated November 23, 1982, noted that as of 
March 31, 1982, 27 of 118 (or 22 percent) housing project loans 
were in default because of such reasons as monetary devalua- 
tions, foreign exchange shortages, and homeowners' delinquen- 
cies. AID had to assume regular loan payments to the U.S. 
lender. As of September 1983, AID had made payments to U.S. 
investors of approximately $33.7 million under the U.S. Housing 
Guaranty agreement. 

A February 1983 FM financial analysis of the program, reit- 
erating the 1980 warning, said that the reserve fund would reach 
a critically low level by the end of fiscal year 1984. It cited 
public debt rescheduling by countries with HG loans as a 
specific trend which seriously threatened the cash liquidity of 
the reserve fund. 

Reschedulings are a particular threat to the reserve fund 
because under a rescheduling agreement, the debtor government 
ceases some portion of its payment on its outstanding debt for a 
specified period of time. The shortfall in payments is then 
aggregated as tantamount to a new loan to the debtor government 
and rescheduled for payment over a period of years in the 
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Table 3 

AID Housing Guaranty Loan Authorizations 
by Year and Recipient 



t 75 1 76 1 77 1 76 1 79 1 80 j-81 82 83 Total 

I I 1150 I I I 150 
too 100 

6 
B L L 

I 1 1501 I 20 0 
I I . 10 0 178 

75 I) 
I 

-- 

39 

26 ! 

I 150 31 

7 

3 

I I I I 1 951 551 sol 50 

I I I I 

3 

359 

i 106 

25 0 25 0 500 

170 160 200 700 

I I I I 
I I 200 25 0 52 4 

64 1 261 1 1 b , 100 630 

100 IO 0 250 60 0 

34 150 30 4 250 994 
I 

150 150 25 0 793 

51 3 

102 352 52 8 

500 10.0 150 250 1300 

25.0 25 0 250 25 0 2000 

Footnotes: 

aInter-American Savings & Loan Bank. 
bCentra1 American Bank for Economic 

Integration. 

GAO note: Chile has repaid in full 
$4.7 million in loans and Guata- 
mala has repaid $11.1 million. 
PRE/H terminated loans for Biape, 
$9 million; Bolivia, $4 million; 
Nicaragua, $10 million. A $2-mil- 
lion loan to the Caribbean Devel- 
opment Bank was terminated in 
1981. AID cancelled $6 million 
in loans to Peru and paid the 
U.S. lenders $3.1 million from 
its reserve fund. 

1 

43.3 100 150 200 125 1184 

75 76 77 78 79 00 01 62 03 Total 
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future. There can be a lengthy grace period before even the 
first payment is due. Since the Office of Housing guarantees 
payments to private lenders, it must make up any shortfall in 
payments from its reserve fund; under a typical rescheduling 
arrangement, it would then have to carry what amounts to a new 
loan from the reserve fund to the rescheduling government for a 
substantial period of time. 

FM reported in 1983 that, while the U.S. government's con- 
tingent liability for HG loans was close to $1 billion,' the HG 
reserve fund was only $27 million, $3 million of which was 
legislatively allocated 
Program.2 

to AID's Productive Credit Guaranty 
FM projected that the reserves could be down to $8 

million by the end of 1984 and recommended that the Office of 
Housing seek an immediate $25 million appropriation from the 
Congress as "short-range protection for the program." An FM 
official said that the $25 million figure was a “very 
conservative" estimate of need. 

Office reactions to warninas 

Because of the Office of Housing's more positive assessment 
of its portfolio in 1980, no concerted long-range plan was made 
to deal with the consequences of deteriorating economic condi- 
tions in many HG countries. Office management labeled the FM 
report as "inaccurate" and said that "the FM analysis approaches 
a 'worst-case' analysis short of a general collapse of the 
international monetary system." 

Despite the deteriorating economic conditions in its host 
countries, which were apparent by 1980, the Office did not per- 
form country risk analyses for proposed loans, although it did 
include economic analysis with data of balance-of-payments and 
debt service ratios. It also continued to concentrate loans in 
selected countries where U.S. government contingent liability 
already individually exceeded reserve fund assets. It did not 
have a system in place to identify governments likely to 
reschedule their public debt. 

'As of Sept. 30, 1983, AID reported U.S. government contingent 
liability for the HG program as $1,073.0 billion; this figure 
is slightly understated since it does not include accrued 
interest payable to U.S. investors. The reserve fund's assets 
were reported as $19.6 million. 

2See GAO report Improved Management of Productive Credit Guar- 
anty Program Can Minimize U.S. Risk Exposure and Costs (GAO/ 
NSIAD-84-3), Nov. 28, 1983. 
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In contrast to the Office of Housing, the U.S. Export- 
Import Bank, for example, regularly performs country risk analy- 
ses. As we have reported, U.S. bank regulatory authorities--the 
Office of the Comptroller of the Currency, Federal Reserve, and 
Fed ral 

rJ 
Deposit Insurance Corporation-- as part of the broader 

ba examination process, have adopted a uniform examination 
system for evaluating and commenting on country risk to U.S. 
banks with relatively large foreign lending.3 

The concept behind country risk analysis is that whether a 
country repays its loans depends not only on the financial via- 
bility of the individual project to be financed, but also on 
factors such as domestic peace, exchange rate stability, debt 
burden, and availability of foreign exchange. Country risk 
analysis allows the lender to assess the level of risk repre- 
sented in making a loan and the implications that risk has for 
the lender's larger financial position. The Office, by not per- 
forming country risk analysis, missed the opportunity to iden- 
tify where the trouble spots lay and to decide what was an 
acceptable level of risk for its new loans. The Office also 
considered each new loan proposal without addressing total U.S. 
government exposure for HG loan contingent liabilities in 
individual host countries, which increased the risk to the U.S. 
government, given the low reserve fund level. 

By 1980, when the financial risks to the HG program had 
become more apparent, the Office of Housing had not begun coun- 
try risk analyses on its proposed HG loans. The following 
guaranties may not have been financially justified if the Office 
of Housing had made country risk analyses. 

--In late July 1981, Costa Rica notified 139 
creditors, including AID, that "temporary 
delays" in its debt service payments would 
continue, as it was attempting to roll over 
short-term debt. On August 1, 1981, the Office 
of Housing guarantied $6.6 million of a 
$11.4 million loan (which had been authorized 
in 1978) to Costa Rica, bringing total U.S. 
government HG contingent liabilities in that 
country to $13.2 million. At this point, pri- 
vate banks were no longer increasing their 
exposure in the country. On August 12, 1981, 
an FM official told the Office that Costa Rica 
"will possibly" reschedule its debt. On 
September 29, 1982, the Office authorized 
another $20 million loan; on August 1, 1983, 

3See GAO report Bank Examination for Country Risk and Interna- 
tional Lending (GAO/ID-82-52), Sept. 2, 1982. 
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$4.0 million of this loan was contracted 
(leaving a noncontracted balance of $16 mil- 
lion) as was the remaining $4.8 million of the 
August 1981 authorized loan. 

AID stated that it held up the 1982 $20 million 
loan until it had investigated the Costa Rican 
debt situation; polled other U.S. government 
agencies, the World Bank, and the International 
Monetary Fund on their intentions to do 
business in Costa Rica; and tailored the loan 
to ease the "Costa Rican short-term debt serv- 
icing problem." We recognize that the loan was 
extended for balance-of-payments reasons, (see 
p. 39) and that AID made inquiries of the World 
Bank and International Monetary Fund. We do 
not believe, however, that the loan could have 
been justified on financial grounds (as stated 
on p. 33) if AID had conducted country risk 
analysis. 

--The Office contracted a $15 million HG loan 
with Peru in April 1977 and authorized another 
$10 million loan in August 1978. Short1 
thereafter, Peru rescheduled its public debt. i 
In February 1982, the Office contracted two new 
HG loans with Peru for $35 million, bringing 
0utstanding.U.S. government exposure for con- 
tingent liabilities to over $86 million. While 
the AID mission in Peru was discussing a pro- 
posed $100 million, multi-year HG program with 
the government of Peru, the government announc- 
ed the rescheduling of its public debt (includ- 
ing HG loans) in May 1983. In September 1983 a 
new $12.5 million loan was authorized. In 
November 1983 the United States signed its re- 
scheduling agreement with Peru. 

--Between 1969 and 1980, the Office had contract- 
ed three loans worth $13.6 million with 
Bolivia; as of September 30, 1983, U.S. gov- 
ernment contingent liability was $12 million. 
In February 1983, FM warned the Office that 
Bolivia was "potentially susceptible to debt 
reschedulings affecting [the] HG program." In 
April 1983, the Treasury projected Bolivia as a 
high-risk country with potential interruptions 

4HG loans were specifically exempted from the rescheduling and 
AID rescheduled 19 Foreign Assistance Act loans to cover costs; 
see discussion on pp. 40 to 45. 
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on payments of U.S. loans. In July 1983, the 
Office authorized a $15 million HG loan for 
Bolivia. 

AID's Bureau for Program and Policy Coordination (PPC) is 
the agency's office for economic analyses. PPC officials told 
us that they review HG proposals and have been unsuccessfully 
trying to get the Office of Housing to incorporate country risk 
analyses in the proposals. AID has improved its economic 
analyses since mid-1983, and stated that it "is developing more 
sophisticated risk analysis methodology and is already applying 
this to new projects." However, we believe that the Office of 
Housing should prepare a country risk analysis for each proposed 
HG loan which would include the following points; the Office may 
wish to draw upon other government a-gencies' analyses: 

--A thorough discussion of trends and prospects, 
with supporting statistics, of the country's 
terms of trade, foreign exchange reserves, and 
foreign debt servicing requirements, including 
the likelihood of any debt rescheduling. 

--The U.S. government contingent liabilities for 
guarantied loans, with HG program data pre- 
sented by individual loan. 

--The country's debt servicing record, noting any 
delinquencies over the past 2 years, for all 
loan payments as well as HG loans due the U.S. 
government. 

The analysis should also discuss total costs of the loan to the 
host country. In the case of loans carrying so called "creative 
financing" terms (see pp. 36 and 37), the analysis should 
project the total costs based upon recent trends. 

EFFORTS TO PROMOTE NEW LENDING 

Office of Housing efforts to promote new HG lending 
included offering HG loans for their foreign exchange value; 
developing creative financial packages for more flexible lend- 
ing: and modifying the requirement for host-country government 
guaranties. 

HG loans for foreign exchange 

Since HG loans do not require procurement of U.S. goods and 
services and housing construction generally has relatively small 
import requirements, the loans provide untied foreign exchange 
(U.S. dollars) to the borrowing country. HG loans can also be 
disbursed quickly, thus providing the country with immediate 
balance-of-payments assistance. However, the host country must 
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allocate an equivalent amount of its own currency for specific 
expenditure in the housing sector, regardless of where the 
sector fits in the country's development needs or priorities. 

Due to the high U.S. interest rates between 1980 and 1982, 
some countries refused to accept HG loans. For example, we were 
told that the government of Kenya refused to assume two HG loans 
authorized in 1979 and 1980 for a total of $33 million because 
of their high interest rates and the need to address other, 
higher priority development areas. These loans were still not 
contracted in September 1983 when an additional $20 million was 
authorized. 

Tunisia also refused to contract for a $25 million loan, 
which had been authorized in 1979, due to the high interest 
rates. Office of Housing staff in Tunisia began promoting the 
new loan for its foreign exchange value. A 1982 Office of 
Housing analysis stated that: 

"In essence, HG loans can generally be viewed as 
[providing] needed foreign exchange to a govern- 
ment. . . Little of this will be utilized for 
the construction of low-cost housing, which is 
primarily a local currency investment. . . It is 
this view which has motivated those who have 
utilized the Housing Guaranty authority over the 
past year." 

Creative financial packages 

The Office began using so called creative financial pack- 
ages in order to sign up new clients (lenders and borrowers). 
The packages included 

--"Variable rate" loans, which tie the interest 
rates to the going rates in the financial 
markets. 

--"Put" loans, which give the lender the option 
of calling the entire loan after a specified 
period of time. 

--"Balloon" loans, which typically allow the 
borrowing country to make small interest 
payments during the life of the loan but then 
require a very large final payment. 

Variable rate loans may be an operational necessity in 
current financial markets. While the creative financial pack- 
ages may offer the borrowing host country slightly lower 
interest payments, there are accompanying increased loan risks. 
If a lender calls a loan under the terms of put or balloon 
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loans, the host country can be faced with finding new financing 
which could be on less than advantageous terms, paying off the 
loan with potentially negative effects on its budget, or 
defaulting on the payment which would then have to be covered by 
the Office of Housing from the HG reserve fund. The creative 
financial packages thus increase risks for the HG reserve fund 
and ultimately the U.S. government. The Office of Housing con- 
tracted five put and two balloon loans. 

AID stated that it did not see itself as promoting the HG 
program but as making resources available to help meet develop- 
ing country needs, that the U.S. banking community promoted 
creative financial packages rather -than AID, and that AID 
accepted creative financial packages because they offered lower 
interest rates than did 'more conventional loan arrangements." 

AID further stated that we ignore a point made in our 1977 
report that the HG program should be an integral part of AID's 
development efforts "and not, by implication, a private business ' 
run for the benefit of its owners.' We do not intend to give 
the impression that we advocate operation of the program as a 
business (see pp. 39 and 40), however, we believe that the fin- 
ancial implications of HG loans on the U.S. government should be 
responsibly considered in planning HG loans. 

Host-country government guaranties 

Before 1970, AID did not require that host-country govern- 
ments provide full faith and credit guaranties for HG loans. 
Many arrearages on loan repayments involve loans without such 
guaranties. As of September 30, 1983, the Office of Housing 
had unrecoverable losses of $17.6 million in non-government- 
guarantied loans in Argentina, Costa Rica, the Dominican 
Republic, Jamaica, Mexico, Nicaragua, and Peru. 

In 1970, AID instituted the requirement for host-country 
government guaranties of loan repayment in order to protect the 
U.S. government from loan defaults. This policy did not, how- 
ever, cover regional banks, such as the Central American Bank 
for Economic Integration (CABEI) which borrows without govern- 
ment guaranty. In 1983, AID changed its policy to permit 
acceptance of 'equivalent' guaranties in lieu of the requirement 
for host-country government guaranties. An Office of Housing 
official said that the change rationalized the CABEI situation 
and gave the Office of Housing discretion in lending to coun- 
tries whose governments might not want to guaranty a loan but 
where there is a strong financial institution which can serve as 
loan guarantor. For example, the government of India refused to 
guarantee a $20 million HG loan which had been authorized in 
1981. In January 1983, the Office of Housing contracted the 
11-year balloon loan with a private Indian corporation; 
repayment is guarantied by the State Bank of India. 
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In March 1983, the Office instructed its regional offices 
that its rationale for not performing country risk analysis for 
proposed HG loans was that such analysis: 

"is extremely difficult and not very productive 
the emphasis has been on obtaining full 

;aith' and credit guaranties from the coun- 
tries. Barring a complete collapse of inter- 
national credit systems, such guaranties assure 
the eventual repayment of HG loans." 

In its newly revised handbook on Housing Guaranties, AID per- 
mits host-country government guaranties to be replaced by 
"equivalent" guaranties (e.g., State Bank of India). 

The Office of Housing has not defined the term "equivalent" 
guaranty or established criteria for when acceptance of such a 
guaranty is appropriate, although an AID official said that 
there is an "understanding" of what such a guaranty is and when 
it can be accepted. We believe that the Office should define 
the term "equivalent" guaranty and develop criteria under which 
such a guaranty would be an acceptable alternative to a _ 
host-country government guaranty; an equivalent guaranty should 
provide the same degree of financial protection to the U.S. 
government as a host-country government guaranty. We believe 
that until such a definition and criteria are approved by AID, 
the Office of Housing should exercise caution in extending loans 
with equivalent rather than host-country government guaranties. 

ACTIONS TO BRING CLAIMS UNDER CONTROL 

The Office of Housing has taken several steps in an effort 
to bring loan delinquencies under control. It has improved its 
claims collection process, attempted to revise old loan agree- 
ments which are not government guarantied, and added a clause to 
its escrow account agreements giving it access to escrow moneys. 

Following the t980 FM report, the Office of Housing 
assigned responsibility for pursuing outstanding claims to the 
Portfolio Review Committee which is composed of representatives 
from the Office of Housing, General Counsel, and Financial 
Management. This step began the process of better organizing 
and integrating the Office's claims collection procedures and 
more clearly delineated responsibilities, particularly of the 
Portfolio Review Committee. In addition, in 1982, when an 
Office of Management and Budget (OMB) official expressed concern 
that the Office of Housing was not vigorously pursuing its 
claims, the Office of Housing contracted with a consultant to 
write a report on how claims collection could be better managed. 

After the consultant's report (Hoffman Report) was 
received, the Office initiated a series of reforms. Systems 
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were established to quickly identify delinquencies in payments 
to the lender and to notify borrowers of payments owed. FM and 
the Office of Housing continue to monitor the delinquency until 
payment is made and/or specified actions to collect the claims 
are taken according to a set schedule. With the new system, the 
regional offices are alerted early in the collection process, 
kept informed of progress, and mobilized to pursue the claim. 
Total unrecoverable program losses as of September 1983 were 
$17.6 million, and the Office had recoverable cumulative claims 
against host countries of $15.1 million. It recovered 
$13.1 million of $19.9 million, incurred claims in fiscal year 
1983, and it "wrote off" a $700,000 loss in Iran. 

The Office has undertaken steps-to improve its financial 
position by revising its nonguarantied loan agreements where 
possible and to change its escrow agreements. 

Efforts to revise 
nonguarantied loan agreements 

Almost simultaneous with the commissioning of the Hoffman 
Report, the Portfolio Committee also decided to pursue claims 
arising from non-guarantied loans in the context of negotiations 
for new HG loans. Specifically, in several countries with for- 
eign exchange shortages, the administrators of nonguarantied HG 
loans have had difficulty converting their local currency into 
dollars so that they can make their loan payments. Bolivia, 
Costa Rica, and El Salvador guarantied the convertibility of HG 
repayments as a condition for negotiating new HG loans. 

We question the Office of Housing's application of this 
policy to countries in imminent danger of default and thus on 
the road to debt rescheduling. For example, the Office negoti- 
ated an agreement with the Costa Rican government to guarantee 
currency convertibility at the very time that private Costa 
Rican businesses could not buy dollars from their central bank 
for imports necessary to the Costa Rican economy. At that time, 
the U.S. government was seeking ways, with other donors, to 
provide dollars to Costa Rica because of its troubled private- 
sector economy. 

While we recognize that the Office is attempting to stem 
the deterioration of its reserve fund, we believe that its steps 
to insure currency convertibility on old loans should be very 
carefully applied. We believe its use of this mechanism as a 
condition to the extension of new HG loans to Costa Rica (which 
the Costa Rican government needed for foreign exchange) may not 
be consistent with U.S. government efforts to promote a rapid 
adjustment of Costa Rica's economy and with larger U.S. stra- 
tegic interests in regional economic stability. 
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Changes to escrow agreements 

In May 1983, the Office of Housing added a new clause to 
its host-country escrow agreements authorizing it to use undis- 
bursed HG loan money from a loan's escrow account to meet any 
missed payments, including those occurring due to a debt resche- 
duling. 
policy. 

The new clause could conflict with U.S. rescheduling 
The purpose of debt rescheduling is to give debtor 

governments temporary relief from debt repayments to permit them 
to get their finances in order. Countries which reschedule 
their debts are generally under very tight domestic budget 
restraints. The new escrow agreement allows the Office of Hous- 
ing to take money in a country's loan account to maintain HG 
loan repayments during the country's debt rescheduling. This 
money belongs to the host country, and its receipt is condition- 
ed only on the country meeting certain project-related require- 
ments. Damage to the country's finances can occur when the 
Office of Housing uses funds in the escrow account which the 
country is counting on for reimbursement of expenditures made. 

Again, we recognize that Office actions are being taken to 
protect its vulnerable reserve fund. However, cutting what are, _ 
in effect, reimbursement funds to a country facing severe eco- 
nomic problems could be at variance with larger U.S. government 
interests as expressed in the U.S. willingness to reschedule 
host-country debts. 

DEBT RESCHEDULING STRATEGY 

By early 1982, the Office of Housing had developed a strat- 
egy to deal with reschedulings which posed serious danger to its 
reserve fund. The principal element in its strategy was to get 
HG loans exempted from debt rescheduling processes and to shift 
the burden to the U.S. Treasury. 

On March 10, 1982, the Office sent a memo to the Assistant 
Administrator of the Bureau for Program and Policy Coordination 
who also served as AID's coordinator for debt reschedulings. 
The memo outlined the Office's concern "that if the HG reserves 
drop precipitously due to the effect of short term reschedul- 
ings, lenders, OMB, and the Congress will become alarmed and 
seek to curtail the HG Program." The Office requested the fol- 
lowing two actions to safeguard the HG reserve fund. 

1. HG loans be reclassified as private rather 
than public debt for the purpose of debt 
rescheduling. This would allow HG loans to 
escape some reschedulings and receive more 
favorable treatment in others. 
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2. In the event that HG loans cannot be reclas- 
sified, AID would over-reschedule its devel- 
opment assistance (FAA) loans on a more gen- 
erous basis than otherwise required and by 
correspondingly exempting HG loans from the 
rescheduling. In such a case, the [host 
country] would receive the same total amount 
of debt relief but, internally, AID would 
shift the burden of the rescheduling from the 
HG reserves to the FAA loan portfolio. 

The Office of Housing cited,the 1976 Zaire rescheduling as 
precedent for such action. 

"In this case, the United States agreed to 
defer and reschedule eighty-five percent (85%) 
of the [Zaire's] principal repayment on the 
combined amount of FAA and HG loans due in 
certain years. Included in the list of 
official debt to be rescheduled was a HG loan. 
The [rescheduling agreement] provided that 
Zaire would service the HG loan in full but 
that AID would defer and reschedule more than 
eighty-five percent (85%) of the principal due 
on FAA loans so that Zaire would still receive 
from the U.S. the same total amount of debt 
relief. Since .FAA loan repayments go to the 
miscellaneous receipts account of the Treasury, 
the effect of this was to protect limited HG 
reserves and shift the burden to the deeper 
pocket of the Treasury." 

On March 16, 1982, the Assistant Administrator rejected the 
Office request on the basis that it would not be in the overall 
interests of AID or the U.S. government. He further stated that 
the adoption of such a practice: 

‘I would relieve [HG] of a substantial part 
0; ;hg risk associated with its loan operations, 
and more broadly viewed could lead to requests 
from OPIC and Exim for similar treatment by AID 
since their circumstances are essentially the 
same. Moreover, the formalization of such a 
practice could present problems for the Agency 
with regard to its periodic audits by the GAO. 
The Agency would be hard pressed to explain such 
a formalized policy, given GAO's broader perspec- 
tive of the impact of AID's loan management 
policy on the overall finances of the U.S. Gov- 
ernment rather than the more narrow impact on 
[HG's] reserve fund. Indeed such a formal policy 
could be viewed by the Congress as another means 
of backdoor financing." 
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On March 3, 1983, the Office of Housing appealed to the 
Administrator, repeating its 1982 request for exemption of HG 
loans from debt reschedulings. The Administrator agreed in 
April that when HG and AID development loans are rescheduled, 
the development (FAA) loans would be rescheduled to the maximum 
extent as a substitute for rescheduling the HG loans. 

AID had its first opportunity to implement this new 
strategy in May 1983 when the government of Peru announced its 
intention to reschedule its public-sector debt. Peru's opening 
position for negotiating the rescheduling would have resulted in 
a $20 million shortfall in HG loan payments over a 2-year 
period. The AID Administrator sent a letter to the two lead 
departments in the U.S. rescheduling process--the Treasury and 
State-- requesting that they approve AID's request to exempt HG 
loans from Peru's debt rescheduling. In return, AID would 
reschedule more FAA loans than were necessary to fully com- 
pensate the Peruvian government for the exemption. 

As shown in table 4, repayments of FAA loans are made 
directly to the miscellaneous accounts of the U.S. Treasury; 
repayments of HG loans are made to private U.S. lenders. Fail- 
ure to repay an FAA loan results in a loss to the U.S. Treasury _ 
while failure to pay an HG loan triggers a payment to the U.S. 
lender from the HG reserve fund. Over-rescheduling in effect 
shifts resources from the U.S. Treasury to the reserve fund. As 
the Office of Housing pointed out to the Administrator, over- 
rescheduling has no effect on AID's funding but does affect the 
receipts of the U,S. Treasury. As the Assistant Administrator 
of PPC noted, the over-rescheduling policy proposed by the 
Office of Housing in 1982 "could be viewed by the Congress as 
another means of backdoor financing." 

In June, Treasury officials agreed to support AID's 
request, within the U.S. government decisionmaking process on 
rescheduling, with the following conditions. 

--AID will seek a congressional appropriation to 
bring the reserve fund up to a reasonable level; 
"the size of the replenishment should be at least 
large enough to enable the Reserve to absorb a 
complete loss on loans extended to the largest 
borrower in the HG pro ram, and should be main- 
tained at that level." 3 

5As of September 30, 1983, the Office of Housing's largest 
borrower was Israel; its exposure there amounted to about 
$190 million. Its exposure in Korea was $93.3 million; in 
Peru, $86 million; and with the Central American Bank for 
Economic Integration, $83.7 million. 
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Table 4 

Effect of HG Loan Exemption 
From a Debt Rescheduling Standpoint 

FAAloans are 
rescheduled 

-Host country stops 
loan payments to 
miscellaneous 
accounts in the 
U.S. Treasury. 

-U.S. government 
absorbs postpone- 
merkofloanpay- 
ment moneys and 
either cuts 
expenditures or 
borrows money to 
cunpensate for 
deferred loan 
repayments. 

-There is no cost 
to the U.S. go- 
emnt unless the 
reserve fund is 
depleted. 

ation. 

-If the reserve 
fund is depleted, 
the Congress 
appropriates money 
to make 1OCUl 

g=np to U.S. 

substitutes fZ 
host-country pay 
merits. 

--HG program under 
goes congressional 
questioning as it 
seeks anamropri- * .- 

HG loans are 
rescheduled 

-Host country stops 
loan payments to 
U.S. private lend- 
ers. 

--AID makes loan 
payments from the 
HG reserve fund to 
U.S. lenders for 
l-nst-country pay 
ments. 

HG loans are 
exempted fran 

rescheduling and FAA 
loans are 

over-rescheduled 

-Host country ax- 
tinues HG loan 
payments to U.S 
private lenders. 

-Host anlntry stops 
payments to U.S. 
Treasury on more 
FAA loans than 
would be usual 
under a reschedul- 
ing. 

--U.S. government 
absorbs postpone- 
ment of FAA loan 
zg;t moneys and 

cuts 
expenditures or 
borrows moneys 
to compensate for 
deferred loan 
payments in order 
to exempt the % 
Program from 
making payments 
with its 
(nonappr0priateZ~ 
money* 
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--Exemption of HG loans from the Peru debt 
rescheduling will not be interpreted as a 
precedent in any subsequent rescheduling proc- 
ess. 

--"To the extent that it is possible to offset 
this exemption by 'over-rescheduling' AID 
direct loans to Peru, AID will do this in its 
implementing agreement," and "if 'over-resched- 
uling' is not possible, the HG program will 
arrange a new loan to Peru in an amount greater 
than the payments exempted from rescheduling, 
recognizing that any new project must meet the 
usual housing guaranty criteria." 

The State Department responded to AID that: 

"Once a decision to reschedule is made, all 
[U.S. government] agencies... reschedule on an 
equal basis. Ad hoc exemptions from debt 
rescheduling of G Et you suggest seriously 
undermine the effectiveness of the rescheduling 
process by encouraging other creditors to seek 
similar treatment. Such exemptions 
jeopardize the principli of burdensharing, 

also 
both 

within the [U.S. government] and multilater- 
ally . . . ." 

However, given the precarious condition of the Housing 
Guaranty reserve fund, State agreed to support the exemption of 
HG loans provided that AID over-reschedule its development 
assistance loans, extend a new HG loan to Peru, and "take action 
to increase [the HG program] reserves quickly to a level consis- 
tent with the underlying risk of its portfolio. . ." 

State and the Treasury’s condition that AID extend a new HG 
loan to Peru, in effect, will permit Peru to continue its pay- 
ments on existing HG loans. The cognizant State official for 
the Peru rescheduling said that this new loan to Peru will 
basically be a refinancing loan.6 

Office of Housing officials have been reluctant to go to 
Congress for an appropriation to replenish the diminishing 
reserve fund despite internal AID recommendations to do so. The 
Office has continually described its program as self-sustaining, 
operating at no cost to the U.S. government; an appropriation 
would fundamentally alter the program's "no cost" status. How- 
ever, in response to State and the Treasury's condition for sup- 
porting exemption of HG loans from the Peru debt rescheduling 

6 In September 1983 the Office of Housing authorized a 
$12.5 million loan for Peru. 
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and the obviously inadequate level of the reserve fund,7 Office 
officials said that AID requested OMB approval to seek a 
$40 million fiscal year 1985 appropriation for the HG reserve 
fund. As of September 30, 1983, the reserve fund level was 
about $20 million. OMB rejected the AID request and proposed 
that AID seek authority from the Congress to borrow up to 
$40 million from the Treasury; the borrowing would occur in "as 
needed" increments in order to meet claim payments presented to 
the U.S. government by private lenders and following depletion 
of the reserve fund. 

The exemption of HG loans from debt rescheduling processes 
departs from normal operating procedures of the U.S. govern- 
ment. The Office of Housing concentrated loans in countries now 
facing debt repayment problems and debt rescheduling. Exempt- 
ing the HG program from reschedulings could eventually undermine 
the overall effectiveness of the process, establish an undesir- 
able precedent, relieve the Office of Housing of the risk asso- 
ciated with its HG loan program, and transfer costs to the U.S. 
Treasury. 

CONCLUSIONS 

The Office of Housing authorized and contracted HG loans 
without conducting country risk analyses in several high-risk 
countries facing severe economic difficulties. It has concen- 
trated large HG loans in selected countries, adopted creative 
financing packages, and modified the need for host-country 
government guaranties. These steps have increased potential 
loan risks to the U.S. government. We believe the Office of 
Housing should prepare a country risk analysis for each proposed 
HG loan, drawing on analyses of other government agencies as 
much as possible, as discussed on p. 35. 

It is evident that the concentration of HG loans in select- 
ed countries has exposed the U.S. government to costly bail-outs 
for the program. Office of Housing proposals to guarantee more 
loans to the same countries-- a proposed additional $100 million 
to Peru, for example-- raise questions of the long-term potential 
problems such exposure levels could cause the U.S. government. 
Additional HG loans should not be extended to any country where 
U.S. go.vernment contingent liability for such loans now exceeds 
reserve fund assets, and future U.S. government contingent 
liability exposure in any one country should not exceed the 
reserve fund assets. 

7 A comparison is the Overseas Private Investment Corporation 
which is required to maintain reserves equal to 25 percent of 
its outstanding portfolio: a similar requirement for the HG 
program would necessitate a reserve fund of $250 million. 
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The Office of Housing modified its policy of requiring 
host-country government guaranties on HG loans in order to per- 
mit acceptance of "equivalent" guaranties. The Office of Hous- 
ing should define its terms and develop criteria which provide 
the same degree of financial protection to the U.S. government 
as host-country government guaranties. Also, HG loans should 
not be exempted from any country's debt rescheduling if such an 
exemption would entail over-rescheduling other AID loans. 
Exemption of HG loans shifts a rescheduling burden from the HG 
program where it ought to reside, to the U.S. Treasury. 

OMB's rejection of AID's request to seek a $40 million 
appropriation for the HG reserve fund in favor of AID's seeking 
congressional authority to borrow up to $40 million from the 
Treasury may result in total depletion of the reserve fund. 
U.S. government contingent liability for the program as a whole 
is in excess of $1 billion; there are individual exposure levels 
of $190 million in Israel, $93.3 million in Korea, $86 million 
in Peru, and $83.7 million for the Central American Bank for 
Economic Integration. AID should determine where the HG program 
ranks as a development assistance mechanism and if the program 
warrants it, should consider replenishment of the HG reserve 
fund through the AID budget allocation process. 

RECOMMENDATIONS TO THE 
ADMINISTRATOR OF AID 

We recommend that the Administrator of AID prepare an 
action plan to stem further deterioration in the level of the 
reserve fund and to minimize the contingent liability exposure 
of the U.S. government. The plan should include assurance that 
no HG loans be extended to any country where U.S. government 
contingent liability for such loans exceeds reserve fund 
assets. It should determine where the HG program ranks as a 
development assistance mechanism and consider replenishment of 
the HG reserve fund from AID budget resources. 

We further recommend that the Administrator of AID not seek 
exemption of HG loans, within the internal U.S. government 
decisionmaking process, from any country's debt rescheduling 
which includes AID loans. 

In addition, we recommend that the Administrator of AID 
have the Office of Housing and Urban Programs: 

--Prepare a thorough country risk analysis for 
each proposed HG loan. 

--Define "equivalent" guaranty and establish 
criteria under which such a guaranty may be 
substituted for a host-country government 
guaranty, and exercise caution in extending HG 
loans which do not have host-country government 
guaranties. 
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AGENCY COMMENTS AND OUR EVALUATION 

AID agreed with our recommendation to prepare an action 
plan and to consider replenishing the HG reserve fund from AID 
budget resources. It also agreed to define the term "equiv- 
alency" and to exercise caution in extending HG loans which do 
not have host-country government guaranties. 

AID said it would "revise its country risk analysis method- 
ology from that which was in effect when the audit occurred" and 
"do more thorough country risk analysis." 

AID disagreed with the recommendation to limit loan amounts 
to individual countries to a level equal to the reserve fund. 
AID also disagreed with the recommendation that HG loans not be 
exempted from any country's debt rescheduling which includes AID 
loans. 

Country risk analysis 

AID stated that 
sis "in the form of 

it has been performing country risk analy- 
debt service analysis and balance-of-pay- 

ments analysis," which is "the type of risk analysis. . . recom- 
mended in the 1977 GAO audit of the program.n8 

In 1977, we recommended that AID improve its "economic 
analysis" with emphasis on balance-of-payments and debt service 
ratios for proposed HG loans. AID has improved its economic 
analyses; however, such analysis is but one element of country 
risk analysis, as discussed on p. 35. 

AID further stated that HG host countries are not credit 
worthy over a 30-year period, that "risk analysis is not infal- 
lible and cannot be relied upon with confidence for more than 3 
to 5 years of the 30-year life of a HG loan,"9 and that very 
few countries would have survived a GAO-recommended country risk 
analysis "10 to 20 years ago when the bulk of the HG loans were 
made. . . ." 

We recognize that country risk analysis is commonly under- 
stood to be valid only for 3- to 5-year projections. However, 
we believe that AID should have begun making country risk anal- 
yses for the placement of its loans, as discussed on pp. 29 to 

8See GAO report, The Challenge of Meeting Shelter Needs 
in Less Developed Countries (ID-77-39), Nov. 4, 1977. 

90f 27 loans contracted between 1980 and September 1983, 20 had 
terms of 29 or 30 years; loans to Costa Rica, Ecuador, El 
Salvador and Peru had terms of 20 to 25 years and the loan to 
India had terms of 11 years. 
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35, in 1980 when deteriorating economic conditions in its host 
countries became apparent and Financial Management issued its 
warning on potential debt reschedulings and their impact on the 
reserve fund. 

Our recommendation is based upon the fact that AID's 
various HG project papers contain no risk analysis; Office of 
Housing officials said that they did not conduct risk analysis: 
PPC officials said that they had been trying unsuccessfully to 
get the Office of Housing to conduct risk analysis; and the 
Office of Housing memo discussed on p. 38 states that no risk 
analysis is done. 

Limit on loan amounts to 
individual countries 

AID stated that it "does not propose to require, as a con- 
dition to HG lending in a given country, that reserves exceed 
contingent liability." It said that such a rule would be arbi- 
trary; would cut off some countries from further HG funds, and 
would be tantamount to calling for a major refunding of the 
reserve fund or suspension of the program. 

We do not believe that the reserve fund can be built to an 
adequate level to offer reasonable protection to the U.S. gov- 
ernment unless AID stops HG lending to countries where HG loan 
exposure exceeds the reserve fund. 

As discussed on pp. 42 and 44, the Treasury supported AID's 
proposal for exempting HG loans from the Peru debt rescheduling 
with certain conditions. The Treasury included the condition 
that AID would seek a replenishment of the reserve fund "large 
enough to absorb complete loss on loans extended to the largest 
borrower in the HG program. . ." and the reserve fund "should be 
maintained at that level." As we note in the report, AID's 
largest borrower in the HG program was Israel at about $190 mil- 
lion, followed by Korea at $93.3 million and Peru at $86 mil- 
lion. 

AID's proposal, in effect, to permit continued lending to 
countries which already have loan levels far in excess of the 
reserve fund departs from the Treasury's condition and increases 
the possibility that the U.S. government may be faced with con- 
tingent liability claims if certain countries should become 
delinquent on, or reschedule, their loans. 

HG program assets and 
the reserve fug 

AID stated that we "misstate the purpose and use of the 
reserve fund," and emphasized that while the reserve 
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"fund has dropped from $49.9 million at the end 
of fiscal year 1970 to $21.6 million at the end 
of fiscal year 1983, receivables rose from 
$0.8 million to $24.9 million over the same 
period. This can be described as a shift in 
assets of $24.1 million from cash to receiv- 
ables." 

A discussion of program assets, the majority of which are 
receivables, gives a misleading impression. The receivables are 
missed payments from the very countries which are now in eco- 
nomic difficulties and cannot, or may not be able to, meet their 
debt obligations. Many of these receivables are from loans 
which do not have host-country government guaranties and thus 
AID does not even have assurance of eventual repayment. Should 
claims exceeding the $21.6 million cash available be presented, 
an appropriation would be needed to meet U.S. government obliga- 
tions; this is particularly true given the continued threat of 
developing country debt reschedulings. For rescheduled debt, 
the HG reserves would have to make the quarterly payments that 
the rescheduling country would forgo. For example, Peru's 
quarterly payments for July-August 1983 were $4,018,941; pay- 
ments of this magnitude for just a few rescheduled countries 
could bankrupt the reserve fund. 

AID also stated that "of the approximately $25 million 
claims paid and outstanding, none of the claims paid correspond 
to projects authorized since January 1981. . . ." However, our 
review of these claims shows that some of these claims are from 
loans which AID contracted in 1981 and 1982 and AID has author- 
ized additional loans since 1981 for countries in the $25 mil- 
lion claims category. 

The purpose of the reserve fund is to enable AID to fulfill 
1ts obligations to U.S. investors by making loan payments 
a host country misses or cannot meet. AID documents also state, 
as we note on p. 26, that the reserve fund creates investor con- 
fidence that claims will be paid promptly and that investors are 
unlikely to participate in the HG program if inadequate reserves 
indicated that the investor would have to wait for payment while 
AID sought an appropriation. A substitute procedure, such as 
borrowing authority, which AID cites as a supplement to the cash 
reserves, is an alternative recently proposed by AID and OMB but 
not yet approved by the Congress; borrowing authority thus can- 
not be accepted as a complement to the HG cash reserves until it 
is approved.‘ 

Host-country government guaranties 

AID stated that it had not eliminated the need for host 
country government guaranties since: , 

"the rule requiring host-government guaranties 
arose as an internal Office of Housing pro- 
cedure . . . . The way this procedure was 
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applied was generally to obtain a host- 
government backup guaranty. . . . From time to 
time, as early as 1969 with CABEI, the Office 
has made judgments that certain borrowers were 
themselves sovereign governments or the equiva- 
lent and could protect themselves. . . .'I 

However, AID's own documents, including the memorandum 
cited on p. 38, and the Office of Housing's fiscal year 1983 
annual report, state that host-country government guaranties are 
required for HG loans. 

Except for loans to the CABEI, all HG loans extended from 
1973 until the 1983 India loan had host-country government 
guaranties. In 1983, AID revised its Housing Guaranty Program 
Handbook and permitted "equivalent" guaranties to be substituted 
for host-country government guaranties. We have revised the 
report to note that AID modified its procedures. 

HG loan exemption from 
debt reschedulinqs 

AID stated that it "is no longer seeking to exclude HG 
loans from Paris Club reschedulings but reserves the right to 
over-reschedule AID loans if this is in the best interests of 
the HG program." 

The Paris Club is the creditor forum chaired by the French 
Treasury and composed of Western governments, including that of 
Japan, which provide the bulk of official loans in international 
lending. Each country's official debts are listed in the tables 
of Paris Club debt relief obligations. HG loans are classified 
as official debt and thus included in the Paris Club, and U.S. 
government policy requires that guarantied loans, including HG 
loans, be classified as official debt. 

AID's agreement not to seek HG loan exemption from debt 
rescheduling at the Paris Club does not address our discussion 
on pp. 40 to 45. Our point is that HG loans can be exempted 
from a debt rescheduling only in the internal U.S. government 
decisionmaking process. Our recommendation has been clarified 
to prevent misunderstanding by AID. AID's comment that it 
"reserves the right to overreschedule AID loans if this is in 
the best interests of the HG program. . ." seems to indicate 
that AID will continue to request HG exemption from debt 
rescheduling processes. We believe that exemption of HG loans 
from debt rescheduling processes departs from normal U.S. gover- 
nment operating procedures, could eventually undermine the 
rescheduling process, establishes an undesirable precedent, 
relieves AID of the risk associated with the Housing Guaranty 
programs, and transfers costs to the U.S. Treasury. 
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Office reactions to a 
changed environment 

AID stated that "AID and the Office of Housinq did not 
ignore warnings of risk" (AID underscoring); that projections on 
the status of the reserve fund have been made yearly since the 
late 1970s and discussed with OMB; that a major 1978 study 
resulted in the Office of Financial Management operating on a 
"proactive" versus "reactive" method; that AID sought and 
obtained congressional approval to retain interest earnings on 
its reserve fund held by the, Treasury; and that the Office of 
the Assistant Director, Finance, was established in the Office 
of Housing to coordinate debt rescheduling policy. 

Our position is that the Office of Housing was slow to 
react to warnings of risk and not that it ignored such warn- 
ings. It had no concerted long-range plan for dealing with the 
consequences of deteriorating economic conditions in many HG 
countries. The Office of Housing: 

--Labeled Financial Management's 1980 pro- 
active report as inaccurate and declined to 
adopt cost-saving cuts in operational ex- 
penses. It did seek and obtain congressional 
approval to retain reserve fund interest earn- 
ings. 

--Made no country risk analyses for its proposed- 
HG loans and continued to place loans in coun- 
tries where U.S. government contingent liabil- 
ity exceeded reserve fund assets. It also 
continued to place loans in high-risk coun- 
tries. 

--Initiated operating reforms on loan 
arrearages in response to OMB inquiries in 
1982. 

--Did not act on a February 1983 Financial 
Management recommendation to seek an 
"immediate" appropriation for the reserve fund 
until the fall of 1983. 

--Submitted a personnel action to fill the pos- 
ition of Assistant Director of Finance in 
January 1984. 
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Allocation of local currency 
for HG projects and where 
housing fits as a priority 

AID said that we are wrong in stating that in order to 
obtain the U.S. dollars provided through an HG loan, "the host 
country must allocate an equivalent amount of its own currency 
for specific expenditure in the housing sector, regardless of 
where the sector fits in the country's development needs or 
priorities." 

As we discuss on pp. 34 to 36, one of the attractions of 
the HG program for developing countries is that it provides 
U.S. dollars for use as the host country wishes. The actual HG 
projects financed by the loan are undertaken using the host 
country's own currency. The host country allocates for the 
housing sector an amount of its own currency equivalent to the 
amount of U.S. dollars it receives under an HG loan. 

AID said that the HG project design process concentrates on 
local currency, uses Shelter Sector Assessments and Country 
Development Strategy Statements (both AID documents), and 
determines whether each proposed project is consistent with the 
country's priorities and needs. 

We do not disagree with AID that its projects are planned 
using AID's Shelter Sector Assessments and Country Development 
Strategy Statements. We do question programming loans to coun- 
tries for which housing sector development is a low priority in 
terms of where the country spends its own funds. As discussed 
on p. 36, Kenya refused to accept HG loans because it had other, 
high-priority development concerns; the Office of Housing 
encouraged Kenya to accept the loans for their U.S. dollar 
value. The Ivory Coast and Peru are using very little of their 
own funds to construct housing as housing ranks fairly low as a 
development priority in their national budgets and development 
plans, and officials in both countries said that they would be 
constructing no lo-w-income housing in the absence of HG loans. 
We therefore believe that our statement that "a country receiv- 
ing HG assistance must allocate equivalent local currency to the 
housing sector regardless of where the sector fits in the 
country's development needs or priorities" is correct. 
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UNITED STATES INTERNATlONAL DEVELOPMENT COOPERATION AGENCY 

AGENCY FOR INTERNATIONAL DEVELOPMENT 
WASHINGTON 0 C 20523 

February 17, 1984 

Dear Mr. Conahan: 

The purpose of this letter is to respond to your letter of 
January 16, 1984 and the draft GAG report on AID’s Management 
of the Housing Guaranty Program (GAO Assignment Code 471970). 

The Housing Guaranty (HG) program is an important foreign 
assistance activity using a unique financing mechanism to 
advance U.S. foreign policy and international development 
interests. It has been the subject of extensive and almost 
continuous audit by the GAO and other external agencies over 
the past ten years. These audits have been constructive and 
all have consistently recognized the valuable contribution made 
by the HG program. AID values this oversight and wishes to 
express its appreciation to the GAO for theaspirit of 
cooperation in which this latest audit was conducted over the 
past calindar year. 

In summary, we view the Report as being positive on the 
developmental effectiveness of the HG program but negative on 
the issues which relate to using the guaranty mechanism in 
times of worldwide economic problems. 

AID’s detailed response to the Report appears in two 
attachments to this letter. In the first attachment, which is 
a page by page response to the Report, you will note that AID 
accepts many of the GAO recommendations including developing 
more sophisticated country risk analysis for HG projects and 
updating its action plan to strengthen the reserve account. 
However, we do not agree with the recommendation that would 
have the HG program cease doing business in countries where 
contingent liability on total HG lending exceeds HG reserves. 
This later GAO recommendation would effectively prevent the HG 
program from serving important development and foreign policy 
interests in many important LDCs. 

Mr. Frank C. Conahan, Director 
National Security and International 

Affairs Division 
U. S. General Accounting Office 
441 G Street, N.W. 
Washington, D.C. 20548 
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The second attachment illustrates the financial condition of 
the HG program from its inception. A review of this attachment 
will demonstrate that the program has been financially 
successful and that reserve problems today result not from the 
factors cited in the Report but rather from conscious decisions 
made by successive Administrations to operate the HG program as 
a mainstream development program rather than solely as a profit 
making business. 

In general, we believe the management of the HG program has 
been successful in adjusting to continual changes in the world 
economic scene while keeping its eye on its principal 
development objectives. 

Major points appearing in the attachments are as follows: 

-- We are pleased that the Report praises the 
accomplishments of the HG program, using phrases such 
as “AID has made substantial progress in the five 
countries reviewed in achieving affordable shelter for 
the poor I8 . Indeed the Report confirms the development 
direction of the HG program, the appropriateness of its 
policy emphasis, and the leadership role AID has played 
in the sector. 

-- Contrary to suggestions of Mindifference88 to changing 
economic conditions in LDCs, AID management of the HG 
program has had formal procedures in place since the 
late 1970s to assess risk as it relates to HG 
reserves. Annually, FM and PRE/H submit to OWB 
projections on HG reserves and potential claims. These 
projections are subject to discussion and negotiations 
with OMB and result in apportionments of budget 
authority to meet anticipated claims. The annual 
budget negotiations with OMB also focus on the level of 
new guaranty authority to be appropriated by the 
Congress-- taking into account conditions in LDCs. 

-- AID and OMB projections view the problem with reserves 
as a short term liquidity problem. All of the HG 
portfolio originated since the late 1960s is guarantied 
by sovereign governments or the equivalent. Assuming 
the world economic order does not collapse, the 
prospects are that HG loans will be repaid. The debt 
rescheduling phenomenon accounts for much of the recent 
decline of the reserve account. As rescheduled debts 
are repaid, the HG reserves will begin to grow. 

-- The recent economic conditions in LDCs have affected 
the financial position of the HG program in the same 
way such conditions have affected the financial 
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-- 

position of all public and private creditors doing 
business in LDCs. It cannot be fairly said, as the GAO 
suggests, that the financial position of the HG program 
results from a failure to do more complex country risk 
analysis. While AID has done country risk analysis, 
had the Agency relied solely upon such analysis lo-20 
years ago (when much of the HG portfolio originated) 
countries eligible for HGs would have been limited to a 
group of middle income countries, many of which have 
serious short-term liquidity problems today. 

The reduced reserves of the HG program result neither 
from mismanagement nor from lack of concern. Rather 
the reserve position today is due to (a) the unexpected 
worldwide recession which has reduced cash HG reserves 
while at the same time exacerbating development needs 
of the LDCs, (b) the failure of the Congress to 
initially establish the program on a fully 
self-sufficient basis by allowing the reserves to be 
credited with interest earned and by appropriating 
additions to reserves when Congress increased the 
guaranty limits by over 3008, (c) the overall U.S. 
Government policy on debt rescheduling which changed 
the Paris Club rules to reclassify the private bank HG 
debt as “public” debt, (d) the roughly 10% of the 
non-host government guarantied loans in the portfolio 
which were made in the first years of the HG program. 

-- AID has been well aware of the country risk 
implications of guarantying 30 year loans to LDCs. 
Agency decisions to authorize HGs have been made by 
balancing the developmental and foreign policy 
considerations against perceived risks. AID is 
improving its methodology for assessing country risk. 
However the ultimate decisions to extend 30 year 
guaranties cannot be made solely on risk 
considerations. Otherwise no guaranties would be 
extended and no development gains realized. 

-- The total assets of the HG program today consist of 
ready cash reserves plus assets in the form of 
receivables. These liquid and non-liquid assets are 
the real measure of the financial soundness of the HG 
program. AID would prefer sizeable ready cash 
reserves. However, the relative size of the ready cash 
HG reserves, while of concern to AID, is neither the 
sole measure of the integrity of the program nor the 
sole basis for extending or withholding guaranties to 
countries otherwise found to benefit by the program. 
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-- Recently AID sent forward a budget amendment requesting 
that funds be appropriated to augment the HG reserve 
account. The Executive Branch rejected AID’s request 
and in so doing has reflected a reasonable judgment 
that (a) an appropriation is not strictly necessary 
since it is anticipated LDCs will eventually repay 
their rescheduled (not defaulted) debt and reconstitute 
the HG reserve fund, (b) the HG reserves will not 
completely erode, and (c) even if they did, borrowing 
authority being sought from Congress will be a 
substitute for reserves to meet the cash needs of the 
program in the near term. The Executive Branch view, 
as indicated in the results of the OMB decisions, is 
that the status of the HG program resulting from LDC 
debt problems is no different than the status of 
similar USG agencies and that the Administration’s 
decision to not seek a Congressional appropriation for 
HG reserves should not adversely effect the day-to-day 
conduct of the program. 

-- We believe that the GAO misunderstands the nature of 
the risks facing the HG program and thus overstates its 
recommendations as to how AID should react. When an 
LDC is unable to make an installment payment on a HG 
loan, this does not mean that there will be an 
acceleration of the loan or that the HG reserves will 
have to make a full payment of outstanding principal of 
the loan. Rather, the underlying agreements are 
written to permit the HG reserves to make the 
semiannual payments for an intervening period in the 
life of the 30 year term; during which time it is 
assumed that the debtor, through improvements in its 
economy assisted by rescheduling, IMF support, or other 
devices, will be able to resume debt service payments 
and repay AID for payments made by AID in the interim 
on the borrower’s behalf. Thus AID’s exposure at any 
one time can be covered by a smaller cash reserve fund 
than might be appropriate for other guaranty programs. 

-- The HG device is the only substantial source of AID 
funding specifically available for the critically 
important shelter sector. Over the years the HG 
program has provided over $1 billion in assistance to 
LDCs and at minimal cost to the U.S. taxpayer. HG 
lending, at terms equal to or better than IBRD terms in 
today’s market, is far more attractive to LDCs than 
commercial terms. Furthermore HG lending accomplishes 
specific development goals. Simply put, the program is 
a bargain for LDCs and the U.S. taxpayer. 
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An important underlying issue in the Report is where to draw 
the line between the HG program’s pursuit of high risk 
development goals as an integral part of AID’s country 
programming and the preservation of the HG program’s reserves. 
AID will continue to monitor the situation and seek new 
opportunities to increase reserves to a level that more 
appropriately matches its contingent liability. Nevertheless, 
we believe the enactment of the borrowing authority mentioned 
earlier to complement the cash reserves will enable the HG 
program to continue to operate in the near term at a reasonable 
pace of operations. 

Enclosure 

A. AID’s Detailed Response to Draft GAO Audit No. 471970 
8. Financial Highlights of the HG Program 
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AID Response to Draft GAO Audit No. 471970 

APPENDIX 

Attachment A 

The following specific comments to the draft GAO Report are keyed to the 
numbered pages of the GAO Report. 

Diaest 

p. i The effect of currency devaluations on domestic LDC finance systems 
will differ, depending whether the systems have both borrowed 
foreign exchange and have retained the exchange risk. The GAO 
statement about devaluation in its unqualified form is incorrect.' 

p. ii AID opposes subsidies and believes that no LDC can afford the deep 
subsidies in the housing sector that the U.S. and most developed 
nations provide. However, AID recognizes that all countries choose 
to subsidize some things in their society and that shelter, as a 
basic human need second only to food, is a legitimate candidate 
sector for subsidy. Rather, AID's policy is that shelter subsidies 
be analyzed and then steps be taken which will lead to a rational, 
economicaliy sound sheiter program for a country. As a practical 
matter, the rationalization process usually leads to a conclusion 
that subsidies are not useful or effective in most LDCs and should 
be sharply curtailed or eliminated. Where subsidies cannot be 
eliminated, AID policy is to try to direct the subsidies to the poor. 

p. ii The Digest states that external loans, such as HG loans, make cost 
recovery in the shelter sector more difficult and that such loans 
may even aggravate economic problems. This theme is repeated from 
time to time in the Report and deserves comment: 

The purpose and analysis of a HG project is based on project lending 
criteria. But the benefit of the HG activity is the same as that 
seen in project and program lending. To varying degrees in a HG 
project, the resource needed to construct the project are local 
currency resources. Similarly, the cost recovery for the project is 
realized in local currency. The HG dollars are exchanged for local 
currency by the borrowing country with the project getting the local 
currency and the host country's central bank getting the dollars. 
Ideally the entity that keeps and invests the dollars should retain 
the foreign exchange risk. If this occurs, cost recovery in the 
shelter sector will not be affected by devaluations. For a HG loan 
to make sense, two separate analyses or judgments are required. 
First, that there is a positive rate of return on the investment of 
local currency swapped for the HG dollars; second, that the dollars 
borrowed on comparatively advantageous HG terms (30 years, below 
market interest rates) can and will be used to the borrowers 

'Deleted from digest. 

GAO Note: The page numbers have been changed to reflect their current 
position in the final report. 
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advantage, e.g. to retire higher interest rate debt or substitute 
for planned future borrowings at higher rate terms. The Report, 
throughout, should take into account the dual nature of the 
dollar/local currency transactions in a typical HG loan. 

The Digest asserts that the HG program operations should be reduced 
to correspond to its smaller cash reserve fund. The Digest fails to 
indicate that the assets of the HG program consist of more than cash 
reserves. The Executive Branch is requesting authority from the 
Congress to augment HG cash reserves with standby borrowing 
authority. Should the request be honored, the current liquidity 
aspect of the reserve fund problem should be solved. 

p. iii The Digest states that failure to do country risk analysis has 
resulted in increased liability for the USG. The Report does not 
demonstrate why this assertion is true. In view of the rapidly 
changing conditions in LDCs, it is difficult to assert (as the GAO 
attempts) that more complex risk analysis, if done by AID in the 
1960s and 197Os, would have resulted in a different risk exposure of 
the USG. Loans cited by the GAO to support its proposition are 
those for which AID did perform the kind of country risk analysis 
recommended by the Gmn its 1977 report and loans for which there 
was vigorous internal debate on risks versus gain. In general, the 
Report fails to'acknowledge the length and thorough process of HG 
project review in AID where differing viewpoints are heard and 
reconciled by the appropriate regional assistant Administrators. 

p. iv The Digest, and later the Report, make constant reference to AID's 
elimination of its host country guaranty requirement. AID has not 
eliminated this requirement. The rule is that AID requires a host 
country guaranty or the equivalent so that the debt can be viewed as 
"sovereign debt." Equivalent means equivalent. Rarely has AID used 
the host government guaranty equivalency rule. Never has this been 
a problem. The point does not merit the emphasis given in the 
Report. 

p. iii- The Digest says that so-called creative financial packages for HG 
iv 1 oans increase risks for the USG. These "creative"' loans were all 

proposed by private U.S. banks in accordance with standard 
commercial practice. The borrowers and AID agreed to the terms 
because such terms were deemed to be necessary to achieve lower 
interest rates. Whether such terms increase or decrease risk 
depends upon the alternatives that wer% available at the time to the 
borrower. For example where loans have both "put" and "call" 
options (deemed to be creative by the GAO) the potential risks and 
benefits to lenders and borrowers are equal. It is wrong for the 
GAO to perceive these terms as only productive of risk. At a 
minimum the Report should discuss the tradeoffs in cost (i.e. lower 
interest rates over a 30year term.) 
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P* v The Digest recommends: that AID prepare an action plan to stem 
deterioration of reserves and minimize contingent liability of the 
U.S. Government, that no HGs be extended to countries where 
contingent liability will exceed reserve fund assets, and that AID 
consider replenishment of the reserve fund from AID budget resources. 

Current AID plans to protect the reserve account appear in a 
memorandum dated March 1983 and are further reflected in recent 
legislative initiatives. 
action plan. 

Nevertheless, AID agrees to prepare an 
Current AID plans concerning reserves contemplate the 

replenishment of the reserve fund with AID budget resources if the 
situation eventually requires ft. 

AID has been continually reviewing the status of the reserve account 
in collaboration with OMB. AID does not propose to require, as a 
condition to HG lending in a given country, that reserves exceed 
contingent lfabilfty. Such a rule would be arbitrary and would cut 
off some countries from HG assistance that are good credit risks and 
where good progress is being made from a development standpoint. 
The GAO recommendation is tantamount to calling for a major 
refunding of the HG reserve account or suspending the HG program in 
the majority of countries where it has been most successful. At 
present, neither action is justified. Even if there were a major 
refunding of the HG reserve account, the GAO recommendation would 
cut off the HG program in a number of developing countries where the 
program is. needed. 

p. vi AID accepts the recommendations to do more thorough country risk 
analysis and to follow the GAO recommendations regarding host 
country guaranties. 

Chapter I 

AID accepts Chapter I, subject to the change of certain factual errors as 
discussed informally with GAO staff. 

Chapter 2 

Page 5 The Report states that the program faces significant obstacles to 
obtaining increased private sector participation in low-income 
housing on a continuing basis. We believe the GAO is thinking only 
of the "formal" private sector, AID believes that the private 
sector (defined as everything other than the public sector) in LDCs 
accounts for the vast majority of low income shelter production and 
that this will always be the case. The objectives of the HG program 
have been to persuade the public sector to do two things: (a) 
deregulate to give the private sector the freedom to build so that 
private housing production will be "legal", and (b) adopt the 
practices of the private sector so that shelter is designed to be 
affordable to the purchasers and that the costs be recovered. The 
GAO should reconsider and redefine the “obstacles" referred to. 
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Page 6 

Page 8 

Page 9 

Page 10 

The Report appears to endorse the shelter objectives listed. If 
indeed these objectives are deemed worthwhile, the Report should so 
indicate, The Report omits a fifth objective central to the HG 
program: the preparation of comprehensive national housing policies. 

The Report, noting that the HG program alone cannot significantly 
reduce country urban housing deficits, should be clarified to 
indicate that the housing policies advocated by the HG program which 
are incrementally linked to each physical project actually financed 
by HGloan funds will lead to a meaningful reduction of housing 
deficits over time. 

In discussing the evaluation of AID's long policy dialogue with 
Ecuador, the Report fails to indicate that (a) the government has 
always been in agreement with AID on the issue of standards and (b) 
the dialogue has finally resulted in the agreement of the private 
sector foundation (which was recalcitrant) to reduce standards on 
the most recent HG project and proceed with project implementation. 

The Report cites economic pressures as motivating the Ivory Coast's 
acceptance of minimal shelter standards. It ignores the 
contribution made by AID officials through long dialogue and through 
extensive training and continuous policy education of Ivory Coast 
officials. 

The Report cites the more costly practice in Peru of running wires 
underground as an example of less than perfect acceptance by Peru of 
minimal cost solutions. In fact, this practice in Peru saved costs 
in the long run due to the inhibiting effect the placement of 
underground wires has on piracy of electricity and on rust. The 
Report should note that AID finances 
financed site and services projects.* 

upgrading in Peru but has not 

The Report concludes that AID's goals have been hampered by income 
miscalculations of the target group. In the final chapter 2 
recommendations (page 211, the Report urges that AID conduct surveys 
to insure that incomes of beneficiaries in every HG project are 
below the median. AID evaluations of HG projects do, in fact, 
attempt to characterize the beneficiary population and in a number 
of evaluations a full census or sample survey of beneficiaries has 
been conducted to generate detailed portraits of the beneficiaries, 
including household incomes. Although AID finds these detailed (and 
expensive) surveys useful in understanding the effectiveness of plot 
allocation procedures and occupancy patterns over time, it does not 
view its proper role as continually ensuring that units, once 
allocated according to agreed-upon procedures, are forever occupied 
by below-median 1 ncome households. 

2Deleted from report. 
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The Report should also note that Congress never intended AID to 
ensure this result. In fact, in enacting FAA Section 223(j) which 
governs the target beneficiary issue, Congress specifically rejected 
a rule which would require beneficiaries er se to be eligible and 
instead placed the burden of the rule on t e type and cost of %- 
shelter unit to be constructed. Thus the statute requires that 
shelter'be "suitable" for below median income people. The statute 
also allows for a 10% leeway, due to the difficulty of applying the 
rule. The Report, after recognizing the technical difficulty in 
compiling accurate statistics, overstates the importance of these 
statistics in AID's pursuit of its development goals. We believe a 
review of the statutory history of the below median income rule 
together with AID's compliance with the rule will indicate that AID 
is in compliance with the statute. We are disappointed that the 
Report fails to comment on this excessively complicated legislation 
and fails to recommend a mom useful statutory scheme to assure the 
goals of the Congress. 

Page 12 The Report notes that LDC budgets for housing are being reduced in 
times of economic difficulty, with housing being generally 
classified as a social, non-productive sector as a basis for 
determining budget priorities. AID be1 ieves that housing production 
is a major factor in any country's construction industry and also 
that notions of housing as a non-productive sector are rapidly 
changing. In any event, AID does not view with alarm the trend of 
housing budgets in LDCs. We believe that the public sector should 
rarely attempt to be a heavy producer of housing but rather should 
fashion a policy environment which permits the private sector to 
produce housing. In this framework, AID does not necessarily 
believe that national housing budgets should be increased. LDCs 
should be free to set their own shelter priorities. Often housing 
is a higher priority item in LDCs than in developed countries. El 
Salvador, Singapore and Hong Kong have used their housing budgets as 
engines of growth. AID's general policy is to maximize the impact 
of a country's existing housing budget and not attempt to increase 
budgets use. - 

Paqe 14- 
15 

The Report suggests that cost recovery (which it notes AID is 
promoting effectively) is hampered by devaluation of local currency 
compared with the dollar HG loans. This assumes, incorrectly, that 
the burden of the foreign exchange risk in HG lending is or should 
be on each project. This has not been AID's preferred policy since 
the late 1960s. As noted earlier in this attachment, AID attempts 
to design projects so that the dollar and the local currency 
transactions in each HG activity are managed separately--each 
resulting in a positive rate of return. (See AID comments for page 
iv of the Digest.) @nerally, HG dollars will be disbursed to 
"reimburse" the LDC for 1 ocal currency expenditures made in 
connection with a shelter project. When AID approves the cost 
recovery plans of a specific project, knowing that project 
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beneficiaries repay their loans, mortgages, etc. with local 
currency, AID ensues that to the extent politically feasible, the 
funds generated from the project will repay the capital costs of the 
project together with interest at a rate that reflects the internal 
interest rates in the country. AID does not expect that the project 
beneficiaries will bear a foreign exchange risk. In these cases 
(with perhaps a rare exception) the government or central bank which 
has the use of the dollars-exchanging equivalent local currency for 
the project--is expected to,bear the foreign exchange risks and 
rewards. If the HG dollars are borrowed at 10% interest and used to 
retire 15% interest dollar debt or invested in a imported item, say 
a tractor, producing a 5G% per annum rate of return, then the dollar 
side of the transaction makes sense and should stand alone. While . 
AID does not trace the dollars directly, we do satisfy ourselves 
that the results of IMF, IBRD, AID and State overview of a country's 
economic efforts suggest that the country receiving assistance is on 
track, The Report should be corrected to reflect the fact that 
since the late 196Ds, in general and preferred HG practice, project 
cost recovery is not related to the costs of devaluation or the 
benefits of revaluation. 

Page 16 The Report's analysis about the ability of Housing Banks to serve 
the poor is deficient in its presentation of the problem. The 
Report fails to.note that most (perhaps 80X) low income housing is 
financed outside the "formal" housing finance sector. For this 
reason, AID's major goal has been to limit public sector housing 
construction in favor of construction of infrastructure. 

Page 17 The Report speaks of inflation in Ecuador putting the price of units 
in a HG project out of reach of target beneficiaries. However in 
the Project in question, the government has agreed to reduce 
standards using a "piso techo" model and thus the target group will 
be served. 

Page 20 The Report speaks of "elimination" of subsides as being a core 
element of the HG program. (See AID comments on page iii of the 
Digest.) 

The Report states it is difficult to justify the programing of 
additional HG loans to countries which do not minimize subsidies. 
AID can forsee situations where a country would benefit from HG 
assistance in areas of institution building, reduction of physical 
standards and economic pricing costs of housing produced, as well as 
training and technical assistance, even though the country insists 
on maintaining its subsidies. In such a case, AID would seek policy 
change in other areas while working quietly and indirectly on the 
subsidy issue. The Report, elsewhere, notes correctly that the 
fundamental policy change that AID promotes in its shelter programs 
are lengthy efforts achieved incrementally over time. Cost recovery 
and minimal subsidies are also not the only policy changes advocated 
by AID. 
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Page $l- The Report speaks of budget constraints and thus the inability of 
LDCs to provide incentives to the private sector. AID believes that 
the public sector can encourage the private sector through cost free 
incentives such as the redrafting of restrictive building and zoning 
codes, and the simplification of procedures to acquire building 
pennits and licenses. Of greater importance, the public sector can 
provide infrastructure to support the activities of the informal 
private sector which produces most low income shelter. 

The Report recommends surveys to ascertain the income levels of HG 
project beneficiaries. AID believes that project evaluations in due 
course will reveal this information. (See the response on this 
issue appearing earlier in this attaclTnent.1 

The Report recommends that AID emphasize its institution building 
and cost recovery goals as those which offer the most promise. AID 
believes these are important goals and will continue to emphasize 
them. We believe equally promising are those goals which would have 
governments eschew direct construction of completed housing in favor 
of providing only those elements not easily provided by homeowners 
themselves (land, water, infrastructure) with the formal and - 
informal private sector being encouraged and given the freedom to 
build and finance completed units. 

Chapter 3 

Page 26 The Report states that AID management was slow to adapt to the 
changing world conditions and that earlier action could have 
minimized the adverse impact of worldwide economic problems on the 
HG program. AID disagrees with these statements. The worldwide 
recession was not predicted by either the private or public sector 
in the U.S. When it occurred, AID officials, balancing the 
perceived risks with developmental gains, decided to continue the HG 
program. The only action AID could have taken to significantly 
minimize the impact of declining LDC fortunes would have been to 
stop HG development programs in countries at risk. Such action 
would have been contrary to U.S. foreign policy interets, would have 
seriously jeopardized development progress and goals in such 
countries, would have denied needed long term resources to these 
countries at the time such resources were most needed, and would 
have encouraged other public and private sector lenders to follow 
suit and cut off lending, contrary to the overall goals of the USG 
and IMF to keep long term credit lines open to LDCs during the time 
of greatest need. Balancing the obvious risks, AID decided for the 
most part to continue HG operations as an integral part of AID’s 
country programming. At the end of FY 83, of the approximately 85 
milllon claims paid and outstanding, none of the claims paid 
correspond to projects authorized since January 1981 when the 
worldwide recession occurred. 
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The Report fails to recognize throughout a point made emphatically 
in the 1977 GAO Report that the HG program should be an integral 
part of AID’s development efforts and not, by implication, a private 
business run for the benefit of its owners. 

The Report states AID did not perform country risk analysis for 
proposed HGlending and thereby missed an opportunity to minimize 
contingent liability. AID’s country risk analysis is generally 
performed in the context of a broad CDSS exeEfse which examines the 
political and economic prospects of each country on a three-to-five 
year period and determines the mix of AID resources appropriate to 
the country. Risk analysis is also done in each Project Paper in 
the form of debt service analysis and balance of payments analysis. 
This type of risk analysis is exactly as recommended in the 1977 GAO 
audit of the program. 

The Report is incorrect when it states that AID did not perform 
country risk analyses. It is equally incorrect when it states that 
such analysis would have minimized contingent liability unless the 
Report were to explicitly recognize in the same sentence that: (a) 
the very need for U.S. guaranties confirms, correctly, that the 
borrowing countries are not credit worthy over the time period (30 
years) of HG loans, (b) LDC country risk analysis is not infallible 
and cannot be relied upon with confidence for more than 3 to 5 years 
of the 30year life of a HG loan, and (c) lo-20 years ago when the 
bulk of the HG loans were made, the only countries that might have 
survived more sophisticated country risk analysis of the type 
proposed by GAO are countries like Iran, Venezuela, Brazil, Mexico 
and Argentina--countries that today have the most serious payment 
proolems. 

The Report suggests that lack of concern of AID officials has 
contributed to the problem. This is not true. Annually, beginning 
in the later 197Os, the health of the HG reserve account has been a 
principal issue in the formal AID/OMB budget review processes. Each 
year the Office of l-lousing and FM prepare projections on claims and 
the reserve account and forward these to OMB. OMB examiners review 
these projections and often make changes. This formal process 
guides OMB decisions on budget authority. If AID underestimates the 
claim payments it will make in the next fiscal year, AI0 has to go 
through budget amendment process before it can get funds apportioned 
to make the claims payments. Projections of claims versus reserves 
is a serious interagency exercise that occurs annually. 

The Report states that debt reschedulings in HG countries threaten 
to "bankrupt" the program. AID believes the correct phrase is 
"deplete the ready reserves" not "bankrupt" the program. In fact 
there are many differing projections of the effect of LDC debt 
rescheduling on HG reserves. OMB, after studying AID projections in 
detail, has acted on the belief that reserves will not entirely 
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Page 

Page 

Page 

Page 

26 

26 

2! 
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disappear and that even if thf s happens, the reserves will be 
reconstituted as the result of LDC payments of deferred debt. For 
these reasons, OMB declined AID's request to seek an appropriation 
to augment HG reserves by a $40 million amount. Instead OMB has 
proposed that AID rely on borrowing authority from the Treasury in 
the event the reserves are depleted. Otherwise, argues OMB, the 
eventual build up of HG reserves, together with the requested NO 
million, would produce an unnecessarily large reserve account. It 
should be noted that the net worth of the HG program has not 
declined seriously, and indeed has increased in each of the last two 
years. Chly the liquidity of HG program assets has changed due to 
the economic situation in LDCs. (See Attachment B.) 

The Report misstates the purpose and use of the reserve fund. It 
states that without adequate reserves, lenders are unlikely to 
participate in the program. AID belfeves that without reserves or 
other substitutional procedures to acquire funds quickly, such as 
borrowing authority, lenders will be unlikely to participate. The 
Report should include this underlined statement. The GAO is aware 
of the proposal of the Executive Branch to operate the HG program 
using contingent borrowing authority. Its failure to acknowledge - 
this compliment to cash reserves is not helpful to a full 
understanding of the issue. AID strongly prefers an appropriation 
to its HG reserves but believes the pragmatic approach suggested by 
OMB is workable for the near term. 

The Report'should note that each new HG project is authorized by 
Regional AAs after receiving recommendations from many offices 
including PRE/H. 

Contrary to the Report and any citations, AID does not intend to 
operate the HG program at any specific level (e.g. the $150 million 
level cited) f n order to earn income and affect its overall balance 
sheet. In the last two fiscal years, where the program level has 
been less than the $150 million, income has exceeded expenses. AID 
does not see itself as "promoting" the HG program. Rather, we are 
making resources available to help meet LDC development needs. 

The concentration of HGs in certain countries results from both 
development and foreign policy considerations. The Report should so 
indicate. 

The Report states that the office ignored early warnings from FM as 
to the depletion of reserves, did not perform country risk analysis, 
and continued to concentrate HG lending in risky countries. AID and 
the Office of Housing did not ignore warnings of risk. Every year, 
beginning in the late 19/Os, the Office of Housing and FM prepare 
projections on the status of the reserve account. These projections 
are reviewed formally by OMB as part of a budget process. Hard 
decisions on annual operating authority and apportionment of funds 
are made from this formal process. Issues of risk are always 
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discussed. In 1978 the Office of Housing together with FM jointly 
commissioned a major study by Peat, Matwfck and Mitchell designed to 
result in more efficient financial control procedures to enable 
better risk management and early warnings. The basic 
recommendations of the Peat Marwfck Mitchell report were that FM 
would operate a "proactive" versus "reactive" method of reporting. 
This study was followed up by numerous actions. The 1980 FM 
warnings and projections on reserves were reviewed f n an 
inter-office meeting chaired at the Assistant Administrator level. 
In response to the FM alert,# AID made a decision to go to the 
Congress to get authority to keep interest earnings on its 
reserves. At that time, internal memoranda used to obtain Agency 
and OMB consensus on the congressional approach indicated that the 
reserve situation needed monitoring. This congressional action was 
justified as a first step to improve the reserve situation on the 
understanding that other steps could be needed if worldwide 
conditions worsened. 

The Office of Housing has always favored the strengthening of 
reserves--if for no other reason than to keep pace with the 
expanding guaranty authority. Administration decisions to not seek 
reserves were made generally on the basf s that the need was not yet 
critfcal. The Administration has made a similar decision recently. 
The Report should be amended to indicate that procedures were in 
place to monftorsthe situation and that no AID official has ignored 
the situation. 

Page 32 Contrary to GAO suggestions, when LDC rescheduling became a serious 
problem the Office of Housing established procedures to monitor new 
situations. The Assistant Director, Finance, office has been 
created in PRE/H and charged with coordinating debt rescheduling 
policy, working with the Portfolio Comnfttee which prior to this, 
had such responsibility. 

Page 33 The Report in describf ng the Costa Rica authorization suggests that 
country risk analysis was ignored. In fact, AID held up the 
authorization of this project until it had investigated the debt 
situation in Costa Rica, polled other USG agencies, the World Bank 
and the IMF on their intentions to do business in Costa Rica, and 
finally tailored the HGloan to ease the Costa Rica short term debt 
service problem, A special AID/W visit was made by the USAID's 
acting Mission Director to make the case to the Office of Housing 
and the LAC Bureau on why the HG 1 oan should proceed. The GAO 
Report f s wrong in its failure to narrate these efforts in a section 
of the Re art designed to show AID's pu 
country P 

orted indifference to 
r sk. In general the Report fai s to acknowledge the 'p 

numerous AID/W and field offices that are required to approve each 
HG project and the gauntlet of project approval procedures that 
every project must travel through. 
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Page 34 

Page 35, 

Page 35 

Page 36 

Page 37 

l 

APPENDIX 

The Report is misleading when it suggests that the insufficient 
country risk analysis and thus the authorization of the loans cited 
(Peru, Costa Rica, Bolivia) account for the reserve problem. 
Rather, the problem derives mostly from the entire portfolio of 
loans made lo-2Oyears ago. We disagree with the concept that AID’s 
alleged failure to analyze risk in these loans has affected the 
health of the HG Program. AID agrees to improve its country risk 
analysis. But it would be wrong to conclude that such a procedure 
will both protect the USG from long term risk and allow the HG 
program to operate as a going concern. 

The Report, again, fails to reflect the enormous effort prior to 
project authorization to analyze and discuss country risk in Peru 
and Bolivia. Even casual research would have revealed the deep 
divisions within the Agency on some of these loans and the balancing 
of interests reflected in the regional AA authorizations. 

The Report says PPC has been unsuccessfully trying to get the Office 
of Housing to incorporate country risk analysis f n its proposals. 
The Office of Housing and PPC are in agreement that country risk 
analysis has been done in the past, in the form of balance of - 
payments and debt service analysis, and that the methodology will 
continue to be improved. There is discussion underway on how to 
improve such analysis. 

The Report states that a country receiving HG assistance must 
allocate eoufvalent local currency to the housing sector "regardless 
of where the sector fits in the country's development needs or 
priorities.' AID believes thf s statement is wrong. The project 
design process concentrates on the 1 ocal currency side of the 
transaction and, using Shelter Sector Assessments and Country 
Development Strategy Statements-determines whether each proposed 
project is consistent with the country's priorities and needs. 

The Report states that the Office of Housing began promoting 
creative financial packages in order to sign up new clients. In 
fact it was the U.S. banking comnunfty in accordance with their own 
evolving financial packaging practices for both domestic and foreign 
cl fents, who proposed these creative terms to LDC borrowers. In 
accordance with AID policy to promote mature banker-client 
relationships and to introduce LDcs to U.S. capital markets, AID 
consented to guaranty these so<alled creative loans. 

The Report concludes that creative financial packages increase the 
risk to borrowers and the U.S. Government. The reason for 
borrower/AID acceptance of such packages is to decrease the interest 
rate othetwf se presented in a more conventional loan arrangement. 
The Report should indicate this tradeoff. 
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Paw 377 The Report speaks of the history of the host country guaranty 
38 requirement and says AID eliminated the rule in 1983. It asks for 

clarification of the new rule. The GAO has been advised that the 
rule requiring host government guaranties arose as an internal 
Office of Housing procedure in the late 1960s to shift the risk of 
foreign exchange losses from homeowners to governmental institutions 
or entities which could use the dollars and thus be in a position to 
better protect against the risks. The way this procedure was 
applied was generally to obtain a host government backup guaranty. 
The effect of this has been to make over 90x, of the outstanding HG 
loans equivalent in value or risk to AID's direct development loan 
portfolio. From time to time, as early as 1969 with CABEI, the 
office has made judgments that certain borrowers were themselves 
soverfgn governments or the equivalent and could protect themselves 
against the foreign exchange risks and the host country guaranty was 
superseded by another device. This was the case in 1981 when AID 
agreed to let the wholly governmentdwned State Bank of India 
reguaranty a loan in lieu of a full faith and credit Government of 
India guaranty. In this case the State Bank was granted a specific 
license by the Government of India, Ministry of Finance to extend 
the guaranty. Upon these facts the Portfolio Committee determined 
that the State Bank guaranty was "equivalent" to a host government 
guaranty. In 1983 when AID handbook 7 was generally revised, this 
notion of equivalency was recorded. No change of policy was 
intended or reflected. ?&vertheless AID fs pleased to clarify the 
rule. 

Conclusions 

Page 45 The Report concludes that increased loan risks to the USG were 
caused by (a) failure to conduct country risk analyses, (b) use of 
creative financing packages, and (c) the elimination of host 
government guaranties. 

AID believes that worldwide economic recession has increased the 
risk to the USG for HG loans and equally as well for development 
loans, Ex-Im 1 oans, CCC credits, FMS credits, PL 480 loans, etc. 
Contrary to the Report, country risk analyses were performed in 
accordance with AID guidelines (and as recommended in the 1977 GAO 
Report which stresses debt service analysis). Nevertheless AID is 
developing more sophisticated risk analysis methodology and is 
already applying this to new projects, 

As explained elsewhere, AID has not eliminated the need for host 
country guaranties. Also, the use of creative loan terms has an 
equal prospect of reducing risk and cost as well as increasing risk. 

Page 45 The Report criticizes the concentration of HG loans in selected 
countries. The Report incorrectly gives the impression that of all 
LDCs eligible for HG assistance, AID has concentrated HG lending 
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among a class of LDCs that is worse off compared to the others. AID 
believes that country selection is the result mainly of development 
considerations and foreign policy considerations. AID shares the 
GAO concern about country concentration but finds it difficult to 
reconcile its development objectives which often dictate such a 
concentration of effort with its efforts to preserve its reserve 
fund. 

AID agrees to define "equivalency" for purposes of its long standing 
internal procedure to require host country guaranties or the 
equivalent. 

AID is no longer seeking to exclude HG loans from Paris Club 
reschedulings but reserves the right to overreschedul e AID loans if 
this is in the best interests of the HG program. AID, however, 
continues to review its policies in this area. 

The Report concludes that HG loans should not be extended to any 
country where contingent liability would exceed reserve fund 
assets. AID rejects this conclusion as being tantamount to the 
suspension of the HG program and thus the elimination of one of 
AID’s successful development efforts. The GAO al ternatfve to 
suspension (increasing HG reserves) is not feasible in the short 
run. AID will continue to pursue this goal in the long run if 
events call for such action. 

Page46 The Report, noting OMBs rejection of AID’s request for an 
appropriation concludes that AID should consider replenishment of 
the HG reserve through its budget allocation process. AID’s ability 
to transfer funds to the HG reserve is controlled by the Foreign 
Assistance Act. Only ESF funds may be legally so transferred. 
Should a transfer be necessary, AID will consider this. However, 
the need to have a large reserve fund is a question on which there 
are differing opinions in the Executive Branch. AID strongly 
prefers a large, healthy reserve fund. OMB views the reserves 
however as a cash management device, one for which other 
compensating devices (i.e., borrowing authority) could be 
substituted. OMB, contrary to the GAO view, does not view the 
reserves as the "capitalization" of the HG program. 

Recommendation to the Administrator 

Page 46 AID agrees to prepare a plan to guide decisions to authorize new HG 
activity taking into account development, foreign policy, and risk 
considerations and the difficulty of long range economic for-casting 
in LDCs. 

AID agrees to not seek special Paris Club debt rescheduling 
exemption for the HG loans-- therefore HG debts will be listed in the 
tables where total debt relief obligations per creditor are listed. 
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PGge46 . AID agrees to revise its country risk analysis methodology from that 
which was in effect when the audit occurred. 

AID agrees to define "equivalency" and exercise caution in extending 
HG loans to countries which do not provide host government 
guaranties. 

GC/H:wCay:gjg #1235P l/24/84 revised l/30/84 - 2/16/M 
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Attachment B 

Financial Conditions of the Housing Guaranty (HG) Program 

The following is intended to illustrate the financial condition of the HG 
Program over a broader time span than that appearing in the GAO Report. The 
following indicates that over this broader time span, the program has truly 
been self-sufficient and that country risk analyses of HG projects that are 
having payment problems would not have resulted in avoidance of problems 
presented by the present situation. 

1. 

2. 

3. 

4. 

5. 

6. 

The first HGwas authorized on December 5, 1962 for Peru and the first 
Guaranty Agreement, for this project, was signed April 22, 1963. As of 
September 30, 1983, over $1.25 billion was disbursed by U.S. lenders and 
the principal balance of all outstanding loans was $1.1 billion. 

The present HG program and the Office of Housing came into being in 
January 1970. Since then the Office of Housing has administered the HG 
program at no cost to the U.S. Government. At the close of FY1970 the 
program had assets of $50.8 million which included $50 million from fees 
collected for the prior Investment Guaranty Program. At the end of FY 
1983 the program assets amounted to 97.2 million, a decrease of only 
$3.6 million while generating over $1.25 billion in loan disbursements 
subject to the HG. 

Although the amount of the reserve fund held by the U.S. Treasury has 
dropped from the $49.9 million at the end of FY 1970 to $21.6 million at 
the end of FY1983, receivables rose from $0.8 million to $24.9 million 
over the same period. This can be described as a shift in assets of 
$24.1 million from cash to receivables. This does not indicate a loss of 
this amount as implied by the GAO report. 

$22.2 million of these receivables is subject to host government dollar 
guaranties of repayment and $5.1 million had already been rescheduled as 
of September 30, 1983. Additionally, these amounts are subject to 
interest which presently amounts to about $1.5 million per year. 

At the close of FY 1981 the total assets of the program had declined to 
their lowest level at $42.8 million. However, despite world conditions, 
the HG program experienced operating gains in both FY1982 and FY1983 
which increased the total assets to $47.2 million at the end of FY 1983. 

Actually, the cumulative operating loss of the program since January 1970 
has only been $4.3 million. Thus, it might be said that the HG program 
has generated over $1.25 billion in guarantied loans at a net cost of 
only $4.3 million, which actually came out of prior fee income and not 
from appropriated funds. 
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7. Effective with the creation of the Office of Housing in January 1970, the 
type of insurance covered by a HG was substantially changed. Prior to 
that time A.I.D. took the devaluation risks for most projects; after, 
A.I.D. insisted upon a host government or other strong guaranty of 
repayment in U.S. dollars. Qf the $18.3 million in claim payments that 
have been written-off since the inception of the program, $16.8 million 
has been for projects authorized prior to this 1970 policy change. $0.8 
million of claims that have been written-off is for two projects in Costa 
Rica, authnrized in FY1972, and some of this should be recovered as a 
part of present debt rescheduling negotiations for Costa Rica. $0.7 
million has been for a project in Iran which was also authorized in FY 
1972. 

8. Looked at another way, $16.8 million in claims written-off as of FY 1983 
applied to loan disbursements of $173.6 million for projects authorized 
prior to January 1970. The $1.5 million written-off for Costa Rica and 
Iran apply to $1.1 billion of loan disbursements for projects authorized 
since January 1970. This amounts to a write-off ratio of only 0.12% on 
loans for projects authorized since 1970. 

9. At the end of FY1983 the U.S. Treasury held $21.6 million and an 
adjustment of an additional $1 million was being processed. In other 
words there was a total of $22.6 million in funds with the Treasury to 
cover an outstanding loan portfolio of $1,073 million. This amounted to 
a cash reserve ratio of 2.1% of the loan balance. The adequacy of this 
reserve for the current year may be demonstrated by the fact that during 
FY 1983 the net outflow for all claim payments amounted to only $8.4 
million or 0.87% of the outstanding loan portfolio as of the start of the 
year. We presently have a ratio almost two and a half times that. 

10. With regard to all projects that have had claims written off, during FY 
1983 there was only a net outflow of $246 thousand or 0.02% of the loan 
portfolio. There was also a net outflow of $8.2 million for recoverable 
claims, but, since these should be recovered plus interest, they do not 
constitute a loss. mly the net write-off of 846 thousand constituted a 
loss for FY1983. 

11. Ilnlike other guaranty programs, the HG program was not given the 
authority to invest its reserves until 1982. Had this authority been 
granted from the inception of the pro ram, the reserve with the U.S. 
Treasury would have amounted to over b 5 million as of FY 1983. Pnd this 
would have been despite $18.3 million in expenses for claims written-off, 
$20.4 million expended for recoverable claims, and $51.8 million expended 
for the operational expenses of the program. Thus, had the program been 
permitted to operate like other guaranty programs, or private insurance 
companies, the profitability of the program would have been clearly 
demonstrated by having nearly doubled the reserve with the U.S. Treasury 
plus having accumulated about $25 million in receivables. All-in-all 
there would have been an overall profit of,about $70 million had the 
program been allowed to invest its Treasury funds from the start. 
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12. The following chart relates recoverable claims outstanding as of 
September 30, 1983, both subrogated and rescheduled, to when the loans 
were authorized. 

Wen Authorized 
Prior to 01/01/80 

from 01/01/80 to 12/31/80 

from 01/01/81 t0 12/31/81 

from 01/01/82 to 12/31/82 

from 01/01/83 to 12/3l/83 

PRE/H:RFreed 2/9/84 #1252P 

Amount of 
abrogation 

Amount 
Rescheduled 

, , 

1,565,OOO 0 

31 0 

0 0 

0 0 

GAO Note: Nine pages of financial tables which AID included in the comments 
have been deleted. The tables are available upon request from the 
General Accounting Office, National Security and International 
Affairs Division, Development Assistance Group. 

(471990) 
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