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BACKGROUND

The Energy Policy Act of 2005 authorized the Department of Energy to guarantee loans
for new or significantly improved energy production technologies that avoid, reduce, or
sequester air pollutants and other greenhouse gases. As of December 2008, Congress
authorized the Department to make $42.5 billion in loan guarantees to support innovative
energy projects. These guarantees were authorized for up to 80 percent of the total
project costs and were designed to promote the commercial use of innovative
technologies. Under the terms of the Act, the loan guarantees are contingent upon
reasonable prospect of repayment by the borrower.

Consistent with the Energy Policy Act, the Department is responsible for soliciting and
evaluating loan applications, approving loan guarantees, and monitoring project and loan
guarantee performance. Through December 2008, the Department had issued five
solicitations for projects that support innovative clean coal technologies, energy
efficiency, renewable energy, advanced electricity transmission and distribution, and
nuclear and fossil energy projects. These solicitations were issued in three phases with
the first in August 2006, and the final in September 2008. Eleven substantially complete
applications requesting approximately $8.2 billion in loan guarantees had been received
by the Department in response to the first solicitation. The Department had begun the
review of applications and was in the process of completing due diligence procedures
necessary to evaluate projects received in response to the first solicitation. Under current
plans, the Department is to issue its first loan guarantees in the spring of 2009.

Because of the importance of this program as part of an effort to address the Nation's
most challenging and pressing energy needs; and, the potential risk of loss to the United
States taxpayers should default occur, we initiated this review to evaluate the
Department's progress in establishing internal and operational controls over its Loan
Guarantee Program (Program).

RESULTS OF AUDIT

While it had developed and implemented some key programmatic safeguards, the
Department had not yet completed a control structure necessary to award loan guarantees
and to monitor associated projects.
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In terms of positive steps, the Department established a Credit Review Board to make
recommendations to the Secretary of Energy for approval of loan guarantees; issued final
regulations for the guarantee program; hired staff with experience in Federal loan and
capital investment programs; and, identified eligible independent consultants to advise
the Department on major aspects of the projects.

However, in a number of critically important areas, the Department had not fully
developed and implemented controls necessary to successfully manage the Program.
Specifically, the Department had not yet:

e Finalized policies and procedures for evaluating loan applications, approving
loan guarantees, monitoring project and loan guarantee performance, qualifying
potential lenders and monitoring participating lenders;

¢ Formally documented portions of its applicant reviews, including information
about potential changes to an applicant's business environment; and,

e Formalized procedures for disbursing loan proceeds to successful applicants.

Notably, the Department had not finalized procedures necessary to estimate potential
losses in the event of loan default. After 15 months of negotiations, the Department
received approval from the Office of Management and Budget regarding the design and
implementation of a "Credit Subsidy Model" that is intended to estimate potential default
losses. This is an essential step since the estimated losses are to be used to determine the
amount an applicant must pay in advance of receiving a loan guarantee, thereby
mitigating risk to the taxpayer.

The Department had drafted but not finalized procedures for, among other things,
evaluating project financing and cash flow, and estimating potential recoveries in the
event of default, which are important data inputs to the Credit Subsidy Model since they
form the basis for the credit subsidy cost. According to management, these procedures
could not be finalized until final approval of the Credit Subsidy Model was obtained from
the Office of Management and Budget. Management further stated that it expected to
have the Credit Review Board approve the procedures in January 2009, prior to
presentation of the first loan guarantee to the Board. Subsequent to the completion of our
fieldwork, management informed us that they had finalized the "Title XVII of the Energy
Policy Act of 2005 Loan Guarantee Program Credit Policies and Procedures" manual and
that the Board approved the manual on January 15, 2009.

The Department had also not fully staffed the Loan Guarantee Program Office. Asof -
January 2009, the Program had 16 full-time federal employees, augmented by full and
part-time contract employees. According to Program officials, that staffing level was
sufficient to complete due diligence and credit reviews of the applicants to the 2006
solicitations and to manage the 2008 solicitations. However, it was their judgment that
the current staffing level was not adequate to, among other things, monitor disbursed

- loans and to complete the due diligence and credit underwriting for applicants responding
to the 2008 solicitation. Accordingly, the Program identified the need to hire an



additional 21 employees in Fiscal Year (FY) 2009. While the Department plans to hire
14 additional staff by the end of March 2009, management told us that it will be unable to
hire staff after that date unless additional funds requested in the Department's FY 2009
budget are actually provided.

The Department focused its efforts on issuing new solicitations for renewable energy,
nuclear and nuclear fuel facilities and clean coal projects. Program officials told us that
the emphasis on issuing solicitations was driven by the September 30, 2009, expiration
date of the 2008 loan authority of $38.5 billion, and concerns expressed by Congress,
industry and the public about rising energy costs and the availability of capital to finance
innovative energy projects. In recognition of the realities of the environment in which it
was operating, management chose to focus available resources on issuing new
solicitations — a path that absorbed staffing resources that could have been otherwise
directed towards finalizing important internal controls. '

In a prior report, Loan Guarantees for Innovative Energy Technologies (DOE/1G-0777,
September 2007), we concluded that the experience of other Federal agencies managing
loan guarantee programs demonstrated the importance of ensuring such programs are
adequately staffed and guided by robust administrative safeguards. The Department told
us that it was establishing the Program in a manner consistent with the "lessons learned"
outlined in our report.

Finally, the importance of adequate staffing and effective project and loan monitoring
policies and procedures has become even more critical since the Department told us that
it planned to make the Program Office responsible for parts of the credit evaluation and
monitoring of yet to be awarded direct loans to automobile manufacturers and suppliers.
The Energy Independence and Security Act of 2007 authorized the Department to make
up to $25 billion in direct loans to automobile manufacturers and suppliers to re-equip,
expand, or establish manufacturing facilities for advanced technology vehicles.

Under challenging circumstances, the Department had made progress toward designing
and implementing the Program. In conducting this audit, it became clear that the
Department faced a number of challenges in implementing the Loan Guarantee and -
related programs. These pressures will likely increase as the Department expands its loan
guarantee activities to implement the recently enacted American Recovery and
Reinvestment Act of 2009 which provides for the expeditious infusion of significant new
energy-related funding. On one hand, prompt action is needed to stimulate the U.S.
economy by implementing programs to advance U.S. energy interests. On the other
hand, the Department needs to ensure that its programmatic responsibilities are carried
out prudently and responsibly so as to reduce taxpayer exposure to financial loss. In this
context, we provided a number of recommendations to ensure that the Loan Guarantee
and related programs are supported by effective internal control structures. We recognize
that the goals of expediency and accountability may prove to be difficult to fully
reconcile. As such, the Department'’s decision makers will have to make challenging
risk/reward decisions as they proceed. It is our intent that the recommendations included
in this report will be helpful in this regard. '



MANAGEMENT REACTION

Management concurred with the recommendations and stated that it was in the process
of implementing corrective actions. Additionally, management stated that it is
committed to managing the Loan Guarantee Program Office carefully to maintain the
integrity of and to promote the objectives of the Program while protecting the American
taxpayer.

Actions taken or planned by management to improve controls over the Loan Guarantee
Program are responsive to our recommendations. These actions, if successfully
implemented, should help to reduce the Government's significant financial risk exposure
and assist the Loan Guarantee Program in meeting its overall objective of promoting the
use of innovative energy technologies.

Attachment

cc:  Office of the Deputy Secretary
Office of the Under Secretary
Chief of Staff
Office of the Chief Financial Officer
Director, Loan Guarantee Program
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