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Dear Mr. Secretary:

We have reviewed the Farmers Home Administraticn's b
!"mHA's) Noveiber 1974 sale of $100 million of certificates
2f beneficial ownership (CBOs) to a security brokerage firm.
We made our review pursuant to information brought to our
attention atleging that imp:udent actions by FmHA in making
this sale would cause the Government to incur unnecessary
interest costs.

Our review included interviews with headguarters offi-
% 5 cials of the Department~ of Agriculture and the Treasury
t and of the Federal Finaacing Bank, a wholly owned Federal
Government corporc.tion. We reviewed pertinent legislation,
regulations, policies, procedures, and records, including a
report on the results of an investigation into this matter
by your Office of Investigation. FmHA's Administrator re-~
guested that investigation after we told his office of the
allegation,
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According to the record, FmHA's then-Deputy Administrator
Comptroller approved tne sale on November 4, 1974, knowing
that the interest rate paid on CP0Os was to be reduced on
November 7, 1974. The Comptroll:ar said he approved the sale
in the belief that, as long as CBOs were available for sale,
hz could not refuse a purchase offer under the FmHX regula-
tions then in effect.

An FmHA official calculated that, over the 1l4~1/2~year
term of the CBOs rfold to the brokerage firm, FmHA would pay.
about $3.6 million more in interest costs than it would have
had to pay if the sale could have .aeen made at the reduced
interest rate effective 3 cays aftrr the sale was approved.
Alsc the intcresc raird will Le at least $3.2 million more
than it wouid have been had the CBOs been sold to the Bank.

Representatives of the hrokerage firm indicated to the
Office of Investigation thLut the purchase was made to take
adventage of FmHA's slyw reaction to incterest rate changes
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on other Government securities., An additional problem was
that FmBA's Finance Office in St. Louls,-Missouri, prema-
turely mailed notices of the November 7 interest rate change
to investors on November 1. Ho. ver, the Office of
Investigation could not conclus.sely state tnat the broker-
age firm or any other investor had advance knowledge of the
interest rate change. ’

FrHA terminated its publi¢ sales of CBOs in March 1975
and since then has been sellina TBOs exclusively to the Bank.
We were told that FmHA planned to cont.inue this arrangement,
provided the Bank was able and willing to meet FmHA's funding
reguirements. A Treasury official told us that there was
little likelihood that the Bank would ever be unable or -
unwilling to purchase CBOs from FmHA.

Ve concur in the decision to sell CBOs exclusively to
the Bank as long as the Bank iz able and willing teo purchase
them. Since this decision is subject to change, however, we
are recommending that you direct the FmHA adm_.nirtrator to
prepare written standby procedures to use if FmBA has to
reinstitute public sales of CBOs. We are also recommending
that, if public sales are reinstituted, FmHA be required to
either engage a professional financing manager or obtain
assistance from the Department of the Treasury to manage
such sales. FmHA generally agreed with our recommendations.

FmHA advised us also that it was exploring the possibility
of recovering frowm the brokerage firm the profit which the
brokeraqge firm realized ip taking advantage of FmHA's interest-
rate~change procedures.

FmHA PROCEDURES GOVERNING THE SALE OF CBOs

CBOs are negotiable investment security instruments
showing ownership in borrowers' loan notes held in trust
by FmHA. FmHA started using CBOs in December 1973. Before
that it sold borrowers' loar notes to investors on a guar-
anteed basis. The proceeds from CBO sales, along with the
incoming flow of loan repayments, are used to replenish FmHA's
revolving funds. Payment of the principal and interest on the
trust notes covered by CBOs is fully insured by FmHA.

FmHA has sold C€30s Leth to the Bank and to the public.
The Bank was established by the Federal Financing Bank Act
of 1973 (12 U.S.C. 2281 (supp. III)) on December 29, 1897:.
to provide for coordinated and more efficient financing of
Federal and federally assisted borrowings from the public.
It did not become operational until may 6, 1974. The Bank is
subject to the general supervision and direction of the
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Secretary of the Treasury, who is also Chairman of the Board
of Directors., All other membsrs ¢f the Board of Directors
and officers of the Bank are Treasury officials,

The act authorizes the Bank, with the -approval ol the
Secretary of the Treasury, o issue up to $15 billio=n of its
obligations publicly. The Congress may authorize issuy nce of
additional amounts in appropriation acts. Also the Bauk is
authorized tc issue obligations to the Secretary of the Treas-
ury and may require the Secretary to land it, through the pur-
chase of its.obligations, up to §5 billion. The Secretary, at
his option, may purchase additional amounts. As of June 30, 1975,
Treasury held Bank obligations totaling about §13.5 billion. -

rmHA first sold its CBOs to the Bank on July 2, 1974,
Although all sales to the Bank have heen in amounts of §$500
million, FrHA and Treasury officials told us that much smallar
sales were permissible.

CBO sales to the public were made daily through FmHA's
St. Louis Finance Office. The interest rate paid on such
CBOs was the rate in effect on the date the Finance Office
received payment. The Finance Office had verbal instructions
to obtain headquarters office approval for each CBO sale
exceeding $5 million.

As reguired by FmEA regulations, changes to the interest
rates paid on CBOs sold publicly were published in the Federal
Register. Generally, the practice was to announce the rate
changes in the Federal Register or their effective dates. The
Finance Office practice was to notify Known FmHA investors of
any rate changes through the distribution of a notice to in-
vestors entitled "Memorandum to Investors in Government Securi-
ties.”™ Althougii there were no written procedures governing the
issuance of these notices, the Finance Office was to time their
mailing so that the addressees would not receive them before
the effective date of the interest rate change.

SUMMARY OF TRANSACTION

The record shows that on Monday, Movember /., 1974, a
representative of the brokerage firm telephoned fmHA's then-~
Deputy Administrator Cemptroller twice, The first call was to
ask permission to purcnase CBOs valued at $25 million; the
second call was to ask permission to purchase CBOs velued at
$75 million. The Comptroller approved both reguests, although
he said he was aware of an FmEZA decision made on November 1,
1974, to reduce the interest rate paid on the CB0s effective
Thursday, Wovember 7, 1874,
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The Comptroller explained that he believed that, as long
as CBOs were available for sale, he could not refuse a pur-
chase offer under the FmHA regulations then in effect. These
regulations stated that CBOs were to be offered for sale from
time to time and that such sales were to be made on sush terms
and conditions as FmHA deemed appropriate.

. The Finarce Office s0ld the first $25 million of CBOs to
the brokerage firm on November 4, 1974; the second sale, for
$75 million, was made on November 6, 1974, Both sales were
made when the interest rate being paid by FmHA was 9 percent.
The interest rate was reduced to 8.75 percernt on November 7,
1974. An FmHA official calculated that over the l4~1/2-year .
term of these CBOs FmHA would pay about $3.6 million mcre in
interest costs than it would have had to pay if the sale
could have been made at the reduced rate of 8.75 percent.

The Comptroller said that Agriculture's Insured Note
Marketing Board had approved the following interest rate
policy in June 1974,

"The interest rate on sales of CBO's from
St. Louls will have to be coinpetitive to
achieve sales goals. We expect that the
rote will be ccmparable to either (1) the
rate we pay to the FPB [the Bank] or (2)
the rate FFB pays plus a compounding factor
needed to compensate the investor for the
difference between our annual interest pay-
ment and the scwi-annval payment offered on
other securities.”

He said that the rates which would have been paid to the
Bank, including the compounding factor, were 8.78 percent
on-November 4, 1974, and B.72 percent on November 6, 1974,

He also said that, because CBOs were "agency paper," and

were considered to be of legser guality thafi Treasiry securi-
ties, the S~percent rate availablc on CBCs through November
6, 1974, was not excessively attractive,. '

For large sales of securities, small changes in the
interest rate can result in differences of millions f dollars
in interest costs. Tor example, an FmHA official calculated
that, had tue two sales in gquestion been made to the Bank at
the 8.75~percent and 8.72-percent rates in effect on November
4 and 6, 1974, respectively, FmHA would have saved about $3.8
million in Interest costs, The official also calculated that,
had the entire $100 million of CBOs been sold to the Bank at
the 8.78-percent rate in effect on November 4, 1974, the
savings would have been about $3.2 million.
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The Comptroller said that a verbal agreement between
FmEA and Treasury officials reached in May 1974 provided that
the Bank would purchase from $4 to $4.75 billion of CBOs in
fiscal year 1975 and that FmBA would raise the balance of its
funding needs, estimated at the time *to total $5.7 billion,
through direct sales of $1 to $1.75 billion of CBOs to the
public. The Bank would make an initial purchase of $500
mlllxon of CBOs on July 1, 1974, and additional purchases
would not exceed $500 million moathly.

According to FmHA's Associate Administrator, the informal
agreement did not 1limit the amount of CBOs the Bank would
purchase. He explained that the $4 to $4.75 billion figures
were only estimates of the amount of sales to the Bank. Fur=-
ther, he said that the agreement provided that sales of CBCs
by the Financ. Office weculd be limited and would be aimed at
small investors. The Associeate Administrator told us that,
although he could not recall a specific figure, individual
sales were to be limited to about $3 to $5 million.

The Comptroller's assistant said he was not aware of any
restrictions on annual or monthly sales amounts to the Bank,
other than the Bank's informal recguest that FmHA spread its
sales to the Bank over the entire year.

A former Treasury official, who at the time of the agree-
ment was the &Special Assistant to the Secretary for Debt
Management, caid that the agreement provided that indiv..u.al
sales would be limited to modest amounts, but he could not
recall any specific amounts. BHe said that, in his opinion,
the $100 million sale clearly violated the intent of the
agreement that Finance Office sales of CBOs be in modest
ariounts.

The Comptroller maintained that neither the regulations
nor the announced terms and conditions of sales authorized
him to limit or disapprove a sale. Further, he said that he
was not aware of any agreement that Finance Office s:les of
CBOs would be limited to small amounts or be ained at small
investors. He said such constraints would have been unten-
able, because (1) they were not provided for in the regula-
tions and therefore would have been illegal and (2) FmHA
could not heave achieved its sales goal by limiting sales to
small investors. He said historically the largest dollar
volume of Finance Office salecs has been to investors with
large amounts to invest. Also he said that such restrictions
could be easily circumvented. ’
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According to the Comptroller, FmHA's in-house practice
was that the Finance Office would request headquarters office
approval for each sale of more than $5 million so that
Treasury officials could be contacted to determine whether
FmBA's interest rate was too high and needed to be reduced.
He said that, because Treasury officials had been contacted
about an interest rate reduction which was being processed
at the time of the subject sale, it was not necessary to
contact them again. T

Representatives of the brokerage £irm told the Office of
Investigation in JFanuary 1975 that the firm had made over §1
million on the resale of the CBOs to its clients. They said
that they had been aware for some time of FmHA's slow reaction
time to interest rate changes compared with the reaction time
of other Government agencies.

The 0ffice of Investigation noted that FmHA reacted
slowly to market interest rate changes because its regula-
tions requi-ed that rate changes be published in the Federal
Register. Adjustments to CBO rates were hased on changes in
Treasury rates; however, these adjustments were generally
made about 4 working days after Treasury rates changed.

The interest rates paid on securities sold by FmEA was
the subject of our February 28, 1273, letter to your
Assistant Secretary for Rural Development. 1In that letter we
pointed out that afte. June 1972, when FmHA did not have a
full-time financing manager, the differences between the in-
terest rate. paid on securities sold by the Finance Office
and thoze paid on other Government securities were greater
than normal. We Dased our observations on interest rate
trends from April to November 1972,

In his response dated June 14, 1973, the Assistant
Secretary gquescioned the need for a full-time financing man-
ager, stating thet the creation of the Bank would obviate the
need for cuch & position because FmHA would be one of the
first agencies to sell its securities to the Bank. The
Assistant Secretary said he expected that the interest rates
paid on FmHA securities would be equal tc -hose paid on other
Government <securities, once FmHA began us..g the Bank.

The Office of Investigation also reported that., although
mailing of t.e notice to investors informing them of the
November 7, 1¢74, interest rate change was to be timed so
that investors would receive it on or after the effective
date, a Finance COffice official said that the notice was
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mailed to investors on Friday, November 1. The Cffice of
Investigation reported that the brokerage firm and several
other investors the Office had interviewed had no records
showing when the notice had been received. Accordingly, the
Office of Investigation could not conclusively state that
the premature mailing had resulted in the btrokerage firm's
or any other investor's having advance knowledge of the in=-
terest rate change. However, the Office of Investigation
noted that the Finance Office's CBO sales during that week
were larger, by about $57 million, than in any week since
it began selling CBOs in March 1974, The Office of
Investigation found also that there wete no written proce-
dures governing the issuance of the notices to investors,

AGENCY AND DEPARTMENT ACTIONS

In December 1974, prompted by the $100 million sale in
November 1974, FPmBA and Treasury entered into a verbal agree-
ment which provided that Treasury officials would have to
approve all Finance Office sales of CBUOs in excess of §2
million. -In addition, PmHA changed its regulations to per~
mit it to make interest rate changes without prior notice in
the Federal Register and to require headquarters office ap~
proval of all sales in excess of $1 million.,

On January 31, 1975, the FmHA Administrator suspended
all CBO sales through the Finance Office, to allow for an
evaluation of FmHA policies and procedures governing such
sales,  On March 13, 1975, he stopped all such sales.

Th2 Administrator told us that PmHA intended to sell CBOs
exclusively to the Bank as long as the Bank was willing and
able to purchase them. A Treasury official told us that there
was little likelihood that the Bank would ever bz unable or
unwilling to purchase CBOs from FmHA, The Administrator said
that, if it ever became necessary to sell CBOs to anyone other
than the Bank, the sales would be made not .through the Finance
Office but through syndicates of underwriters, the sales out=-
let FmHA used for large sales of CBOs before the Bank became
operational. The Admlnistrator alsc told us that FmHA was ex~
ploring the possibility of recoVering from the brokerage firm
the profit which the brokerage firm realized in taking advantage
of FPmHA's interest-rate-change procedures.

In September 1975 Agriculture took formal disciplinary
action against the Comptroller, removing him from his position
and demoting him two grade levels, The former Comptroller hasz
anpealed the disciplinary action to the Civil Service Commission.
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COMMENTS OF THE FORMER FmHA DEPUTY
ADMINISTRATOR COMPTROLLER

In commenting on ocur report, the former Comptrollar said
that Agriculture's reason for its disciplinary action against
him was that he had the authority to disapprove the subject
sale and therefore should have done so. He maintained, how-
ever, that he had no authority to limit or disapprove a sale.

The former Comptroller told us that, should the Civil
Service Commission deny his appeal, he planned to pursue the
matter in the courts. 1In view of the appeal and the possi-
bility of a civil action, we are not expressing an opinion on
the question of whether the former Comptroller had the au-
thority to reject the subject sale.

The former Comptroller maintained that there had been a
need for funds which could have been met only by the sales of
CBOs through the Finance Office because of the restrictions
on sales of CBOs to the Bank. He said that FmHA planned to
sell $500 million of CBOs in November 1974 and that the Bank
therefore would not have purchased the $100 million of CBOs
FmHA sold publicly because that amount would have exceeded
the agreed-upon limit.

The former Comptroller‘'s understanding of the agreement
between FmHEA and Treasury regarding sales of CBOs to the Bank
differs from that of other FmHA and Treasury officials to whom
we talked. According to their interpretations, there were no
limits on the amounts of CBOs FmHA could sell to the Bank.
Because the agreement was not in writing, however, we were
unable to determine which interpretation was correct.

CONCLUSIONS

¥e corcur in the Administrator's decision to sell CBOs
exclusively to the Bank as long as the Bank is able and will-
ing to purchase them. Since this decision is subject to
change, however, FmHA should prepare standby procedures for
marketing CBOs.

RECOMMENDATIONS

We recommend that, to avoid- any recurrence of the type
of apparent misunderstandings and differing interpretations
of responsibilities, agreements, policies, and procedures
that were associated with the Finance Office sales of CBOs,
you direct the FmHA "Administrator to prepare written standby
procedures for public sales of CBOs. We recommend also that,
if public sales are reinstituted, FmHA be required to either
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engage a professional fimancing manager or obtain assistance
from the Department of the Treasury to manage such sales.

FmHA COMMENTS AND QUR_EVALUATION

In commenting on our report by letter dated April 8,
1976, the FmHA Administrator said that FmHA expected to con-
tinue indefinitely its procedure of selling CBOs exclusively
to the Bank. This, he said, should preclude any recurrence
of the problem of incurring additional interest costs.

The Administrator said also that FmHA would (1) develop
instructions for alternative funding throvgh the sale of CBQs
to syndicates of underwriters to be used in the unlikely event
the Bank was unable to meet FmHA's funding reguirements, (2)
require written concurrence from the Department of the
Treasury for any such sales, and (3) enter intn an agreement
with Treasury to obtain additional financiel expertice when
needed.

We believe the proposed aciions, if properly implemen-
ted, sbould help preclude the recurrence of the problem of
incurring unnecessary interest costs,

As you know, section 236 of the Legislative Reorganiza-
tion Act of 1970 requires the head of a Federal agency to
submit a written statement on actions taken on our recommenda=-
tions to the House and Senate Committees on Government Opera- "
tions not later than 60 days after the date of the report and -
to the House and Senate Committees on Appropriatinns with the ¢
agency's first request for appropriations made more than 60
days after the date of the report. We shall appreciate receiv-
ing a copy of your statement to the Ccmmittees.

"N
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. We are sending copies of this report to the Secretary of
‘the Treasury; the Director, Office of Management and Budget;
the Chairmen, House and Senate Committees_on Appropriations,
the Budget, and Government Operations; and other interested
congressional committees and Members of Congress. We are
also sending copies to your Assistant Secretary for Rural
Development; your Administrator, FmHA; and the Directors of
your Offices of Audit, Investigation, and Personnel. ’

Sincerely vours,

Henry Eschw::fﬁw;;ziL/,/
Director
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