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Dear Mr. Chairman: 

This report* prepared in response to the former chairman’s December 20. 1985. request, 
discusses the Maritime Admmistration’s efforts to improve data on its Federal Ship 
Financing Program and Fund. The report identifies the portion of the program’s portfolio 
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control weaknesses in program dat.a. It. also covers ivhether the fund’s financial statements 
properly recognize potential future default payoffs on the outstanding portion of the 
program’s portfolio and whether the estimates of potential future default payoffs are 
reasonable. Program officials generally have taken or plan to take action to address the 
problems we not.ed. 

M!e are sending copies of this report to the Secretary of Transportation and the 
Administrator, Maritime Administration. \Ve will also make copies a\:ailable to others upon 
request. 

This work was performed under the direct,ion of hlr. Kenneth hl. Mead, Associate Director. 
Other major contributors are listed in appendix II. 

Sincerely yours. 

J. Dexter Peach 
Assistant Comptroller General 



Executive Summ~ 

Purpose In a letter expressing concern about the mounting default payments in 
the Maritime I\dministration’s (Marad) federal ship financing program, 
the Chairman, Subcommittee on Merchant Marine, House Committee on 
Merchant Marine and Fisheries, asked GAO to answer five questions 
about the program and its approsimately $6 billion portfolio of loan 
guarantees as of September 1986: (1) What portion of companies with 
loan guarantees is considered to be at risk of default’? (2) What. is the 
financial condition of the fund that finances the program‘? (3 j Does 
Marad maintain reliable data on the program’s loan guarantees and com- 
panies at risk of default’? (3) Do the fund’s financial statements properly 
recognize potential defaults on outstanding loan guarantees’? (5) HOH 
accurate are Mat-ad’s estimates of expected defaults? 

Background The loan guarantee portion of the program was established in 1972 to 
encourage the construction of vessels in the United States. N’ith Marad’s 
approval, a U.S. citizen shipowner oht.ains a loan guaranteed by the 
IJnited States from a bank or other private sector lender. 

The fund that underwrites the program receives income primarily from 
statutory fees set by Marad and paid by shipowners whose loans are 
guaranteed and pays the program’s expenses, including defaults. Marad 
has authority to borrow from the Treasury when the fund’s resources 
are insufficient. to pay expenses. This money is to be repaid with 
interest. 

Economic conditions in key industries-oil and agricultural products- 
cont.ributed to the rapid expansion and subsequent record default pay- 
ment.s in the program. The program’s portfolio rose from less than $2 
billion at the end of fiscal year 1973 to more than $8 billion by the end 
of fiscal year 1982. However. in the 1980s the price of oil declined 
sharply and agricultural exports decreased, leading to depressed operat- 
ing conditions for certain vessels guaranteed under the program and to 
an upsurge in defaults starting in 198.5. Marad espects depressed condi- 
tions in several maritime segments to continue throughout this decade. 

Results in Brief Of the fund’s approximately $5 billion in outstanding loan guarantees as 
of September 30, 1986, about $1 billion. ot 212 percent, \vas considered 
by Marad to be at risk of default. 

By the end of fiscal year 198.5, the fund was not self-supporting, and the 
condition worsened in fiscal year 1986 when default payments exceeded 
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Executive Summary 

$1.2 billion, the highest level in t.he program’s 1.5 years. The fund was 
not self-supporting because it was unable to generate revenues suffi- 
cient to cover its expenses without the aid of Treasury borrowings. 
Marad is required to repay these borrowings but was able to do so only 
wit.h a supplemental appropriation of nearly $1.1 billion. Treasury bor- 
rowings are colrering the bulk of program expenses in fiscal year 19%‘. 

~40 identified se\reral problems relating to Marad’s program. financial, 
and budget data, including reporting inconsistent data on the total value 
of outstanding loan guarantees and commitments for fiscal year 1985, 
not having a complete list of troubled companies, not establishing a 
required liability for future losses on loans, and significantly underesti- 
mating fiscal year 1986 default payments. 

Department, of Transportation and Mat-ad officials have taken or plan to 
take corrective action in nearly all of the aboire areas. However, hIarad 
needs to state clearly in its annual reports that the fund is not self- 
supporting when projected fund re\.enues are not sufficient to cover 
expenses and pay back Treasury borrowings without the aid of supple- 
ment.al appropriations. This will permit the Congress to make more- 
informed decisions. 

Principal Findings 

Fund Is No Longer Self- 
Supporting 

The fund had a deficit of 52.50 million for fiscal spear 19% and borrwved 
o\‘er ,F, 1.2 billion from the Treasury to ccx’er expenses for fiscal Jveal 
19W. The Secretary cbf Transportation received a supplemental appro- 
priation to repay the debt and interest incurred through fiscal Jrear 
1986. Furthermore, Marad projects a deficit of more than $500 million 
for fiscal pear 19%. 

Neither Marad’s 1985 nor 19% annual reports stated that the fund is no 
longer self-supporting. Such a statement is important because ( 1) Marad 
is no longer able to repay its espenses, inc4uding Treasury borro\vings, 
without a supplemental appropriation and (2:) it would make more 
useful and complete informat,ion available to support the Congress’s pol- 
icy-making and o\rersight responsibilities especially Lvith respect to 
appro\ring supplemental appropriation requests. 
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Program Data Have Been In several documents as of September 1985, Marad reported inconsistent 
Improved data on the total value of its portfolio that differed by up to $400 mil- 

lion. In addition, Marad does not have a complete list of companies at 
risk of default and their loan balances. In one document Marad omitted 
over $700 million in troubled loans. However, Marad has provided con- 
sistent data in internal and external reports of its total portfolio as of 
September 30, 1986. In addition, Marad officials are preparing a com- 
plete list of companies at risk of default. (See ch. 3.) 

Financial Statements Are 
More Complete 

GAU pointed out in June 19% and December 1986 t,hat Marad’s fiscal 
year 1985 annual report did not include a liability for expected yearly 
losses on its outstanding loan guarantees as required by Comptroller 
General criteria. Marad est,ablished such a liability in its fiscal year 1986 
annual report. (See ch. 4.) 

Default, Estimates Are 
Being Prepared 

Marad originally stated that it was not possible to prepare a realistic 
estimate of loans in its portfolio at risk of default. GAO disagreed and, 
for illustrative purposes, used the fund’s recent experience to prepare 
an estimate-%23 million for fiscal year 1987. Marad officials later 
agreed that they could prepare yearly default estimates and have esti- 
mated defaults at .$6(N) million for fiscal year 1987. Marad officials said 
the estimate is based on an analysis of company and market conditions 
and trends. (See ch. 4.) 

Documentation of 
Processes Is Needed 

Marad officials stated and G.WI agreed that they had made the improve- 
ments in program. financial, and budget data that were discussed earlier 
in this sum&t-y. including de\veloping a list of companies at risk of 
default and estimating future default payments. However, GAO was 
unable to revie\v hlarad’s process for developing these data because 
Marad did not document the process. Such documentation is important 
to ensure that the data were properly compiled. Documentation will also 
enable Marad’s processes to be independently reviewed. (ISee chs. 3 and 
3.;) 

Recornmendatvions CX:) recommends that the Secretary of Transportation require Marad’s 
Xciministl.atol. to (, 1 ) state in its annual report and elsewhere. as appro- 
priate. t.hat the fund is no longer self-supporting and (2 ) document the 
processes used t.o compile data on companies at risk of default and t,he 

Page 4 GAO RCED-87-58 Federal Ship Financing Prugram 



estimates of default paytnenrs used in financial and budget documents. 
(See (-41s. 2, :3. and 4.) 

GXC~ also recommends that Marad’s Administrator report at the end of 
this calendar year to the Secretary of Transpottat.ion on those financial 
reporting areas identified in this repot-t where corrective action has not 
been taken, including any areas of rionci)tifot.tnance in Marad’s account- 
ing system with the Comptroller General’s principles, standards. and 
related rtquirem~nts. (See csh. 4.) 

Agency Comments In cvmtnenting on a draft of this report. the Department of Transporta- 
tion noted impro\~ements in program. financial. and budget data to 
address the problems GAO identified. Altht,ugh its comments do not. 
address the need for documentation of the processes for compiling such 
data, the Deputy Associate Administrator for hlaritime Aids generallr\ 
agreed that documentation is important and plans to consider ways of 
preparing such documentation. These actions, if properly implemented, 
should resolxre the prc&lems. 

Hoivever. the Department noted that its annual repot-& show that 
espenses esceed re\wlues and thereby disclose that the fund is not self- 
supporting. GAO agrees that one can determine from reading the reports 
that expenses exceeded revenues but believes the annual reports would 
be more useful and complete if they clearly stated that the fund is no 
longer self-supporting because the fund ivili not generate revenues to 
repay Treasury borrowings Lvithout the aid of supplemental appropria- 
tions. This would make clear that without the aid of apI?t’opriations, 
C?X[JeI-ws \vilI continue to eweed revenues. 
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Introduction 

The Federal Ship Financing Program (commonly called title XI) was 
established by title XI of the Merchant Marine; Act of 1936 primarily to 
encourage the construction of vessels in the United States. The act was 
amended in 1972 to, among other things, attract more private capital fo. 
vessel construction. Under the 1972 amendments, guarantees backed by 
the full faith and credit of the United States are issued to LJ.S. citizen 
shipowners. Prompt payment in full of the interest and the unpaid prin- 
cipal of any loan guarantee is provided for under this program by the 
IJ.S. government in the event a shipowner defaults in the payment of 
any principal and int.erest on the loan guarantee when due. The vessels 
usually form the security for the government’s guarant.ee of the loans. 

Funds for vessel construction are obtained by the shipowner’s issuance 
of corporate bonds to private sector investors, such as banks, pension 
trusts, life insurance companies, and the general public. The bonds have 
a maximum maturity of 2.5 years. The program is administered by the 
Department of Transportation’s (LKW) Maritime Administration (Marad). 

By law? the total outstanding amount in loan guarantees for vessels can- 
not exceed $9.5 billion at any given time. According to Marad’s records, 
its portfolio (outstanding loan guarantees and commitments) amounted 
to about. $5 billion in September 1986. Thus, Marad could have guaran- 
teed an additional $4.5 billion. However, in fiscal years 1980 through 
1986, the Congress specified a limit on the value of new commitments in 
each gear’s appropriation. For example, Marad was limit,ed to $67 mil- 
lion in fiscal year 1986. No limit for fiscal year 1987 has been enacted. 

Mar-ad’s fiscal year 1988 budget request has proposed that new loan 
guarantee commitments and the authority to issue loan guarantee com- 
mitments be terminated. However, even if Marad does not guarantee 
any new loans or loses its authority to issue new commitments, it will 
stil! he custodian over the existing portfolio. 

The Federal Ship Financing Fund underwrites the program. The fund 
receives income from (1) fees (,determmed by Marad in accordance with 
statutory limits) paid by shipo\vners whose loans are guaranteed, (2) 
interest on investments in Treasury securities, (3) proceeds from the 
repayment of loans or the sale of vessels acquired by Marad after it 
makes default payments, and (4) repayment of federal loans. Expenses, 
including those to pay loan defaults and maintain vessels acquired 
through default, are paid from the fund. 
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When a vessel owner does not make loan repayments, investors or their 
agents may call the loan into default, thus requiring Marad to pay from 
the fund the outstanding principal plus accrued interest. If the fund’s 
resources are not sufficient to cover these costs. Marad is authorlzecl to 
borrow t.he money from the Treasury. The fund is required to repay this 
money, with interest. To help recoup the costs of a default, Marad will 
foreclose on and attempt to obtain title and sell the \:essel that is secur- 
ity for the loan guarantee. Proceeds from the sale are credited to the 
fund. 

Objectives, Scope, and In a letter dated December 20. 198.5. the former Chairman, Subcommir- 

Met.hodology 
tee on Merchant Marine. Hollse Committee on Merchant Marine and 
Fisheries, asked us to provide information on certain aspects of Marad’s 
Federal Ship Financing Program and Fund. As agreed with his office, we 
compiled and analyzed information to answer the following quest ions: 

l What portion of companies with loan guarantees is considered to be at 
risk of default‘? 

l N’hat is the financial condition of the fund that finances the program? 
l Does Marad maintain reliable data on the program’s loan guarantees and 

companies at risk of default’? 
l Do the fund’s financial statements properly recognize potential defaults 

on outstanding loan guarantees’.’ 
l How accurate are Marad’s estimates of expected defaults’? 

N-e performed our review at Narad headquarters in LVashington, D.C. 
U’e interviewed Marad officials to obtain information on the companies 
that Marad considered to be at risk of default (“troubled”). N’e also 
obtained and analyzed reports and other documents that contained data 
on troubled companies to determine what portion of Marad’s loan guar- 
antee portfolio was troubled. In addition, we tracked the progress of 
selected troubled companies to determine whether these companies ulti- 
mately repaid their loans or defaulted on them. 

To determine the financial condition of the fund, we revie\vecl financial 
statements and other budget documents. \Ve interviewed Marad officials 
to determine the reasons for the fund’s financial condit.ion and to find 
out what information is available on the portfolio. 

To determine the reliability of the data on the portfolio, Eve re\riewed 
reports and other documents, including files on companies Lvith loan 
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guarantees. NTe did not attempt to assess the adequacy of hlarad’s man- 
agement information system for the program. \Z’e focused instead on two 
basic: measures on which we had been asked to compile data: ( 1) loan 

guarant.ees and commitment,s and (2) the nimber of troubled companies. 

We did not review Marad’s entire accounting system to determine 
whether it conformed to the Comptroller General’s I:)rinciples, stan- 
dards, and related requirements. Instead, to answer the Chairman’s 
questions on how default payments and future default estimates were 
sho~vn. we concentrated on the portion of the s>-stem dealing with the 
financial statements that hlarad had prepared. \Ve reviewed the finan- 
cial statements and other budget documents to determine whet.her the 
financial condition of the fund had been properly disclosed. In addition, 
we assessed whether Marad’s estimates of expected defaults were 
reasonable. 

Our review was conducted in accordance with generally accepted gov- 
ernment auditing standards escept that we did not independently verify 
all of the data Marad provided. N’e performed out’ review primarily 
between December 1985 and Jullv 1986, but in certain instances. we per- 
formed additional audit work beyond July 1986 in order to update data 
that Marad had provided. This additional mvrk was completed in .Jul> 
198'7. 

In order to simplify our discussion of Marad’s loan guarantee portfolio, 
we use the term “loan guarantee amounts” to refer to that portion of 
Mat-ad’s Ixwtfolio represented hy companies that have loan guarantees 
with outstanding principal balances. Lrnless specificallJv stated, interest 
Marad paid for defaulted loan guarantee amounts has not been added. 

DOT’S Office of the Inspector General also evaluated the effecti\,eness of 
Mat-ad’s policies and practices in managing selected areas of the title XI 
program.1 The objectives of the audit were to eLraluate (I) the fund’s 
financial management practices, (2) the adequacy of decisions to pro- 
vide assistance to troubled companies, and i:3) actions to maintain and 
dispose of vessels obtained through defaults. 

Our report and the Inspector General’s report generally cover different 
aspects of the title XI program and fund. For example, ~1.e concentrated 
our efforts on information developed and disseminated by Marad to 
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answer questions on the program’s and fund’s status with respect to 
troubled companies and loan guarantees and increasing default pay- 
ments. The Inspect.or General report also addressed the fund’s financial 
situation but evaluated Marad’s financial decisions to approve financial 
aid for several troubled companies and Marad’s vessel disposal practices 
after default. payments had been made. In addition, the Inspector Gen- 
eral Office’s audit wvrk was performed, in some cases, at various loca- 
tions outside Washington, D.C. The report identified weaknesses in these 
areas and recommended corrective actions. Its findings are summarized 
and discussed in our report where appropriate. 

Agency Comments On December 24, 1986, we prw’ided ncrr with copies of our proposed 
report for its official rtt\rie\\’ and comment. I:U Ixo\.ided comments on 
April 7, 198i. Its comments, along \vith our e\‘aluation of them. are sum- 
marized in the remaining chapters of this report. The test of tw’s com- 
ments with our supplemental \ie\vs is included as appendix I. 
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Chapter 2 

Mamd Should Report That the Fund Is No 
Longer Si2lfsupporting 

Fund Expenses Exceed 
Its Revenues 

- 

The fund’s expenses have exceeded its revenues, and expenses are now 
covered primarily by borrowing funds from the Treasury. The fund wa 
not self-supporting in 1985, and this condition worsened in 1986 becaut 
of an unprecedented number of defaults, which were largely due to eco- 
nomic conditions.’ However, Marad did not state that the fund is no 
longer self-supporting in its 1986 and 1986 annual reports. On the basis 
of Marad’s own projections, the fund will not be self-supporting througl 
fiscal year 1987. The Congress would have more useful and complete 
information on which to base policy decisions if the fund’s complete 
financial condition were clearly presented. In addition, a portion of the 
portfolio is still at risk of default. 

In its comments, TWT said that the fund’s financial statements and ot.her 
documents disclosed that expenses exceeded revenues. However, we 
believe that the statements would be more useful, clear, and complete if 
they also state that the fund is no longer self-supporting-a condition 
the fund had not experienced in prior years. This statement should be 
included because Marad is not in a position to repay Treasury borrow- 
ings, thus necessitating requests for future congressional appropriations 
to pay its expenses. 

Fiscal year 1983 was the last year t.he fund’s revenues exceeded its 
expenses-by about $;2i million. The fund’s expenses surpassed its rev- 
enues in fiscal years 1985 and 1986: to cover default payments, it bor- 
rowed from the Treasury about d 130 million for fiscal year 1985 and 
over S 1.2 billion for fiscal year 1986. 

Between 1 WZ, when the program started to guarantee loans, and 1986, 
about $1.9 billion in default payments were made, with 82 percent of 
the t.otaI being paid in fiscal years 1985 and 1986. Cumulative payments 
of about $5 million were made before fiscal year 19’77; okrer $336 million 
ivas paid betiveen fiscal years 1978 and 1984. HoLvever, such payments 
increased to about $321 million in fiscal year 1985 alone and to over 
$1.2 billion in fiscal year 1986. (See fig. 2.1.) 

12’hen rhe fund’s revenues and surplus are not sufficient to meet 
expenses, Marad borrows from its unlimited line of credit \vit h the Trea- 
surf’ to cover expenses. including defalllts. Prior to fiscal year 1985. 
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Chapter  2  
M a r a d  S h o u l d  Repor t  That  the Fuud  Is N o  
Longe r  S e W S u p p o r t i n g  

-- _  
M a r a d  b o r r o w e d  fou r  tim e s  f rom th e  Treasury  to  cover  d e faul t  pay -  
m e n ts a n d  in  e a c h  case  repa id  th e  bor ro \v ings wi thout  seek ing  a n  app ro -  
pr iat ion.  H o \vever,  M a r a d  h a s  n o t rece ived  suff icient, r evenues  to  r e p a h  
t,h e  bo r row ings  th a t s tar ted in  f iscal year  1 9 8 5 . M a r a d  h a d  b o r r o w e d  
a lmos t $ 1 .4  b i l l ion by  r h e  e n d  o f f iscal year  1 9 8 G  a n d  r e p o t-te d  pay ing  
a b o u t $ 7 4  m i l l ion in  f iscal year  1 9 8 6  to  cover  interest  o n  its d e b t to  th e  
Treasury .  In  f iscal year  1 9 8 7  (.July 1  1 , 1 9 8 7 ) , D O T  recei \ ,ecl  a  s u p p l e m e n -  
ta l  appropr ia t ion  fo r  S  1 .3 7 5  b i l l ion to  co\‘er  M a r a d ’s e x p e n s e s  f rom fis- 
ca l  years  1 9 8 5  a n d  1 9 8 6 . 

h la rad  prr)Jects th a t bor ro !v ings wi l l  c o n tin u e  th r o u g h  f iscal year  1 9 8 7 . 
T h r o u g h  J u n e  2 2 , 1 9 8 7 . M a r a d  tn a d e  p a v tn e n ts o f ove r  $ 3  1 2  m i l l ion to  . 
co l’er  d e fau l ts -more  th a n  rhe  $ 9 4  m i l l ion o f r e v e n u e  it pro jects  fo r  th e  
e n tire year .  M a t-ad p tx~ .jects th a t fo r  f iscal year  1 9 8 7  it wi l l  m a k e  d e faul t  
p a y m e n ts o f $ W O  m i l l ion a n d  bo r row  over  $ 5 4 7  m i l l ion to  cover  th e s e  
p a y m e n ts. \C’e  bel ie \ :e D C ~ ’ wi l l  r eques t a n o the r  s u p p l e m e n ta l  appropr ia -  
tio n  in  f iscal year  1 9 8 8  co  repay  th e  Treasury  d e b t incur red  in  f iscal 
year  1 9 8 7 . 

F igu re  2.1:  Defau l t  Paymen ts  F r o m  the  
Fede ra l  S h i p  F inanc ing  Fund ,  Fiscal  
Y e a r s  1 9 7 6 - 8 6  
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Chapter 2 
Marad Should Report That the Fund b No 
Longer SelfSupporting 

The Fund’s Statement Although the fund \vas established \vith the intention of being main- 

of Operations Did Not 
tained from revenues generated primarily from companies seeking glta 
anteed loans. by rhe end of fiscal year 1985, the fund was nor self- 

State That It Was Not supporting. hjlarad’s fiscal year 1985 annual report’s statement of opet 

Self-Supporting ttons !dated July 1986) showed that expenses were greater than t’e\x- 
nues. and the statement of financial condition indicated borro\vings 
from the Treasuty.2 M!e believe that the statement of operations in the 
1985 annual report ivould have been more useful and complete if it hat 
clearly stated that the fund is no longer self-supporting. That is, we 
believe h4arad will request another supplemental appt.bpriat ion to rcpa 
Treasury borro\vings that will occur in fiscal year 1 Wi. 

The Accounting and Audtting Act of 1950 irests in federal agency headL 
the primary responsibility for establishing and maintaining adequate 
systems of accounting and int.ernal control. These systems must confort 
to the Comptroller General’s principles. standards. and related require- 
ments. One of the Comptroller General’s accounting standards 
prescribes the financial reporting that agencies folloiv in preparing and 
issuing financial statements. This standard. in part, requires financial 
statements to contain useful and complete data. 

The Merchant Marine Act of 1936 (section X)8), as amendecl, requires 
Marad to prepare an annual repot-t coi.ering, in part. its activities in 
administering federal maritime programs, including the title NJ pro- 
gram. The report also contains financial statements and is sent to the 
President and the Congress and is available lo the public. 

Marad’s 1985 statement of operations did not-in a footnote or othet.- 
wise-state that t.he fund was no longer self-supporting. Such a recogni- 
tion is important because, for the first time, Jklarad recci\~ed a 
supplemental appropriation for nearly $1.1 billion in fiscal year 1987 to 
cover expenses in fiscal years 1985 and 1986. 

Further, Marad’s 19% annual report also does not state rhat the fund is 
rtol self-supporting.” It does indicate that espenses esceeded re\‘enrtes 
by about $755 million and that hlaracl continued to borrow from the 
Treasury to cover default payments totaling ol’er S 1.2 billion. RIarad’s 
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Chapter 2 
Marad Should Report That the Fund Is No 
Longer SelfSupporting 

1986 year-end financial statements to the Treasury Department showed 
similar amounts. 

Moreover, Marad’s budget documents for fiscal year 1987 and 1988 did 
not state t,hat the fund is no longer self-supporting. (Budget documents 
are used to justify an agency’s request for appropriations to perform its 
activities and operations.) Since the furtd’s expenses for fiscal year 1987 
haLre already exceeded its projected revenues. Mat-ad has continued its 
Treasury borro\vings to pay off defaults. hlarad estimates that it will 
borrow over $547 milhon in fiscal year 1987. \Ve belie\re Marad will seek 
anot.her supplemental appropriation to repay these borrowings. 

The 1986 annual report and other documents should have stat,ed that 
the fltnd is no longer self-supporting at least through fiscal year 1987. If 
t.his had been done, the Congress and other decisionmakers kvould have 
more useful and complete information on which to base policy decisions. 

Economic Changes 
Affected Title XI 
Default Payments 

The program’s rapid expansion in the 19’iNs and its troubles in the 
1980s were due largely to the shifting fortunes of two key industries- 
energy and agriculture.4 The program’s portfolio was less t ban 52 billion 
at the end of fiscal year 197:3. It rose to a peak of more than .$8 billion 
by the end of fiscal year 1982 and declined to about $5 billion by the end 
of fiscal year 1986. 

Dramatic increases in oil prices in 19?3-i’4 and 1978-79 led to a national 
effort to decrease I!.S. dependence on imported energy sources. Part of 
this effort was program assistance for energy-related vessels, including 
domestic tankers and drill rigs. During the same period, a significant 
Increase in agricultural product esports occurred that led to more 
requests for assistance to construct inland tugs and barges. 

However. a sharp decline in oil prices in the 1980s has reduced the 
demand for drill rigs and other energ],-related vessels. Similarly. agricul- 
tural exports ha\,e not been sustamed at expected le\,els. Lower demand 
for vessels in both markets resulted in lower freight prices, reduced eco- 
nomic viability. and increased defaults. Marad reports project that sev- 
eral maritime segments will probably continue to esperience depressed 
economic conditions through the remainder of this decade. 

Page 1.5 GAO RCED-87-58 Federal Ship Financing Program 



Chapter 2 
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Most Companies 
Judged at Risk 
Defaulted 

We tracked the progress of 58 companies that Marad categorized as 
troubled as of November 1985.6 These companies had a combined loan 
guarantee amount of over $1.6 billion. By January 1987,39 of them 
(about 67 percent) had defaulted; their loan guarantee amounts were 
about $927 million. Marad paid these 39 companies’ creditors an addi- 
tional $61 million to cover interest, bringing the total payments to over 
$988 million. 

A Portion of the The increase in defaults in the last 2 fiscal years did not cleanse the 

Program’s Portfolio Is 
program’s portfolio of all troubled loans. Instead, 20 percent of the total 
loan guarantee amount of about $5 billion as of September 1986 (the end 

Still Troubled of fiscal year 1986) was still in danger of default, according to our anal- 
ysis of Marad daba. Our analysis also showed that the troubled portion 
included 30 percent of the loan guarantees, 15 percent of the vessels? 
and 23 percent of the companies. (See fig. 2.2.) 

Despite the defaults in the 12 months after November 1985, the number 
of troubled companies as of December 1986 remained stable while the 
value of troubled loans declined. Of the 58 troubled companies as of 
November 1985,39 defaulted and were removed from the list. However, 
36 new companies were added during that period, yielding a list of 55 
companies as of December 1986. The November 1985 list included 58 
companies. with 1oa.n guarantee amounts totaling $1.6 billion; the 
December 1986 list included 55 companies, with loan guarantee amoums 
totaling over $954 million. 

Mar-ad officials said they had reviewed the entire portfolio to identify 
the complete t.roubled portion for November 1985 and December 1986. 
We did not verify the completeness of these lists because hlarad officials 
said they had not documented the process they used that would allow us 
to independently irerify the thoroughness of Marad’s process and the 
reliability of its results. (Ch. 3 provides a more complete discussion of 
Marad’s process for identifying and listing troubled companies.) 

‘R’hen w began our review in December 1985. Marad provided an Initial hst of 1-1 wmpanie~ trouh- 
led as of November 1985. The list w& rhe latest available infornmatlon on troubled cornp,anies. at rhr 
trnw \ve began our audit work that wz ~wnparable to Inforniation hn the tlxal loan guamntee pet- 
fnho. This list was larer expanded IO 58 companws by adding 14 compiuues rhat sh~ould ha\e been 
Included on the inirkti list. 
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:igure 2.2: Troubled Loan Guarantees as a Portion of the Total, as of September 30, 1986 

Jalue of Loan Guarantees Number of Vessels 

20% - ‘- Troubler1 
51 0 Blll~orl 

Total: $5.0 Billion 

Total: 458 

TrGl.hleci 
664 

Total: 4.513 

- Troubled 
62 

77% 

Total: 264 
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Chapter 2 
Marad Should Report That the Fund Is No 
Longer Self-Supporting 

its annual reports’ financial st,atements or ot.her budget documents. 
Prior to fiscal year 1985, it. paid expenses and repaid borrowed funds bg 
generating its own revenues. The statement that the fund is no Iongel 
self-supporting is needed because in the past, Marad ne\‘er repaid 
espenses of the fund with a congressional appropriation. blarad’s finan- 
cial documents will be more informative to the Congress and other deci- 
sionmakers when t,hey are clearer and more complete. 

Recommendation to 
the Secretary of 
Transportation 

R’e recommend that the Secretary of Transportation direct Marad’s 
Administrator to impro\,e the financial information in h,Iarad’s annual 
report and budget documents by clearly stating that the fund is no 
longer self-supporting. This statement should continue to appear in 
future annual reports and budget documents until the fund’s own reve- 
nues are sufficient to pay all expenses, including default payments, 
ivithin the same fiscal year, and Treasury borrowings \sithin the next 
fiscal year, without the aid of supplemental appropriations. 

Agency Comments In a draft of this report. we proposed that the condition of the fund be 
clearly and prominently displayed to decisionmakers. MN’ responded 
that Mat-ad’s financial statements did disclose that the fund’s fiscal yea1 
1985 expenses escecded re\venues by over $250 million. Although \ve do 
not dispute this, we believe that Marad should state explicitly that the 
fund is IIO longer self-supporting in its annual report’s financial state- 
ments and budget documents for two reasons. First, in previous years, 
h,larad had borrowed from the Treasury to co\‘er shortfalls in the fund 
when expenses exceeded re\‘enues and had repaid these borrowings as 
required. However, unlike the previous borrowings, Marad w’as able to 
repay fiscal years 1!386 and 1986 borro\vings only with a supplemental 
appropriation because the fund did not generate income sufficient to 
pas’ expenses. 

Second. we believe that hlarad’s statements and documents will be more 
informative if they state-in a footnote or otherwise-that. the fund is 
IID longer self-supporting. Simply disclosing that espenses have 
esceecled revenues and that Treasurjv borrowings haire occurred does 
not inform the Congress and other users of hlarad’s financial statements 
that the fund is 110 longer a revolving fund (self-supporting) and \vill not. 
be able t.o pay its espenses. including default payments, without. bor- 
rowing from the Treasury. This c,onclition was not stated in the fiscal 
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year 1985 and 1986 annual reports, or in Marad’s fiscal year 1987 ot 
1988 budget submissions. 

-4s stated earlier in this chapter, Marad’s o~vn projections indicate that 
Treasury borrowings will continue through fiscal year 198i. The fund 
has unlimited borrowing authority with the Treasury; hoivever, we 
belie1.e revolving funds are intended to be generally self-supporting and 
should not be maintained ivith Treasury borrowings. Therefore, \ve have 
not withdrawn our recommendation. 
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Management Data Have Been Improved 

The Federal Managers’ Financial Integrity Act of 1982 requires federal 
agency managers to establish adequate internal control systems. These 
systems must conform to the Comptroller General’s criteria. One crite- 
rion states that an agency must document its significant activit.ies. 

We found that Marad reported inconsistent data on the total value of 
outstanding loan guarantees and commitments’ for fiscal year 1985. We 
also found that Marad has no complete list of companies at risk of 
default that includes statistical and profile data on each company. How- 
ever, Marad has made improvements in these areas, and when it docu- 
ments the process for deciding which companies are at risk of default 
and which loan guarantees it is likely to pay. we believe that the data 
will be more useful and complete. 

Why Management 
Controls Are Needed 

in the Federal Government to implement the Federal Managers’ Finan- 
cial Integrity Act. That issuance contains internal control standards to 
be folloived by executive agency managers in establishing and maintain- 
ing systems of internal control. Internal controls are the plan of organi- 
zation and methods and procedures adopted by managers of execut.ive 
agencies to ensure that resource use is consistent with laws, regulations, 
and policies. Managers must also ensure that resources are safeguarded 
against waste, loss. and misuse and that useful and complete data are 
obtained. maintained. and fairly disclosed in reports. 

One trf the internal control standards is documentation, which requires, 
among other things, written evidence of all pertinent aspects of agency 
transact.ions and other significant activities. Federal agency managers 
must document transactions and other significant activities completely 
and accurately in order to facilitate tracing the transaction or event and 
related information from before it occ~~~~s until after it is completed. 
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Data on the Total 
Value of Loan 
Guarantees and 
Commitments Have 

In fiscal year 1985 Mat-ad reported inconsistent data-sometimes con- 
taining significant disparities-in se\wal documents on the number and 
value of outstanding loan guarantees and commitments and on other 
basic program clata. These data are basic to pwgrarm managemenl and 
o\:ersight . 

Improved The loan guarantee principal balances for the companies in Marad’s 
port folio are updatecl on the basis of in format ion obtained froru the corn- 
panies and their investors. Con~mitn~ent.s at-e then added to arrive at the 
total value of outstanding loan guarantees ancl cormrmitrments. The Office 
of Ship Financing publishes the updated information semiannually. at 
the end of hlarch and September. 

Ilseful and cormple~e data on the portfolio are needed to provide rnana- 
gers with a basic’ fr-aruewwk for making decisions abour pro@-arm nlan- 
agernent and to provide assurances to the Congress and the public that 
managers know the magniUwle of the program resoiirces for urhich the) 
are responsible ancl to help ensure that the agency’s data are credible. 
Lack of consistency in program totals raises ql.lest.il)ns-first, about the 
accuracy of the wrnpany-specific figures that are surnnwd up to yield 
totals and second. about the general credibility of the program’s man- 
agement and data. 

\!?e also identified other disparities in Marad’s data on incli\~idual compa- 
nies’ outstanding loan guarantee amounts and in the number of vessels 
for which a guarantee had been nude. Ho\ve\,el-, the esamples belobj 
relate only t.o disparities in the figures represented as the program’s 
total outstanding loan guarantee and cwwmitn~en~ arnounts in September 
1985. 

A financial statement. as of September 30. 1985, ivas prepared b). 
Marad’s accounting office and sent to the Treasury Departnwnr. This 
statement contained a schedrrle rhat represented the prograrm’s total 
outstanding loan guarantee and cotmmitrment amounts as S6.i billion; a 
report for the same date prepared by Marad program officials for inter- 
nal use represented these anwunts as 6t3.5 billion. Anvther report. pre- 
pared by Marad program officials for the Marad Aclministraror in 
Septermber 198.5. reflectecl a balance of SC.9 billion for the program’s 
total olltstanding loan guarantees ancl comrnit~ments. This figure was 
identical to one that was represented as current in .Iunr 1985 and 
appeared in Rlarad’s lestimony before the House Subcommittee on 
Merchant Marine. hlaracl officials tlolcl us in June 19Sci that the $6.9 
billion balance kvas actually ciirwnt as of the end of March 1985. 
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We asked Marad officials in June 1986 to account for these differences 
They attribut.ed them to such factors as omitting qualifying esplana- 
tions or footnotes from financial statements ancl incorrectly reporting 
how current the information was. In April 19%’ Marad officials said 
that all futur’e reports and presentations \vill include qualifying espla- 
nations and footnotes as appropriate. We reviewed Marad’s fiscal year 
19% documents and testimonies and noted that the total Ivalue of out- 
standing loan guarantees and commitments is consistent throughout. 

Marad Is Developing a Maracl now is compiling a cur-rent, complete list of trirublecl companies. 

Complete List of 
Such data are basic ta program management and oversight. Howe\.et-, in 
order to ensure that the list is credible and complete, Mar-ad needs to 

Troubled Companies document the process used to decide which com~>arlies are troubled. 

Accordmg to Marad officrals. they periodically I-e\riew the fmancial situ- 
ation of every company with a loan guarantee to determine whether the 
company is likely to have difficulty rnaking its loan repayments. Loan 
examiners ha\,e been told to consider such factors as \vhether a com- 
pany’s financial statements r-eflect a negative cash flow. Lvhether a 
downturn has occurred in the market in which the company’s \.essel 
operates, and whether the companJ~ has had problems in the past mak- 
ing loan repayments. 

N’hen the loan examiners determine that a company is likel), to ha1.e 
difficulty making its payments because of these factors. Marad classifies 
the company as troubled ancl places it on a “credit \satch” r-epot-t.” 
Marad established this report in 1983 because of an increase in defaults; 
and according co officials, it is usually prepared monthly as a manage- 
ment information and tracking tool to monitor the troubled companies 
and their progress in o\rer-coming their financial difficulties. 

U’hen we began our work. \se obtained from hlarac! the Ko\,entber 1985 
credit watch report. which listed 44 companies with aggregate loan 
guarantee principal balances of o\‘er $930 million for 7% vessels. lf’e 
were told initially that this \vas a complete listing of tr-oublecl cornpa- 
nies. However. iv-e later learned that the report omitted certain 
companies. 
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At our request. the hlarad program office identified another 14 compa- 
nies that met Marad’s criteria as being troubled. Through a review of 
other Marad documents, we found that these additional companies had 
loan guarantee principal balances totaling about $iUO million for 1,631 
vessels. The 14 companies, according t.o Marad officials, had not been 
included in the report because their ident.ity and financial distress were 
assumed to be “common knowledge” within Marad. 

Thus, the init.ial No\rember 1985 list was not complete as of that date 
and the omissions were significant. Relative to the updated list that was 
prepared at our request, the companies that were not initially list.ed 
represented 

l 23 percent (14) of the 58 companies identified as troubled, 
l 68 percent (1,631) of the 2.387 vessels associated ivith troubled compa- 

nies, and 
l 43 percent ($700 million) of $1 .(i billion in loan guarantee principal bal- 

ances considered troubled. 

When we asked Marad officials ~vhy they did not routinely compile com- 
plete data on t.roubled companies, they told us the)’ ivertr satisfied to 
rely on their staff to provide data as needed. They also said that pt’o- 
gram managers were aware that no complete list of troubled companies 
existed, and therefore this would not hinder Marad in managing the 
program. 

The Deputy Associate Administrator for hlaritimr Aids. in .Januar> 
1987, agreed that a complete listing of troubled companies had not been 
prepared but said that Marad would prepare the list. \l’e asked him to 
prepare a listing of troubled companies as of September 30. 198G, for us 

to compare the troubled portion to the total \*alue of Marad’s loan guar- 
antee portfolio for the same date. II’e also asked for the troubled portion 
as of December 31. 1$X%. \rhich ~vas the date of the latest credit \vatch 
report. 

He provided these lists and stated that in preparing them, hlarad offi- 
cials had re\Gwed the status of e\-erJ’ company and its loan guarantees 
to assess whether they could potentialI), become tt-oubled. In addition, 
he said t,he officials discussed the current status of each company \vith 
loan examiners and other hlarad officials. Howe\rtst-. he told us that 
Marad had not documented bon- the lists had beet-1 prepared. Consr- 
yuently, we were unable to \.erify ivhether and how the entire portfolio 
had been reviewed. 
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In our opinion, Marad will have better assurance that the list is credible 
and complete once loan examiners document the process for deciding 
which companies are troubled. Documentation is important for several 
reasons. It helps managers control their operations by providing assur- 
ance that processes were properly followed and that the processes and 
their results are recorded. Documentation also helps assure interested 
parties outside the organization that agency decisions were soundly 
based and agency data are useful and complete. In addition, documenta- 
tion provides internal and external auditors with a basis for indepen- 
dent verification of the agency’s processes and results. (We also used 
this crit.eria in ch. 4 when we discuss the need for Marad to document its 
process for estimat.ing potential default payments.) 

The list, of troubled companies should include not only the names of t.he 
t.roubled companies but also the principal balances, loan guarantees that 
are in danger of default, number of vessels? and other pertinent data 
needed to present a clear picture of the companies’ circumstances. 

Conclusion Federal managers must ensure that useful and complete data are 
obtained, maintained, and fairly disclosed in reports in accordance with 
the Comptroller General’s criteria for internal controls. Marad now has 
prepared and dissetninated consistent figures on the total value of loan 
guarantees and commitments for fiscal year 1986. III addition, Marad is 
preparing a complete list of companies at risk of default. However. 
Marad has not documented the process it used to prepare the list. With- 
out this documentation, Maracl has no assurance that the list is credible 
and complete. The documentation should include the names of each 
troubled company. its circumstances and other pertinent information. 

Recommendation to 
the Secretary of 
Transportation 

W’e recommend that the Secretary of Transportation direct Marad’s 
Administrator to document Mar-ad’s process for compiling a list of com- 

panics that are considered to be at risk of default to ensure that each 
company’s circumstances are reviewed thoroughly and consistently. 

Agency Comments In a draft of this report, !ve proposed that the Secretaly of Transpotta- 
tion direct hlarad’s AAdtnitlist,rator to compile useful and complete data 
on the total \,alue of outstanding loan guarantees and commitments. \S:e 
also proposecl that the Administrator compile useful and complete data 
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on the portion of the loan guarantee portfolio that is considered to be at 
risk of default. 

In its comments, wr said that Maract does haLye accurate information on 
its loan portfolio. CKX also said that the two documents we discussed. 
covering the total \ralue of outstanding loan guarantees and commit- 
ments for the same period, had been prepared for different purposes 
and therefore did not display the same information. M’e disagree that. 
this explains the difference in data. The 1985 financial statement we 
obtained from Mat-ad’s accounting office contained a schedule that, had a 
t,otal figure for outstanding loan guarantees and commitments without 
an explanation or footnote on the schedule as to what composed the 
total. This figure differed by $200 million from a report shoiving the 
total value of outstanding loan guarantees and commitments for the 
same date used by the program office handling title MI loan guarantees. 

Fur-t her. the figures hlarad prepared for these documents as \\rell as 
others dated September 1985 for the total value of its loan portfolio dif- 
fered by as much as 63!Kl million. Regardless of the purpose of the 
reports or presentations. hlarad officials should either report consistent. 
data or properly characterize the data to a\foid the confusiwi that ma) 
result if different figures are reported for the total amount of the port- 
folio. In it.s comments, DCY~ conceded that the presentations made for the 
Administrator and the congressional committee should have indicated 
the correct report.ing period. 

N’ith regard to accuracy, 13 of the 43 companies whose loan guarantee 
principal balances, which are part of the total portfolio, Lparied in 
amounts ranging from $~35.000 to o\‘er $6 million in the reiriewed pro- 
gram reports for the September 19% period. i’ariances also occurred in 
the number of Lvessels for seireral companies. We did not compare all of 
the o\‘er WO companies’ loan balances and the number of vessels that 
comprised the portfolio at that time. so we could not determine the 
amount of variance in rhe entire portfolio that may exist lvhen different 
reports are used. 

\Ve believe that wr and Mat-ad ha\.e recognized the need for consistent> 
because CICV also stated in its comments that although Marad presenta- 
tions in general do contain adequate esplanations, all future reports and 
presentarions \vill include qualifying explanations and footnotes as 
appropriate. LVe reviewed Marad’s fiscal year 1986 year-end documents 
and certam other related documents and noted that the total value of 
outstanding loan guarantees and commitments is consistent throughout. 
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(We did not revieiv the loan balances and number of vessels for individ- 
ual companies. ) 

IXV also commented that although a single list, of troubled companies 
does not. exist. Marad program officials had updated information on all 
troubled companies. We believe that a single complete list of troubled 
companies, with pertinent statist,ical information on each company’s cir- 
cumstances as described earlier in this chapter, would be more useful to 
Marad and wr managers t.han several reports and documents in present- 
ing a complete picture of the number and value of such companies. 

Again. DCK and Marad officials said the)’ recognize this need. DCI stated 
that a single report specifically addressing all troubled companies maJ 
be a useful mechanism for consolidating information for management 
and that Marad is in the process of reestablishing procedures to produce 
a single complete list of troubled companies. R’e belieLye that when 
Marad has established this list with appropriate statistical information 
on each troubled company, our proposal will be properly implemented. 
Recause of wr’s active commitment t.0 iinpro\:e this area, n.e are not 
making a recommendation at this time. 

Honever, because Marad did not document its process for compiling the 
lists of troubled companies, lve could not \,erify the process for compil- 
ing them. Therefore, we have included a recommendation to address 
this. Eve discussed this recommendation with the Deputy Associate 
Administrator for Maritime Aids. \fiho generally agreed with it. 
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tiprovements in the Fund’s Financial Reports 

Good financial management is dependent on strong systems, including 
accounting systems that contain useful financial information. Financial 
information is useful when7 among other things, it is timely, relevant, 
reliable, cost beneficial, comparable? and consistent. Heads of executive 
agencies are required by the Federal Managers’ Financial Integrity Act 
of lEW2 to maintain adequate systems of account.ing and internal control 
suited t.o the needs of their agencies and conforming to principles. stan- 
dards, and related requirements prescribed by the Comptroller General. 
They are also required to report annually to the President and the Con- 
gress on their accounting systems’ conformance or nonconformance with 
t.he Comptroller General’s criteria. The report should include areas of 
nonconformance and the agencies’ plans to correct the nonconformance. 

The Federal Ship Financing Fund’s fiscal year 1985 statement of finan- 
cial condition in Marad’s 1985 annual report of operations did not recog- 
nize future potent,ial losses on outstanding loan guarantees and 
therefore is not in compliance \vith a Comptroller General standard. 
Marad also substantially underestimated default payments for fiscal 
year 1986. In addit ion, the problems discussed in the previous chap- 
ters-such as Marad‘s financial statements not stating that the fund is 
IIO longer self-supporting, reporting inconsistent t,otals for the value of 
the loan portfolio, and not ha\wg a complete list of troubled compa- 
nies-resulted in Mat-ad’s financial reports being less useful and com- 
plete than they COLIICI have been. 

Mat-ad hiis taken or planned corrective action for nearly all of the prob- 
lems \\‘e identified. Marad’s Administrator should report to the Secre- 
tary of Transportation any areas uncorrected at the end of this calendar 
year toger her with l:)lanned correcti\‘e actions. In this way? the Secretary’ 
will be better able to determine Lvhether the remaining problems stem 
from internal control or- accounting system weaknesses and. as approprl- 
ate, report them to the President and t,he Congress as required by IaH 
and ensure that necessary correcti\:e actions are taken. 

Marad Has Taken hlarad compiles \-arious financial and budgetary data on the title XI pro- 

Steps to Improve Its 
gram and disseminates them in different formats to se\-era1 organiza- 
tions and the l:)ublic. The data include some similar elements relating to 

Financial and Budget the program’s current and espected fmancial situation. Of particular 

Dat#a interest to us were the data, in both financial statements and budget 
documents, or1 possible default payments. 
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Marad prepares two types of financial statements at. the end of each 
fiscal year. One type is required by the Treasury Department and the 
other is for Marad’s annual report on its operations. Although we 
reviewed both types of statements. we concentrat.ed our efforts on the 
annual report stat.ement because it has a wider distribution, including 
the President. and t,he Congress. The statement of financial condition in 
Mat-ad’s 1985 annual report did not include a liability to pay off 
expected defaults on loan guarantees. If Marad had established such a 
liability, it would have been in a better position to prepare realistic 
budget estimat,es. ,4 report by the Inspector General also identified a 
weakness in Marad’s financial reports. 

In addition, Marad substantially underestimated t.he outlays needed to 
pay off defaulted loan guarant.ees in fiscal year 1986. Because of these 
underestimates, congressional and administration decisionmakers were 
not provided with useful and complete budget data for fiscal year 1986. 
Marad has taken st.eps to resolve this problem in fiscal year 1987. 

Marad Established a 
Liability for Pot.ent.ial 
Loan Losses in 1987 

Prior to fiscal year 1987, Marad officials did not establish a liability for 
yearly losses similar to that of other private financial institutions and 
go\‘ernmem activities. as discussed earlier in this chapter. Instead, they 
compiled a quarterly figure for the amount they expected to pay off in 
defaults for companies whose investors notified Marad that defaults 
had already occurred. 

Marad published in the budgets of rhe ITS. go\‘ernment the following 
default payment estitnates for fiscal year 1986: 

. in Februar)’ 1985 (fiscal year 1986 federal budget’) the estimate was $92 
million and 

l in February 1986 (,fiscal year 1987 federal budget:) the revised estimate 
nxs i?XKl n~illioti. 

Actual default payments for fiscal year 1986 Lvere o\‘er $1.2 billion. 

The Accounting and Auditing Act of 1950 states that agency accounting 
s).stems must conform to the principles, standards, and related require- 
ments prescribed by the Comptroller General. These are specified in the 
General .\ccounting Office’s Policy and Procedures Manual for Guidance 
of Federal -4gencies. Two of the main objectives of accounting standards 
are to ( 1) pro\,ide useful information to decide among alternative uses of 
rescburces and (2) determine whether resource allocation decisions 
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implemented by agency management are proper and congressional 
intent has been met. 

Among the standards is the requirement that probable losses on guaran- 
tees, loans, and other assets be recognized in accounting statements if 
the amount can be reasonably estimated. This principle is well estab- 
lished for priorate financial institutions and applies equally to govern- 
tnent activities such as the fund. LVe have noted the omission of a 
liability for future loan losses in connection with other organizations, 
including the Export-Import Bank and the Federal Savings and Loan 
Insurance Corporation.~ 

NTe testified in .June 1985 that, in re\‘ie\ving the fund’s financial state- 
ments, a liability and related expense had not been recognized for esti- 
mable and probable losses on outstanding loan guarantees.” The liabilit) 
was not included tn Marad’s 198.5 annual report on its operations dated 
July 1986. We discussed this with officials in Marad’s Office of Account- 
ing in July 1986* ivho told us that klarad could not reasonably estimate 
a liability for potential future yearly losses on out.standing loan guaran- 
tees. Therefore. they said, in accordance with generally accepted 
accounting standards, the liability need not be included in the annual 
report’s statement of financial condition. 

N7e disagreed that such a liabtlity could not be reasonably estimated and 
prepared an estimate for the fund. \vhich was included in our Septetnbet 
198ti report on the fiscal J’ear 198’7 budget twluctions.‘~ We developed 
this estimate for illustrative purposes only, to demonstrate that an esti- 
mate could be reasonably determined. Our approach for making this 
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estimate involved judgmenr. just as determining a liabilit~~ for loan guar 
antees, a common practice of financial institutions. is rarely subject to 
precise measurement. MIenever practical. estimates of future deFaults 
should consider the wide range of developments affecting hot h individ- 
ual !:essels and the markets in Lvhich they operate. A measure that con- 
presses all these fact.ors into one YAW is rhe default rate. 

Before preparing 0111’ illustrati\re estimate. \ve asked Marad officaials it 
they expected the default rate to change in fiscal year 19%. They stated 
that they expected the default rate to be somewhat 1owe1~ than it was in 
1986, but not dramatically lower. However, they did not explain whq 
the default rate woulcl be lower except to state that the 19% default 
payments had removed most of the weaker companies, such as those 
that had had to operate in depressed markets ivith never. high-cost 
equipment. 

Using Mat-ad’s overall expectations of what \vould ocvur in fiscal year 
1987. we arrived at a default rate of nearly tii percent. This ~‘as 
approximately the rate at which companies classified as troubled 
defaulted in l!XX. This default rate was then applied to rhe number of 
companies classified as troubled at the beginning of fiscal year 19%. 
The Iraltle of outstanding loan guarantees held by all of these companies 
was approximately Siii million. \Ve estimated that nearly $524 million 
of these loans would default b17 the end of fiscal s-ear 1987. 

Later. in January 1987, Marad officials said they agreed that an esti- 
mate could be prepared, and they developed a liabilitJ7 for potential 
default payments for fiscal year lB87--Qtii30 million. This estimate 
appears in the fiscal year 1988 budget of the ITS. go\*ernment. A liabil- 
it3’ for fiscal Jreat’ 1CW also appears in a footnote to the statement of 
financial condition in Marad’s 1986 anmlal report, Evhich NXS iswed in 
.June 1987. 

Marad officials said that to prepare their estimate, they analJvzed differ- 
ent companies and segments of the marit ime industry and considered a 
wide range of \rariables. \I’e agree that this approach should yield a 
more realistic estimate of potential default payments than simpl)- prco- 
jeccing 1 year’s experience into the future. \Ve belie\~e hlarad has taken 
positive steps to prepare more realistic estiniale5 starting in fiscal year 
198i. Hoivever, \ve did not evaluate its methodolog)- because Rlarad 
officials said that the process for lxeparing the liabilit~v h;id not been 
documented. 
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As discussed in chapter 3. documentation is important for several rea- 
sons, including helping managers control their operations, assuring 
interested pat-ties outside the organization that agency decisions were 
soundly based, and providing internal and external auditors with a basis 
for independent verification of the agency’s processes and result,s. 

An Inspector General In its September 1986 report, the Inspector General’s office also identi- 
Report Found a Weakness fied a weakness in Marad’s financial reporting. The report found that 

in Marad’s Financial Marad carried all of its $106 million in loans (ad\rances) t1.b troubled com- 

Reporting panics as assets when only 50 percent of the ad\-awes were likely to be 
collectecl.4 The report also stated that since the fund will probably nevel 
repay the Treasury, Mar-ad should not c*ontinue to list all of the 
advances as collectible because such a decision could affect budgetary 
decisions. 

The report recommended that Xlarad annually prolect fund revenues 
and expenses and request appropriations for arq~ anticipated shortfalls. 
In commenting on the final reI:)ort, Marad said it would work “ivith the 
appropriate budget officials in the DeI>artment of Transportation to 
resolve this situation in a manner that is in the best interest of the 
Department.” 

Conclusion Marad has taken or is in the process of taking action to correct nearly all 
of the financial and accounting rrporting probltms identified 111 this 
report. For example, Marad has established an estimate of bGO(! million 
for a liability for potential future losses on outstanding Ivan guarantees. 
It also is planning to make more realistic forecasts of anticipated default 
activity. Marad still needs to document the proc~es~ it uses for establish- 
ing the liability estimate as well as for estimating potential future 
default activity. As noted in chapter 2. Marad also should ensllre that it.s 
financial reports disclose that the fund is no longer self-suppot-tilig. 

The actions taken or planned by hlarad should result in its financial 
reports being more useful and complete than they ha\.r been in recent 
years. To the extent problem areas identifiecl in this report remain 
uncorrected at the end of this calendar year, hlarad shotlId report these 
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areas to the Secretary of Transportation to help facilitate DOT’S compli- 
ance with the Federal Managers’ Financial Integrity Act of 1982. 

Recommendation to 
the Secretary of 
Transportation 

We recommend that the Secretary of Transportation direct Marad’s 
Administrator to document the process used to estimate Marad’s liabil- 
ity for pot.ential future losses on outstanding loan guarantees. Documen- 
tation should include a description of how each company’s 
circumstances and market segment were considered in preparing the 
est.imate. 

Recommendation to 
the Maritime 
Administrator 

We recommend that t.he Maritime Administrator report at the end of this 
calendar year to the Secretary of Transportation on those financial 
reporting areas identified in this report where corrective action has not 
been taken. including any areas .in Mat-ad’s account,ing system that do 
not conform with the Comptroller General’s principles? standards, and 
related requirements. 

Agency Comments In our draft. we proposed that the Secretary of Transportation direct 
Marad’s Administrator to establish a liability for potential future losses 
on outstanding loan guarantees. We also proposed that t,he Secret,ary of 
Transportation direct. Marad’s -4dministrator to prepare yearly esti- 
mates of potential future default payments. 

In its comments. D~X said that it had established a liability for fiscal year 
1987 and footnoted the amount of the liability in Marad’s fiscal year 
1986 financial statements, as we had proposed. U’e believe that with 
this action! Marad has been responsive to our proposal. Marad officials 
told US they had prepared this estimate by reviewing the entire portfolio 
and discussing each company with loan examiners and other Marad offi- 
cials, but they had not documented the process the)’ used. Since t,he pro- 
cess was not documented. it was not feasible to evaluate the soundness 
of the estimate. In addition, Marad could not ensure that the process had 
been followed in all instances. !Ve therefore recommend that Marad doc- 
ument the process used for making its estimates. blarad officials told us 
they will take steps to ensure that the process is adequately documented 
in the futllre. 

Our draft report used Marad’s recent default, experience and overall 
espectations of whether the fiscal year 1986 default rate would carr) 
over into fiscal year 1987 to illustrate one technique for forecasting 
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potential defaults. ncn’ may have misunderstood our intentions for 
including this in our draft repot-t. LVe did not intend to imply that this 
bc’as the only tcc%niquv for making such estimates or even that it was 
preferable to a range of other a\,ailable approaches. Our points were 
that. hlarad wuld and ShortId de\~elop potential future default estitnates 
and that techniques \vere available for doing so. In fact, it is a common 
practice in the commercial and private sector. 

Although they initially contended that a reasonable estimate of future 
dePaults cwlcl not be made. in January 1987 .Ilarad officials agreed that 
a I-e;l%Jllabk rst.imatc could bc prepared and said they had developed a 
methodology idescribed earlier in this chapter) for analyzing different 
companies and segments of the marilime industry. We believe Dm’s 

description of It& estimates aw now being prepared is both reasonable 
and responsive to out’ t~ecomnlenclat.ic,n. However, lo ensure that Marad’s 
methndolog~~ for making estimates of potential future defaults is 
atlhewd tcl and can be monitored by management. we recommend that 
the estimating ~I’I )cess be documented 

Our draft repw-t also.) contained a chapter discussing the Federal Mana- 
gers Financial Integrity Act of lQ182 and ho!v it appeared to relate to the 
i,.ariotts financial reporting and accounting information problems identi- 
fied III t tw report. The chapter proposed that the problems be classified 
as material \veakncsses and repotted in the Secretary’s annual state- 
ment on internal controls tcm1 the Pwsidrnt and the Congress. After con- 
sitlvring D&S comments and its response to out- report, we determined 
that rhe chapter and jwop!,sal are ttnnecessary and haIre deleted them 
for the following rtvtsons. 

First, after reviewtrig our draft report? hlaracl has initiated or completed 
the followiti# ac:tions: 

. Mat-ad officials plan to include qualifying esplanarions and footnotes as 
appropriate bvhen depicting the total value of outstanding loan guaran- 
tees and commitments in all future reports and presentat.ions. 

. In its comments. I)C‘TT stated that a single repot-t specifically addressing 
all comjxinics at risk of default may be a useful mechanism for consoli- 
dating infortnation few management and that Marad is in the process of 
establishing procedures to produce a single complete list of companies at 
risk of defattlr. 

. Mat-ad has established a liability for potential future losses on outstand- 
ing loan guarantees. 
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l Marad officials described a methodology they developed that considers 
factors necessary to prepare est,imates of potential future default 
payments. 

As our conclusions in this chapter indicate, Marad still needs to docu- 
ment its estimating process and include a statement in its financial 
I-epor-ts clear-ly noting that the fund is no longer self-supporting. These 
actions, together with those already taken or planned, will result in 
Mar-ad’s financial and r-elated t-epor-ts being more useful and complete 
than they have been in recent years. 

Second, se\.eral of the problems we identified, such a~ Marad’s not 
establishing a liability for potential future defaults, relate to the corv 
formance or n01i(i0r1f01.niarice of Maracl’s accounting system with the 
Comptroller General’s criteria for such systems. Problems of this type 
should be reported as part of the Secretary’s annual report on DWS 
accounting systems, regardless of lvhether the problems can also be con- 
sidered internal control weaknesses. To the extent the ar-eas of noncon- 
formance are corrected-as is the case with the liability for potential 
future defaults-they need not be I-eport,ed. 

And, finally. wr correctly pointed out that most of the problems identi- 
fied by our r-evieiv involve financial or accounting reporting problems 
and that these problems did not cause the financial difficulties currentl) 
facing the fund or the adverse publicity the fund has experienced. Nev- 
ertheless, Eve consider the reporting problems significant in that they 
haire a dir-ect bearing on the financial information a!:ailable to provide 
necessary oversight and management of the fund. The reporting prob- 
lems also may themsel\.es be manifestations of systemic internal control 
or accounting system weaknesses. Although it was not Lvithin the scope 
of our review to esamine the overall adequacy of Marad’s pt’ocess for 
annually identifying internal contr-ol and accounting system weaknesses 
and strengths, Marad’s annual evaluations’ inability to identify these 
financial information and reporting pr-oblems is cause for concern. 

In \iew of the significant progress h/farad has made in taking correcti\re 
action, hlarad’s most construcitive approach would be to repor-t to the 
Secretary, at the end of this calendar year. the remaining uncorrected 
al-eas with a plan for correcting each area. In this way. the Secretar) 
\cill be in a position to determine whether the remaining problems stem 
from internal control or accounting systems weaknesses and. as appro- 
pr-iate. report them to the President and the Congress as requiwd bs. 
law. In addition, Marad may find it beneficial to esamine t.he adequacy 

Page 31 GAO RCED-87-58 Federal Ship Financing Program 



Chapter 1 
Improvements in the Fund’s 
Financial Reports 

of the processes it has in place for identifying problems with its internal 
cont rc11, accounting. and related systems. 
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Note. GAO comments 
supplementq those in Ihe 
report text appear at the 

P u 
USD6partnwnt of 
Tmnrportatkm 

Mr. l? . Dexter- Peach 
Assistant Comptroller General 
Resources, Community and Economic 

Development Division 
11. s . General Accounting Office 
Washington, D. C. 20546 

Dear Mr. Peach: 

Enclosed are two copies of the Department of Transportation's 
comments concerning the U.S. General Accounting Office dr-aft 
report entitled, "The Federal Ship Financing Fund Is 
Insolvent." 

Thank you for 
have any qurs 
on 366-5145. 

the opportunity to review this report. If you 
tions concernin; our repl)., please-call Bil 1 wood 

Sincerely, 
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Enclosure 

DEPARTMENT OF TRANSPORTATION REPLY 

To 

GAO DRAFT REPORT 

I. TITLE: Maritime Administration: The Federal Ship Financing 
Fund is Insolvent. Report No. CAO!RCED-87-58. 

II. SUMMARY OF GAO FINDINGS AND RECOMMENDATIONS: 

A. Loan Portfolio and Status of Federal Ship Financing Fund 

GAO found that about one-quarter of the value of the 
loan portfolio as of March 1986 was troubled, 28 percent 
of loan guarantees were troubled, 37 percent of the 
vessels covered were troubled, and 22 percent of the 
companies with a loan guarantee were troubled. 

GAO also found that the Fund's expenses exceeded Its 
revenues. The Fund had a surplus of about $63 milllon 
in FY 1982. but had a deficit of $250 million by the end 
of FY 1985. In FY 1986, default payments reached $1.2 
billion by July 1986. 

B. Program Data 

GAO concluded that MARAD could not readrly provide 
accurate data on the total value of outstanding lcan 
guarantees and commitments, and that MARAD did not have 
a complete list of troubled companies. GAO found that 
the data provided to them by MARAD on outstanding loan 
guarantees and commitments were inconsistent. .;lso, GAO 
initially reviewed data provided by MARAD on 44 Troubled 
companies as of November 1985, but subsequently tound 
that 14 additional companies were also troubled at that 
time and should have been on the original list. 

GAO recommended that the Secretary of Transportation 
direct the Maritime Administrator to compile rellabie 
data on the total value of outstanding loan guarantees 
and commitments and the portion of the loan guarantee 
portfolio that 1s considered to be troubled. 

c- - Accounting Doccnts,'Financial Statements and Default 
Estimates 

GAO found that MARAD's financial statements and other 
documents did not disclose that for FY 1985 the Fund's 
expenses exceeded revenues and, therefore, that the Fund 
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See comment 4. 

See comment 5 

See comment 6 

See comment 7 

was not self-sufficient. GAO also concluded that MARAD 
violated a Comptroller General accounting standard to 
establish a liability for expected payments for defaults 
on its outstanding loan guarantees. 

GAO considered that MARAD’s estimates of FY 1986 
defaults, as shown in the proposed federal budgets for 
FY 1986 and FY 1987, were significantly underestimated. 
MARAD estimated in February 1985 that FY 1986 defaults 
would be $92 million; in February 1986. MARAD estimated 
that FY 1986 defaults would be $500 million. However, 
FY 1986 default payoffs were about $1.2 billion through 
Julv 1986, with MATUD estimating another $200 million 
during the balance of the fiscal year. 

GAO believes that MARAD’s original estimate of $100 
million in default payoffs for FY 1987 is significantly 
low. GAO concluded that a more realistic estimate, 
based upon the Fund’s recent experience, would have 
predicted defaults in FY 1987 more than five times 
MARAD’s estimate. 

GAO recommended that the Secretary of Transportation 
direct the Maritime Administrator to improve MARAD’s 
financial and budget data by (1) clearly and prominently 
displaying the Fund’s financial condition to decision- 
makers, (2) establishing a liability for potential 
future yearly losses on outstanding loan guarantees. and 
(3) preparing budget estimates that are based on MARAD’s 

most recent experience with default payoffs. 

D. Administrative and Accounting Systems 

GAO found that the internal control weaknesses discussed 
in their draft report are material and warrant their 
inclusion in the Secretary of Transportation’s 1986 
annual statement under the requirements of the Federal 
Manager’s Financial Integrity Act of 1982. 

GAO recommended that the Secretary of Transportation 
include the material weaknesses identified in MARAD’s 
Federal Ship Financing Guarantee Program in her 1986 
annual statement on internal controls to the President 
and the Congress. The weaknesses should be reported in 
future years until the Secretary determines that the 
corrective actions taken are sufficient to preclude 
further inclusion. 
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See comment 9 

See comment 10 

See comment 7. 

B. Program Data 

The Depar tment disagrees with GAO's conclusions for the 
following reasons: 

1. Two different financial reports covering the 
same period were prepared for different 
purposes, and therefore did not display the 
same information. 

2. Although a single list of troubled companies 
did not exist, program officials had updated 
information on all troubled companies. 

III. SUMMARY OF DEPARTMENT OF TRANSPORTATION POSITION: 

A. Loan Portfolio and Status of Federal Ship Financing Fund 

The Department agrees that a significant proportion of 
the Federal Ship Financing Guarantee (Title XI) program 
loan portfolio is troubled. We also agree with the fact 
that revenues to the Federal Ship Financing Fund are 
currently not sufficient to cover all expenses including 
defaults. These specific problems, as well as others, 
are currently being addressed by an Office of Management 
and Budget, Department of the Treasury, Office of the 
Secretary, and MARAD Task Force. This Task Force is 
analyzing the problems and determining alternative 
solutions. 

c. -~~ ~~ Accountin_gDocuments!Financial Statements and Default 
Estimates __~ 

The Department does not agree with some of the GAO 
conclusions for the following reasons: 

1. MARAD's FY 1985 financial statements for the 
Title XI program reported that expenses 
exceeded revenues by $250,826.636. 

2. MARAD received and implemented GAO guidance to 
disclose the contingent liability with a 
footnote to the FY 1986 financial statements. 

3. The Inspector General's report was not 
critical of MARAD's accounting for receivables 
or Allowance for Losses. 

The Department agrees with GAO that our budget 
submissions underestimated likely defaults, but the 
report should reflect that these estimates were made 
8-20 months before completion of the period during which 
the defaults occurred. The Department does not agree 
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See comment 7 

with GAO's proposed method for estimating future 
defaults, for it relies solely on historical data and 
does not consider future economic conditions. 

D. Administrative and Accounting Systems 

The Department does not agree with GAO's conclusions 
that material weaknesses exist in !-MUD's administrative 
and accounting systems for the following reasons: 

1. As earlier noted, GAO compared two different 
financial reports for the same period that 
were prepared for different reporting 
purposes. 

2. Program officials had information on all 
troubled companies, even though one single 
listing did not exist. 

3. As noted earlier, the Fund's financial 
statements clearly disclosed that expenses 
exceeded revenues. 

4. MARAD followed GAO’s guidance by disclosing 
the contingent liability with a footnote to 
the FY 1986 financial statements. 
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IV. DEPARTMENT OF TRANSPORTATION POSITION STATEMENT: 

A. Loan Portfolio andStatus of Federal Ship Financing Fund 

1. GAO found that about one-quarter of the value of 
the loan portfolio as of March 1986 was troubled, 
28 percent of loan guarantees were troubled, 37 
percent of the vessels covered were troubled, and 
22 percent of the companies with a loan guarantee 
were troubled. 

GAO also found that the Fund's expenses exceeded 
its revenues. The Fund had a surplus of about $63 
million in FY 1982, but had a deficit of $250 
million by the end of FY 1985. In FY 1986, default 
payments reached $1.2 blllion by July 1986. 

2. The Department agrees that there are problems. 
These specific problems, as well as others, are 
currently being addressed by an Office of 
Management and Budget, Department of the Treasury, 
Office of the Secretary, and MARAD Task Force. 
This Task Farce is analyzing the problems and 
determining alternative solutions. 

The Department does not dispute that a significant 
proportion of the Federal Ship Financing Guarantee 
program portfolio is troubled, no matter what 
measure is used. As the GAO draft report states, 
defaults have increased over the past three years, 
largely because of economic conditions, including 
(1) a worldwide shipping recession, (2) a reduced 
demand in domestic waterborne shlpping reflecting 
significant shifts in international trade, and (3) 
a downturn in the energy industry (not just the 
offshore drilling Industry, as stated on page 16 of 
the draft report ). 

The Department also does not dispute the statement 
that revenues to the Federal Ship Financing Fund 
are not presently sufficient to cover defaults. 
The statement does reflect the status of program 
cash flow. However, revenues to the Fund are 
sufficient to cover administrative and custodial 
expenses. Revenues are not sufficient to cover 
default payments, and as authorized by statute, 
MARAD has borrowed from the U.S. Treasury to fund 
default payoffs. MARAD has made all required 
payments on the Treasury borrowings. Therefore, 
rather than use the uords insolvent or insolvency 
throughout the draft report, we suggest more 
accurate wording such as "presently operating at a 
deficit." It should also be pointed out that the 
current problem facing the Fund may well prove to 

______------ 
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See comment 12 

See comment 8 

Nowonp 21 

be temporary. The proposed supplemental 
appropriation and recoveries from sales of 
defaulted vessels could eliminate the problem. 

In order to clarify program history in the report, 
we believe the several references to the 15.year 
history of guaranteeing loans should be revised to 
make it clear chat the Title XI program has been in 
operation for close to 40 years. The program was 
authorized in 1938, with the first transactions 
made in the 1950's. Under the Federal Ship 
Financing Act of 1972. the program was amended so 
that, rather than insuring a loan or mortgage 
agreement, the United States now directly 
guarantees the payment of principal and interest on 
obligations. 

B. Program Data 

1. GAO concluded that MARAD could not readily provide 
accurate data on the total value of outstanding 
loan guarantees and commitments, and that MARAD did 
not have a complete list of troubled companies. 
GAO found that the data provided to them by MARAD 
on outstanding loan guarantees and commitments were 
inconsistent. Also. GAO initially reviewed data 
provided by MARAD on 44 troubled companies as of 
November 1985, but subsequently found that 14 
additional companies were also troubled at that 
time and should have been on the original list. 

GAO recommended that the Secretary of 
Transportation direct the Maritime Adminlstrato: to 
compile reliable data on the total value of 
outstanding loan guarantees and commitments and the 
portion of the loan guarantee portfolio that is 
considered to be troubled. 

2. The Department does not agree that MARAD could not 
readily provide accurate data on the total value of 
outstanding loan guarantees and commitments. MAFUD 
does have accurate information on its loan 
portfolio. Reports are prepared monthly 
identifying the amount of the outstanding loan 
balance and commitments. The updating of this 
monthly report is not as stated in the first full 
paragraph on page 24, and should be reworded as 
follows: "The outstanding loan balance for each 
contract is updated as information is received by 
MARAD's Office of Accounting from Indenture 
Trustees. This Office then compiles monthly 
reports of loan balances and commitments. The 
Office of Ship Financing used these monthly reports 
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ice comment 13 

to prepare semiannual reports at the end of March 
and September on the total value of outstanding 
loan guarantees and commitments." 

The evidence used by GAO to support its contention 
that M.4RAD could not readily provide accurate data 
on the total value of outstandlng loan guarantees 
and commitments is based on information contained 
in MARAD financial statements, reports, and 
testimony prepared for the period between March and 
September of 1985. On page 24, lines 19-22, the 
$0.2 billion difference between the two reports of 
September 30, 1985, is essentially the estimated 
amount of accrued interest (approximately $186 
million) that was clearly included as a separate 
entry in the report to Treasury (as required by GAO 
accounting principles and standards, and Treasury 
reporting requirements) but not included in the 
semiannual program report (where accruals are not 
required) of outstanding principal balances for 
contracts in force. The presentations of September 
20, 1985: and June 25, 1985. discussed on pages 24- 
25, clearly should have indicated that the $6.9 
billion represented the total of guarantees and 
commitments as of March 31, 1985, as it appeared in 
the most recent semiannual report. In general, 
MARAD presentations do contain adequate 
explanations. However, to avoid any possible 
confusion, all future reports and presentations 
will include qualifying explanations and footnotes 
as appropriate. 

While MAIUD did not provide a single complete list 
of troubled companies, information on all companies 
consldered to be troubled is readily available. 
MARAD prepares a complete risk analysis of its 
portfolio periodically, with a three-part numerical 
ranking system based on whether the risk of default 
is consldered minimal, moderate, or high. 
Additionally, MARAD prepares a monthly Credit Watch 
report for senior Agency officials. Copies of this 
report are/have been provided to the Office of the 
Secretary of Transportation. The list of troubled 
companies in the monthly Credit Watch report, a 
copy of which was provided to GAO, was never 
intended to be a comprehensive listing of all 
troubled companies. This report is limited to 
detailed information and status reports on troubled 
companies with payments currently due. Liner 
companies are generally excluded from the Credit 
Watch report, as are other companies which do not 
have payments due but which show signs of problems. 
Information on these latter companies is available 
from special reports prepared separately by MARAD 
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as developments warrant. A single report 
specifically addressing all troubled companies may 
be a useful mechanism for consolidating information 
for management. However, the risk analysis, the 
detailed individual company analyses and the Credit 
Watch report do make information on all troubled 
companies available to senior management officials. 
Nevertheless, MARAD is in the process of 
reestablishing procedures to produce a single 
complete list of troubled companies to address 
GAO’s concern. 

In specific reference to the November 1985 period 
cited In the GAO draft report, MARAD considered 58 
companies to be troubled. Of these companies, 44 
were included in the Credit Watch report with 
information on the remaining 14 being provided to 
senior officials in separate reports and analyses 
prepared by MARAD staff. 

The statement in the last sentence on page 21 of 
the draft report that HARAD had not analyzed the 
entire loan guarantee portfolio to determine 
whether the lists of troubled companies contained 
all the troubled companies as of the dates in 
question is not correct. MARAD did and currently 
does analyze the entire portfolio in determining 
which companies are troubled. 

The Department believes the GAO recommendation 
concerning compilation of reliable data is 
unwarranted. KULAD has always and will continue to 
compile reliable data on the individual and total 
value of outstanding loan guarantees and 
commitments and the portion of the loan guarantee 
portfolio that is considered to be troubled. MARAD 
is eliminating duplication in reports that contain 
data regarding the total value of guarantees and 
commitments. As noted above, MARAD also is 
reestablishing procedures to produce a single 
complete list of troubled companies. An automated 
system previously developed by MARAD is being 
modlfled and will have the capability to produce 
such a single list. These measures should insure 
that complete information is clearly presented in 
external and internal reports and in testimony and 
should mitigate potential misunderstandings. 
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i coniment 3 1. Financial Statements Did Not Disclose Insolvency. 

C. Accounting Documents/Financial Statements and Default 
Estimates 

a. GAO found two problems with the fund's fiscal 
year 1985 annual statement of financial 
condition, one related to the fund's revenues 
and expenses, the other related to the fund's 
assets and liabilities. Specifically, GAO 
states that it was not shown that expenses 
exceeded revenues, and that this was not 
reflected in the statement of financial 
condition. 

b. It is not known if GAO is criticizing MARAD in 
this section for (1) not establishing a 
liability, but instead using footnote 
disclosure, or (2) not showing that expenses 
(including defaults) exceeded revenues. If 
GAO believes an accrual is necessary, please 
see response 2b below. If GAO believes that 
the financial statements did not show that 
expenses (including defaults) exceeded 
revenues, we do not agree. 

It should be understood that MARAD '85. the 
Annual Report of the Maritime Administration 
for Fiscal Year 1985, is a consolidated 
financial statement for all MARAD programs. 
Although it does not contain only Fed;ral Ship 
Financing Fund financial information, it did 
disclose that the Fund's FY 1985 expenses 
exceeded revenues by $250,826,636 in the 
Statement of Operations on page 52. 

The MARAD '85 also reported on page 51 that 
during FY 1985 MARAD borrowed $130 million 
from the U.S. Treasury to meet demands for 
payments due on defaults, another clear 
indication that the program is operating at a 
deficit. 

The FY 1985 operating deficit also was 
reflected in the Statement of Income and 
Retained Earnings (Standard Form 221) included 
as part of the Statement of Financial 
Condition submitted to Treasury. The titles 
of the financial statements submitted to 
Treasury were changed for Fiscal Year 1986 
reports. However, the Report on Operations 
(Schedule 221), included as part of the Report 
on Financial Position, clearly shows an 
operating deficit of $754,963,674 for FY 1986. 
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Sea comment 7 

See comments 9 and 15 

Copies of thss FY 1986 financial report have 
been provided to GAO. The FY 1986 deficit 
also will be reported in MAUD ‘86. 

2. Failure To Accrue Contingent Liability. 

a. GAO states that the Department failed to 
accrue a contingent liability for potential 
future guaranteed loan losses. GAO cites the 
accounting standard “that reasonable and 
probable losses on guarantees, loans, and 
other assets be recognized in accounting 
statements if the amount can be reasonably 
estimated. ” 

b. In July 1986, MAR40 accounting officials met 
with the GAO Director of Accounting and 
Financial Management, and agreed that although 
losses were “probable” they could not be 
“reasonably” estimated. Therefore, footnote 
disclosure would be adequate. It was 
acknowledged at this meeting that using the 
“best guess ,” should it be significantly in 
error, would unacceptably distort the 
Statement of Operations. As a result of this 
meeting. MARAD included a footnote in the FY 
86 financial statements that estimated 
defaults on guaranteed loans to be 
$250,000,000. This estimate was changed to 
approximarely $600 million in January 1987 
when new information became available. 

3. Inspector General Report on Similar Weakness 

a. GAO stated that the Inspector General (IG) 
report found that: 

1. MARAD carried all of its $106 million in 
loans (advances) to troubled companies as 
assets when only 50 percent of the 
advances were likely to be collected. 

2. FARAD should not continue to list all of 
the advances as collectible because such 
a decision could affect budgetary 
decisions. 

b. It appears that GAO is stating that our IG 
recommended that we write off receivables in 
which there has not been default. In 
discussions with our IG auditors, they stated 
that: 
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1. The IG audit report does not refer to 
receivables on MARAD's books, but rather 
those of the U.S. Treasury. It states on 
page 14 that... "Showing a receivable on 
the books of the Treasury indicates that 
the FSFF will eventually recover and 
repay rhe loan to Treasury. However, 
since the fund will unlikely ever repay 
the Treasury, continuing to carry a 
receivable could affect budgetary 
management decisions." 

2. The IG's audit report does not address 
"Allowance for Losses." 

4. MARAD's Budget Underestimated Likely Defaults 

a. GAO stated that MARAD's budget underestimated 
likely defaults. 

b. The Department concurs that MARAD's budget 
submissions have underestimated actual 
defaults in the past. Part of the problem, as 
discussed in more detail below, has been that 
economic projections did not accurately 
reflect what happened in the oil market in 
late 1985 and 1986. However, we also agree 
with GAO that the methodology used to estimate 
the defaults has tended to result in 
underestimating actual defaults. An 
interagency Task Force is currently analyzing 
the methodology to determine what improvements 
can be made. 

Although the Department concurs that MARAD's 
budget submissions underestimated actual 
defaults, we would appreciate the report 
reflecting that MARAD officials apprised the 
Congress in June 1985 testimony that the 
projected number of defaults had increased 
after the February 1985 budget submission. It 
should also be reflected in the report that 
at the time the estimates were made many of 
the actual defaults were not consldered 
probable. To reach the conclusion that the 
budget submissions were underestimated, GAO 
compared the levels included in the proposed 
budgets dated February of 1985 and 1986 with 
actual results for FY 1986. In developing the 
estimates, MARAD used information from 
respected economic sources which forecasted 
stabilization in the oil market. Contrary to 
these forecasts, depression in oil prices 
continued and ultimately contributed directly 
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Now on pp 2930 

See comment 7 

See comment ! 

to the higher than predicted level of actual 
defaults. It is not unusual, especially in 
today's rapidly changing maritime economic 
environment, for forecasts to vary 
significantly from actual results. This 
especially is true for estimates presented in 
the President's budget which are prepared g-20 
months ahead of the relevant time period. The 
difficulty in forecasting is also recognized 
by GAO, as evidenced in the statement on page 
35 of the report, ".. .we recognize that such 
estimates are imprecise because of the 
difficulties of anticipating future economic 
conditions and industry developments." 

While the methodology for projecting defaults 
could be improved, the Department disagrees 
that the GAO technique, which uses only the 
rate of default among troubled companies in a 
given year to predict defaults in the 
subsequent year, is a more realistic approach 
to developing budget estimates. Rather, we 
believe it is more realistic to develop 
estimates by analyzing several factors, 
including historical data, for each element of 
the portfolio. In proposing its method, even 
GAO recognizes that estimates using historical 
defaults are imprecise. Given this caveat, 
the argument for selecting a method different 
than that used by MARAD is not convincing. 
The GAO approach certainly would not have 
predicted the large increase in defaults 
between 1985 and 1986. 

D. Administrative and Accounting Systems 

1. Material internal control weaknesses not included 
in Annual Statement. 

a. GAO states that the following four material 
internal control weaknesses existed and were 
not reported. 

1. Program did not have routinely accurate 
data on the value of the portfolio. 

2. Program did not have a complete list of 
troubled companies. 

3. Fund's financial statements and other 
documents did not clearly disclose the 
fund's insolvency. 
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4. MARAD did not establish a liability for 

potential future losses on loan 
guarantees . 

b. The Department has the following comments on 
the purported weaknesses: 

1. No weakness existed. See Program Data, 
B, 2. 

2. We do not believe that not having one 
single list of troubled companies 
constitutes a material weakness. See 
Program Data, B, 2. 

3. No material weakness existed. Informal 
GAO guidance was followed. See 
Accointing Documents/Financial Statements 
and Default Estimates -* C, 1 and 2. 

4. See 3 above. 

Even if we did determine that there were 
internal control weaknesses when GAO provided 
the draft report on December 24, 1986, it is 
unrealistic for GAO to expect that the 
weaknesses would be included in the 
Secretary’s 1986 letter. This letter is 
prepared much earlier than December 24 so that 
it can be properly coordinated throughout the 
Department in order to assure that the report 
is accurate. If changes were made to the 
report after the coordination process, there 
would be a breakdown of the internal control 
procedures we have in place to assure the 
report * s accuracy. 

2. Program Meets Factors of Materiality 

a. GAO states that the program meets the 
following four materiality factors: 

1. The program mission has been impaired. 

2. The program reputation has been 
diminished. 

3. Secretary needs to be involved in the 
issue _ 

4. MARAD violated a Comptroller General 
standard which possibly hampered Congress 
from fulfilling their oversight and 
budget responsibilities. 
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b. The Department has the following comments 
regarding the four materiality factors: 

1. We do not agree that the mission of the 
program has been impaired. The mission 
of the program as indicated in the 
Merchant Marine Act, 1936, as amended, 
states in part, "It is necessary for the 
national defense and development of its 
foreign and domestic commerce that the 
United States shall have a merchant 
marine...." Authority to borrow from the 
Treasury to cover the difference between 
revenues and expenses was built into the 
enabling legislation, and borrowings have 
occurred several times in the history of 
the Title XI program. There were 
borrowings from the Treasury in the late 
1950's and early 1960's, albeit for 
smaller amounts than the current debt. 
These earlier borrowings were fully 
repaid by the end of 1968. Although the 
level of current Treasury borrowing is 
unprecedented, there is no indication 
that the program mlssion has been 
technically impaired. Consistent with 
the program's mission, HARAD issued 
$47 million in new loan guarantees for 
construction projects during FP 1986. 
All of the new loan guarantees met all 
program requirements, despite the 
problems being encountered by the 
industry, and despite the current 
indebtedness of the Fund. 

2. The recent history of defaults has 
generated an appropriate level of 
attention in the press. In virtually 
every case, published articles have 
reported the extreme world overtonnaging 
situation which continues to jeopardize 
the industry and which has resulted in 
the abnormally high level of defaults of 
all types of maritime loans. Although 
the program's reputation undoubtedly has 
been tarnished in the eyes of the general 
public and some government 
decisionmakers, we disagree with the 
implied judgement that press articles 
have diminished the credibility of the 
Title XI program or its reputation among 
potential program users. Ship owners 
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have continued to seek Title XI 
guarantees, and bond purchasers have 
continued to participate in the program. 

3. We belleve the assertion regarding the 
lack of personal attention or awareness 
of the agency head or higher management 
has been seriously misconstrued in its 
application to the Title XI program. The 
Secretary of Transportation has regularly 
been provided briefings by the current 
and former Admrnistrator on the Fund and 
industry status. The Secretary, in 
recognition of the difficulties faced in 
bankruptcy situations, was personally 
involved in successful efforts to amend 
bankruptcy laws and hasten the 
Government's ability to move against 
defaulted assets. In addition to those 
instances cited above, the Secretary 
actively advocated a supplemental 
appropriation to pay off the principal 
and interest on Treasury borrowing in 
discussions with OMB on the FY 1988 
budget. We believe these efforts reflect 
that the Secretary has appropriately 
focused her attention on major 
programmatic issues and the consequences 
of those conditions relative to the 
status of the Fund and other government 
operations. However, the internal 
control weaknesses cited by GAO, and 
summarized on pages 41 and 42 of the 
draft report, involve administrative 
matters and accounting reports. We fail 
to see how the GAO concludes that the 
program meets this materiality factor 
"because of these weaknesses.". In the 
discussion of this materiality factor, 
the GAO draft report makes no reference 
to these "weaknesses." Instead, the 
report notes that the large number of 
defaults, the inability to cover default 
payoffs from the Fund balance, and the 
debt to the Treasury, warrant involvement 
by the Secretary. We certainly agree 
that these are problems which require 
personal attention by the Secretary, but 
these are not the internal control 
weaknesses that were cited by GAO. 

To reiterate, we are particularly 
concerned with statements which imply 
that the Secretary of Transportation has 
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not been aware of or involved in the 
problems resulting from the large number 
of default payoffs and the inability to 
generate sufficient revenues to cover the 
default payoffs and repay debt to the 
Treasury. The Secretary has been fully 
aware of changes in the condition of the 
Fund and the industry. 

4. Comptroller General Standard not 
violated. See response to Accounting 
Documents/Financial Statements and 
Default Estimates, C, 2, b. 

We also are concerned with the 
implication that MARAD and the Department 
have been misleading Congress as to the 
status of the Title XI program and its 
present default problems. MARAD has 
responded to Congressional inquiries with 
data that accurately portray the 
program's status. As discussed earlier, 
MARAD financial statements clearly did 
disclose that the program was operating 
at a deficit and did identify the 
indebtedness of the Fund. Estimates of 
defaults were included in budgets 
submitted to Congress, although these 
estimates ultimately proved to be low. 

3. The Inspector General Found Internal Control 
Weaknesses 

a. GAO states that the Inspector General found 
the following internal control weaknesses: 

1. MARAD carried all of its $106 in loans to 
troubled companies as assets when only 50 
percent of the loans were likely to be 
collected. 

2. MARAD used revenue from insurance 
proceeds to convert two defective vessels 
rather than selling or scrapping them. 

3. MARAD lacked documented pertinent 
information concerning available 
alternatives and their related costs in 
21 instances where companies were allowed 
to revise the terms of their loans to 
facilitate repayment. It also stated 
that 11 of these companies have 
defaulted, and 8 more probably will in 
the next 3 years. 
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See comment 16 

b. Although the IG report never mentioned the 
term “internal control weaknesses ,” the 
Department has the following comments on GAO’s 
interpretation of the information provided in 
the report: 

1. Considering that there was an Allowance 
for Losses of $61.4 million for these 
loans on September 30. 1985, we are 
unable to determine what internal control 
weakness GAO is citing. 

2. Since top management was aware of the 
risks being assumed when deciding to 
proceed with the project, and the use of 
the funds in this manner was pennissable, 
it is the Department’s opinion that no 
internal control weakness existed. 

3. GAO appears to be drawing the conclusion 
that because there were 21 workouts, and 
it appears that 19 will result in 
defaults, there was an internal control 
weakness. There is no presentation in 
the draft report which demonstrates that 
the actions taken were more costly to the 
Government than other alternatives. The 
primary consideration in approving a 
workout is that the Government would be 
no worse off, considering all relevant 
costs * than if the workout was not 
approved. In addition, in these 
circumstances, the agency is fulfilling 
its program role by allowing the debtor 
an opportunity to rehabilitate itself 
during economic distress. The IG report 
recommended that the cost analyses of 
alternatives be better documented. 

It should also be noted in the report that the 
IG reviewed MARAD’s response to that audit 
report and concluded on December 10, 1986, 
that the actions taken or planned by MARAD are 
considered responsive to the recommendations 
in the report. The IG considers the audit 
report closed. 

E. We would appreciate it if the following editorial 
corrections were made in the report. 

Page 

2 

Correction 

In “Background, ” the fees are set by MAlUD in 
accordance with statutory limitations. I 
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Now on p 8. 

Now on p. 8 

See comment 17. 

Deleted from flnal report 

See comment 18 

Nowonp 8 

See comment 11 

Now on p. 9. 

Now on p. 12 only 

Now on p. 20. 

Now on p. 30 

2 The limitation is on “the principal amount of 
guaranteed loans and commitments in force,” 
not on “loans.” 

10 

11 

11 

16 

22 

35 

The annual limits on new guarantees (not 
“loans”) have only occurred in recent years. 

The September 30, 1986, financial statements 
included a contingent liability footnote for 
potential defaults, so the contingent 
liability had been established in December 
1986 _ 

In the second paragraph, the first sentence 
should read: “Funds for vessel construction 
are obtained by the ship owner through the 
issuance of corporate bonds which are sold to 
private sector investors, such as banks, 
pension trusts, and life insurance companies, 
as well as to the general public.” 

In the first paragraph, in (1) add “In 
accordance with statutory limitations” after 
“MARAD, IS and at the end of the first sentence, 
add “and (4) repayment of Federal loans .” 

In the second paragraph, in the first sentence 
replace “private sector lender” with 
“Indenture Trustee on behalf of the bondholder 
or the bondholders themselves.” 

In the first paragraph, the expenses covered 
by Treasury borrowings are those related 
directly to default payoffs. Fund revenues are 
sufficient to cover other expenses. The same 
comment pertains to the final paragraph on 
page 17. and the first paragraph on page 43. 

In the footnote, delete the second sentence in 
view of the fact that both commitments and 
guarantees may be based on either estimated or 
actual costs. 

In the third paragraph, second sentence, add II generally companies with newer high cost 
e;uipment in depressed industries,” after “the 
weaker companies. ” 
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The following are GAO’s comments on the Department of Transporta- 
tion’s letter dated April 7, 1987. 

[A0 Comments 
-~~ 

1. Nre have provided updated information on the troubled portion of the 
portfolio as of September 30, 1986. 

2. MTe noted that fiscal s’ear 1984 was the last year the fund’s revenues 
esceeded expenses. We also updated fiscal year default payments 
through September 3‘). 1986. 

3. Discussed in the agency comments section of chapter 2. 

4. IYe updated fiscal year 1986 default payments through September 30, 
198Gq and deleted Marad’s estimate of default payments for the remain- 
der of the fiscai year ($200 million’). 

5. Marad’s original estimate of $100 million is not included in ~-MI‘ final 
report. 

6. Discussed in the agency comments sections of chapters 2 and 4. 

i’. Discussed in the agency comments section of chapter 1. 

8. Discussed in the agency cwnments section of chapter 3 

9. Our report did not address allowance for losses. 

As stated in cur report. the Office of Inspector General report recom- 
mended that Mar-ad make annual projections of fund re\‘enues and 
espenses and request appropriations for any anticipated shortfalls. 

Ii). Discussed in agenq. comments section of chapter 4. hlarad’s year- 
end financial statements to the Treasury were not transmitted until 
December 30. 19%. \Ye beliei’e sufficient time \vas available to mclude 
the $iji)o million estimate since the Deputy Associate ,~dministl.atc-,I. fur 
Maritime Aids told 11s that both estimates were prepared during the 
same period. The fiscal year 1986 annual report was issued in .June 
1987. 

11. Discussed in the agency comments section of chapter 2. The Federal 
Ship Financing Fund is a public enterprise revol\?ng fund. This type of 
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fund is an expenditure account that is credited with collections, primal 
ily from the public, generated and earmarked to finance a continuing 
cycle of business-type operations. That is, this fund receives fees pri- 
marily from shipowners to pay for expenses related to the continuing 
operation of the Federal Ship Financing Program. Default payments art 
included as an expense of operating the program. We believe this type 
fund should not rely on Treasury borrowings to finance portions of its 
expense payments. 

Our position is that public enterprise revolving funds may be appropri- 
ate when 

l a continuing cycle of operations exists that generates receipts, princi- 
pally from the public. 

l the fund is or will likely be substantially self-sustaining, and 
l a subsrantial need for flexibility exists to meet unforeseen requirement.: 

12. Prior to fiscal year 1973. Marad made default payments totaling 
about $37 million (01’ almost 2 percent) of the nearly $1.9 billion in 
default payments since the program’s inception in 1936. Although 
default payments for insured loans or mortgages may have been made 
for c-easels after fiscal year 197$ the vast majority of default payments 
were for guaranteed loans. These loan guarantees were approved after 
fiscal vear 19X. . 

13. Discussed 111 agency comments section of chapter 3. AddiGonally. 
Marad officials told us in January 1987 that the automated system that 
produces the ranking for each company in its portfolio was not fully 
operational and that information on the financial status of companies 
updated every t.? months. They said that reliable and useful reports will 
be available in Febrl1at.p 1987. \5’e met with the Deputy Associate 
Administraror for Maritime Aids on February 27? 1987, who said that 
the system was still not. fully operational. but that he would provide a 
copy of the report \vhen it was. The system was not operational in .Jul) 
1987 and, consequently. we were not provided a copy of the report. 

Marad officials told us that they did not prepare credit watch reports 
for .Januar), 1986, August lECS9 and April 198i. They also were unable 
to provide copies of the report for the 1 0-mont 11 period bet ween January 
1985 and November 198.5. Further. the March 198’7 credit Lvatch report 
listed the liner companies’ names only ivith little additional information 
on their title Xl loan guarantees. 
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14. When we stated that neither Marad nor GAO analyzed the entire loan 
portfolio to determ ine whether the November 1985 and June 1986 1ist.s 
were complete, we meant that Marad officials said they did not docu- 
ment the process for preparing a complete list of troubled companies. 
Therefore, we could not verify that the entire portfolio had been 
reviewed. and Marad program  managers could not verify that all compa- 
nies’ circumstances had been reviewed thoroughly and consistently. 

15. The @ ffice of Inspector General report stated on page 5 that “Marad 
recorded receivables of $106 m illion in its accounting records as of 
December 31, 1985.” 

The report also states on page 14 that “Title XI advances are recorded 
[on the Treasury Department books] as an interdepartmental 
receivable.” 

16. Except where otherwise noted, we have made changes to incorpo- 
rate DCX’S editorial con1ment.s 

Ii. The financial statements were officially approved and transm itted to 
t.he Treasury Department on December 30, 1986. 

18. “Pri\rate sector investors” is the generic phrase we used in this 
report. 
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