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The Federal Credit Policy Council is an interagency forum convened by the Office of Management and Budget (OMB) that provides advice and assistance to OMB and the Treasury in the formulation
and implementation of credit policies and serves as a mechanism to foster interagency collaboration and sharing of best practices. For more information, see Office of Management and Budget,
Policies of Federal Credit Programs and Non-Tax Receivables, Circular A-129 (January 2013), https:/fiscal.treasury.gov/files/dms/circ-a129-upd-0113.pdf.



https://fiscal.treasury.gov/files/dms/circ-a129-upd-0113.pdf.
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CBO’s Annual Estimates of the Cost of Federal Credit Programs

The Congressional Budget Office uses two discounted cash-flow approaches to
estimate the lifetime costs of federal credit programs.

= One approach discounts expected future cash flows by the yields on Treasury
securities of similar maturities, as prescribed in the Federal Credit Reform Act of
1990 (FCRA).

= The second approach incorporates market risk, the component of financial risk
related to macroeconomic conditions such as productivity and employment. That
IS called the fair-value approach.



Differences Between FCRA and Fair-Value Estimates of

Subsidies, Fiscal Year 2022

Billions of Dollars

By Lending Category
FCRA Fair-Value

Estimate Estimate Difference
Housing and Real Estate Loans -39.5 29.1 68.6
Commercial Loans 0.8 16.8 16.1
Student Loans 1.7 12.6 14.3
Consumer Loans * * | *
Total -40.4 58.6 99.0
0 20 40 60 80 100 120

Using FCRA procedures, CBO
estimates that the $2.2 trillion in
new loans and loan guarantees
projected to be issued by the
federal government in fiscal
year 2022 would generate
budgetary savings of

$40.4 billion over their lifetime
and thus reduce the deficit.

Using fair-value procedures,
CBO estimates that those loans
and guarantees would have a
lifetime cost of $58.6 billion and
thus add to the deficit.

* = between zero and $50 million. For more information, see Congressional Budget Office, Estimates of the Cost of Federal Credit Programs in 2022 (October 2021),

www.cbo.gov/publication/57412.
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http://www.cbo.gov/publication/57412

Parameters for Market Risk, Fiscal Year 2022

Risk Parameters

Loan Characteristics

Loan Lifetime Lifetime
Loss Maturity Default Rate Recovery Rate
Program Type of Lending Multiple (Years) (Percent) (Percent)
Housing / Real Estate

Single-Family Housing Credit Sales High Risk Residential n.a. 22 14.6 51.7
Broadband Treasury Rate Loans Commercial: Below B- 2.0 17 29.9 37.4
ReConnect Direct Loans Commercial: Below B- 2.0 17 42.0 27.2
ReConnect Grant Assisted Loans Commercial: Below B- 2.0 17 42.0 27.2
Rural Energy Savings Program Commercial: BBB 4.0 10 1.3 8.8
Treasury Electric Loans Commercial: AA+ 1.0 32 n.a. n.a.
Treasury Telecommunications Loans Commercial: A- 7.5 17 0.8 n.a.
Water and Waste Disposal Loans Commercial: AA+ 11.3 39 0.3 0.6
PLUS (Graduate) Student Loan 4.5 n.a. 13.5 51.5
PLUS (Parent) Student Loan 3.4 n.a. 24.5 45.2
Subsidized Stafford Student Loan 3.6 n.a. 21.7 67.9
Unsubsidized Stafford (Graduate) Student Loan 2.5 n.a. 17.5 50.9
Unsubsidized Stafford (Undergraduate)  Student Loan 2.6 n.a. 33.2 64.8
Historically Black Colleges and
Universities (HBCU) Commercial: B- 2.2 30 19.2 n.a.

For every program, CBO
provides a risk premium or
loss multiple that is used to
estimate the cost of market
risk.

n.a. = not applicable. For more information, see Congressional Budget Office, Estimates of the Cost of Federal Credit Programs in 2022 (October 2021),

www.cbo.gov/publication/57412.
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CBO’s Methods of Incorporating Market Risk in
Fair-Value Estimates

CBO uses two methods to incorporate the cost of market risk in its fair-value cost
estimates.

= The adjusted discount rate method discounts the same projected cash flows
as are used for FCRA but with a higher interest rate. That rate is equal to the
yields on Treasury securities of corresponding maturities plus a risk premium.
CBO uses that method for housing and real estate loans.

= The multiple-of-losses method adjusts projected cash flows by a loss multiple
and then discounts them using the yields on Treasury securities. CBO uses that
method for commercial loans, student loans, and other consumer loans.

CBO estimates risk premiums or loss multiples for every program using data on
how private investors price similar risks—that is, credits in the same sector with
similar default rates and maturities.
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Incorporating Market Risk Using the Multiple-of-Losses Method

CBO estimates the loss multiple as the ratio of the estimated risk premium to the
expected loss rate on similar private credits. In that calculation:

= The risk premium is the same one that CBO would estimate using the adjusted
discount rate approach.

= The expected loss rate is the average share of the loan balance, net of recoveries,
that defaults in each year.

The multiple-of-losses method is more accurate when applied to loans and loan
guarantees of longer maturities.

The multiple-of-losses and adjusted discount rate methods give similar estimates for
the cost of credit programs with maturities in the same range as the data on private
credits, but they give different estimates outside of that range.
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CBO’s Approach to Estimating the Cost of Housing and
Real Estate Loans

For the Federal Housing Administration’s (FHA’'s) Mutual Mortgage Insurance
guarantees, CBO adjusts the premiums observed for private mortgage insurance
(PMI) in these ways:

= |t increases them to account for the fact that FHA covers the entire mortgage and
PMI coverage is subject to limits.

= |t decreases them to account for other factors that contribute to premiums to isolate
market risk, such as administrative costs and the expected cost of default.

For mortgage guarantees issued by the Department of Veterans Affairs (VA), the
discount rate is estimated as a portion of the FHA's risk premium, reflecting VA's
partial guarantee.

For Fannie Mae and Freddie Mac, CBO considers PMI prices in combination with
other sources of data.



Estimates of the Risk Premium for Housing and
Real Estate Loans, Fiscal Year 2022

Program

Risk Premium
(Basis points)

Mutual Mortgage Insurance Fund
(Federal Housing Administration)

Fannie Mae and Freddie Mac
Department of Veterans Affairs

Other Housing and Real Estate Programs

90

37
40
60-90

A basis point is one one-hundredth of a percentage point.

©



CBO’s Approach to Estimating the Cost of Student Loans and
Other Consumer Loans

To estimate the cost of student loans and other consumer loans, CBO uses prices of asset-backed
securities (ABSs) that include subprime automobile loans, credit card receivables, private student
loans, and other personal loans. CBO uses ratings reports to determine the amount funded by
ABS investors, and the agency estimates that the remainder is funded equally by debt and equity.
The loss multiple is then based on the weighted average of three elements:

= The spread over Treasury rates for the ABS, minus a liquidity premium of 5 basis points,
= The estimated risk premium on debt, and

= The equity risk premium multiplied by the beta of the ABS sponsor. (Beta is a measure of the
sensitivity of the sponsor’s expected return to that of the overall market.)

For student loans, CBO adjusts future wages in its projections of required payments for borrowers
In iIncome-driven repayment plans by 2 percent to incorporate market risk in their wages (which
tend to go up and down with the state of the economy).

For more information, see Congressional Budget Office, Income-Driven Repayment Plans for Student Loans: Budgetary Costs and Policy Options (February 2020),
www.cbo.gov/publication/55968.
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https://www.cbo.gov/publication/55968

Estimates of the Risk Premium for Student Loans and
Other Consumer Loans, Fiscal Year 2022

Loss Rate Risk Premium
Risk Category (Percent) (Basis points) Loss Multiple
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Student Loans

Very Low 0.1t05.0 147 8.5
Low 51t07.0 224 4.5
Moderate 7.1t010.0 242 3.4
High 10.1to0 15.0 256 2.5

Other Consumer Loans

Very Low 0.1t05.0 143 6.3
Low 5.1t0 7.0 255 2.2
Moderate 7.1t010.0 403 1.5

High 10.1to 15.0 606 1.4




CBO’s Approach to Estimating the Cost of Commercial Loans

Bond Yield
Decomposition

Risk-Free Rate

Liquidity Premium

Rate of Default Losses

Market Risk Premium

CBO decomposes corporate
bond yields into four
components: the risk-free
rate, the liquidity premium,
the rate of default losses,
and the market risk premium.

The liquidity premium is
compensation for the risk
that a bond may not be
quickly converted into cash
without loss of value, and the
rate of default losses
represents the expected
default cost.
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Decomposition of the Investment-Grade Corporate Bond
Yield Spread, Calendar Years 1997 to 2020
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Data source: Congressional Budget Office.

To disentangle short-term
fluctuations from aggregate
risk measures, CBO uses
historical default probabilities
and averages across time
when estimating the market
risk premium applicable to
commercial loan programs.
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Estimates of the Risk Premium for Commercial Loans,
by Credit Rating, Fiscal Year 2022

Probability of Default,
1981 to 2019

Risk Premium

Credit Rating (Basis points) Loss Multiple
AAA 39 11.6
AA 48 11.2
A 72 8.6
BBB 113 5.4
BB 148 2.4
B 165 2.2

Below B- 192 2.0
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