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OVERSIGHT OF DISTRICT OF COLUMBIA
CASH STATUS, OPERATING DEFICIT, AND
PRIVATE FINANCIAL MARKET ACCESS

FRIDAY, JULY 19, 1996

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON THE DISTRICT OF COLUMBIA,
COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT,
Washington, DC.

The subcommittee met, pursuant to notice, at 9:06 a.m., in room
2154, Rayburn House Office Building, Hon. Thomas M. Davis
(chairman of the subcommittee) presiding.

Present: Representatives Davis and Norton.

Staff present: Ron Hamm, staff director; Howard Denis, counsel;
Ellen Brown, clerk; and Cedric Hendricks, minority professional
staff member.

Mr. DAvis. Welcome to this oversight hearing on the District of
Columbia’s cash status, operating deficit and private financial mar-
ket access. I want to thank the ranking member of this subcommit-
tees Ms. Eleanor Holmes-Norton for working with me so closely on
pursuing these issues on a bipartisan basis. | am grateful, as well,
to our distinguished witnesses who will testify to this subcommit-
tee: Anthony Williams, chief financial officer of the District; Dr.
Andrew Brimmer, the chairman of the District of Columbia finan-
cial responsibility assistance authority; Dr. Gregory Holloway, Di-
rector of Governmentwide Audits, Accounting and Information
Management Division of the GAO; and Mr. William Hayden, senior
managing director for Bear, Stearns & Co.

[The prepared statement of Hon. Thomas M. Davis follows:]
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Jefvie we evested the Contol Board Tast year the credit rating for the District of Coluabia had
sunk o junk bond status

he District had no access 1o 1he private credit and bond markets
They had o money to pay crediturs and vendors

Fhe General Accounting Office confinmed under vath to this Subconmnitice that the District was
“insohvent,”

We responded by passing Tandmark fegistation. Vhe legishaton was bi-partisan and significant. It
passed without a discating vote

Now, ihis year, we we beginsing to see samw propress, although we can not be blind 1o the fact
that we still have a long way (o go

Now, the Disirict, with 1he help of the Control Board, has given Congress more credible numbers
o wark with

The District, in the person of Tony Williaras, the CFO, has a rational systan for paying all
crvdditors and \«,ndw> inan ordaly fashion

Aed b e are g the fird signs that the Distiict may be repaining eocess to the private
Crodit tarket, af leastin some cases and with certain canditions .

With the help of the Guaeral Accounting Office this Subcormittee reviewed, at a hearing on
March 17, 1995, the experionces of several lavge U8, dtics where comtiol boards were
establed Tnench of the citins we studied the event or cironmstances that most often led to the
establishimient of'a conirol board was the loss of access to e munivipal bund market, The saine
was irte for the Natien’s Capital




I was therefore very encouraged to Ieatn of the possibility that the District may now be ina
position 1o achicve a short term borrowing of $220 million from private lenders. The purpuse of
this hearing is to gather information on this development and to explore its significance. We of
course have serious questions as to any terms and conditions. ‘The occurance of this borrowing
in tieu of a further Treasury borrowing prompted me to call this hearing at this time. 1 belicve that
while this event is hopeful and important, it may be misunderstood by the public and some
ofticials. This is a Tax Revenue Anticipation Note - known as a TRANS - and is not a Jong-term
borrowing. This event does not address the Distiict’s long-term cash needs nor its accumulated
operating deficit. We will explote the inpotance of those itoms and the potential for dealing with
them

The District is clearly faced with an ongoing financial crisis centered around cash shostages,
budget deficits, and a motibund capital account. These crises may be causing futther delay in
implementing necessary and mandated budget and financial reforms There has even been a
supgestion that the growing secumulated operating deficit and flat revemies may deplete the
Distriet’s shott-term Treasuiy window in 1998 causing another insohency

Cleacly, as the GAO testified to the Appropristions Committee last month, the accumulated
operating deficit and continving cash shortages must be dealt with before substantial improvenent
can be realized ia resolving the District’s fiscal crisis 1look forwaid to hearing from our
witnesses on these and other related points as the Subcommittee continues to deal in a serious
way with the District’s financial situation Hopefully, to paraphrase Winston Churchill, while this
is not the beginning of the end in resolving the erisis, we may be, at long last, seady (o et 1o the
end of the beginning
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Mr. DAvis. I will now yield to Ms. Norton, the ranking member
of the subcommittee for any statements she may have.

Ms. NORTON. Thank you, Mr. Chairman.

The decision of Chairman Tom Davis to hold this hearing is an
important initiative because of all of the related financial issues
about which we will receive testimony this morning. More impor-
tant, however, this hearing marks the first time that there has
been an in depth airing of why borrowing to clear the District’s ac-
cumulated deficit is or is not appropriate. There are always good
reasons to oppose deficit financing of current obligations. The ques-
tion remains under what circumstances, if any, such deficit financ-
ing may be appropriate.

Congress has not been unalterably opposed to financing current
obligations with borrowed funds. Congress allowed the District to
do a long-term borrowing to eliminate the accumulated deficit in
1991. By now, everyone knows the new deficit that has resulted
was not a question of poor management alone. At the same time,
everyone concedes that the District did not begin to reduce ex-
penses soon enough to control spending despite the warning signs.
However, objective analysts also admit that under the best of cir-
cumstances huge increases in Medicaid and other State expenses
carried by the city and the flight of middle-income taxpayers has
put the District in a uniquely difficult situation. A borrowing now
has little to do with the District government.

Unlike the 1991 long-term borrowing, proceeds from any new
borrowing will be controlled by the Authority and the chief finan-
cial officer. Moreover, the proceeds will not go to the District gov-
ernment, as before, but to the hidden victims of the District’s insol-
vency, particularly vendors and others whom the District owes
money.

Current death baring statistics tell a story of DC residents who
are increasingly impatient with the city’s financial crisis and the
pace of recovery. We lost more of our people from 1990 to 1995
than we lost during the entire 1980’s. Their continuing abandon-
ment of the city must be arrested or taxpayer flight alone will
doom every single effort under way to repair the city’s finances and
government.

The city and the Authority have been working night and day to
quicken the pace before the crisis overwhelms them. If Congress
wants them to dig out of the hole instead of digging the hole, this
body must do more than cut the budget every year after deep con-
sensus cuts have already been achieved.

The serious problems this city faces—congressionally accumu-
lated pension liability, a Federal payment of steeply declining real
dollar value and out-of-control State costs, such as Medicaid, can
be addressed only by this body. Next year, we cannot afford an-
other fiscal year like this one where, in part because of harshly
gratuitous and counterproductive cuts and a delay in the receipt of
Federal payment, conditions worsen rather than improve.

In some ways, the District has made very commendable progress
with no help whatsoever from the Congress of the United States.
I applaud the District and the Authority for securing a $220 mil-
lion loan from Lehman Brothers despite the District’s credit rating
remaining below investment grade. This loan offers objective proof
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of significant progress and the beginning of renewed confidence in
the city. As a result of this loan, the District should be able to meet
its financial obligations through the end of the current fiscal year.

While this loan does not represent full access to the market, it
certainly shows progress in that direction. Surely this progress
qualifies the District for its first help from Congress in almost 5
years, especially when that help consists only of the authority to
borrow in order to eliminate an accumulated deficit that all admit
cannot be eliminated in any other way.

How long is the city to be expected to live in a crisis mode with
cash shortages, vendor bills and capital fund depletion? If the city
goes down, and becomes a permanent basket case, history will
record that it began in the 104th Congress where delay in borrow-
ing as a one-sided strategy to slash government killed the city. It
will be on our watch and on our conscience.

The 104th Congress is almost over, but there is still time. A long-
term borrowing for the District would help rescue this session of
Congress from a harsh and bitter epitaph.

I welcome today’s witnesses and commend them on their work
and look forward to their testimony.

Mr. Davis. Thank you very much, Ms. Norton.

What I would like to do now is hear from the first panel of four.
I think it will be much faster to do that. I would like to welcome
and introduce the panel which will include Chief Financial Officer
Anthony Williams, Control Board Chairman Dr. Andrew Brimmer,
the GAO Division Director Gregory Holloway and Mr. William
Hayden at Bear, Stearns.

It is the policy of this committee that all witnesses be sworn be-
fore they testify, if you would rise and raise your right hands.

[Witnesses sworn.]

Mr. DAviS. Please be seated. The subcommittee will review any
witness statements you care to submit. We ask that any oral testi-
mony be no longer than 10 minutes. I will start with Mr. Williams.
'(Ii‘h_ank you for being here today and thanks for the job you are

oing.

STATEMENTS OF ANTHONY A. WILLIAMS, CHIEF FINANCIAL
OFFICER, DISTRICT OF COLUMBIA GOVERNMENT; ANDREW
F. BRIMMER, CHAIRMAN, DISTRICT OF COLUMBIA FINAN-
CIAL RESPONSIBILITY AND MANAGEMENT ASSISTANCE AU-
THORITY; WILLIAM H. HAYDEN, SENIOR MANAGING DIREC-
TOR, BEAR, STEARNS & CO. INC; AND GREGORY M.
HOLLOWAY, DIRECTOR, GOVERNMENTWIDE AUDITS, AC-
COUNTING AND INFORMATION MANAGEMENT DIVISION,
GENERAL ACCOUNTING OFFICE

Mr. WiLLIAMS. Thank you, Mr. Chairman. I appreciate that.

Mr. Chairman, it is appropriate to be here today to discuss the
District’s cash-flow situation, access to credit markets, operating
deficit and long-term financing needs because today as I speak with
you the District is completing its first public market debt borrow-
ing since the creation of the DC Financial Management Assistance
Authority and the establishment of the Office of Chief Financial Of-
ficer. This financing was a resounding success and represents a
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first step toward fully regaining the credit market’s confidence in
the District and returning to investment grade.

Yesterday, around 11 a.m., the District entered the capital mar-
ket with a $220 million issuance of short-term notes. The moneys
from the borrowing are being used to fund District expenses until
its tax revenues are available later this fall. These notes were
priced with a coupon of 5.5 percent and a yield to maturity of 4.5
percent. Including the cost of issuance, this financing represented
a true interest cost of 5.42 percent—below our corresponding U.S.
Treasury borrowing rate. The notes were not rated by any of the
national rating agencies and were sold to institutional investors
and were underwritten by the investment firm of Lehman Broth-
ers.

Today’s public sale of the District notes does not mean that the
District has the full confidence of Wall Street that it had prior to
its severe fiscal crisis. It does not mean that the District no longer
needs the support of U.S. Treasury borrowings. The District will
need to access the U.S, Treasury in early fiscal year 1997 as its
cash needs will exceed fiscal year 1997 projected expenditures.

However, today’s public notes sale must be seen as a first step
toward the goal of the District achieving investment grade ratings
on its debt. This is a long-term objective and took years for other
major cities in financial crisis to achieve. By accessing the public
markets, the District is adding the discipline of the public markets
to ensure that the short-term goals and obligations are satisfied.
The District will continue to seek market access and discipline in
achieving our long-term goals.

Mr. Chairman, there are a number of questions that you have
asked, and I wish to answer them briefly in this testimony. The
first is, what is the impact on the District and its ability to imple-
ment needed reforms of the accumulated operating deficit?

The District’s accumulative operating deficit is being financed by
utilizing current year’s revenues to finance previous year’s expendi-
tures. The resulting cash-flow shortages are financed by borrowings
from either the U.S. Treasury and/or the public markets. Specifi-
cally, the District borrows from the U.S. Treasury in the current
year and repays the loan in the next fiscal year with its Federal
payment. The only practical way to break this cycle is to perma-
nently finance the deficit with long-term bonds. Without a long-
term borrowing, the District must continue the cycle of borrowing
from next year’s revenue.

I have testified before to this committee regarding the accumu-
lated deficit and its negative effect on the District’s operations. The
District cannot properly function as an efficient government if it is
forced to carry this burdensome deficit. Long-term budgeting is
made more difficult, short-term borrowing costs are increased, and
cash-flow pressures will continue to be severe unless the District
is able to refinance this deficit. If this situation is not addressed
and resolved, the District’s vendors are at risk of not receiving
timely payment. Ultimately, the District is at risk of not receiving
efficient services from its vendors unless the deficit is eliminated.

By proposing a long-term deficit financing, the District and the
Authority are seeking approval to borrow for deficits, but this is,
in practice, what is currently being done through the District’s U.S.
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Treasury cash-flow borrowings. What the District and the Author-
ity are requesting is a more efficient method of paying for these
deficits. Long-term borrowing provides the most efficient deficit fi-
nancing method. It will allow us to better budget interest cost, plan
for the timing of capital improvements, and more quickly reestab-
lish investment grade ratings. Importantly, if the District is unable
to finance its accumulated deficit and unable to access capital
funds from sources other than U.S. Treasury borrowings, the Dis-
trict will run out of cash in fiscal year 1998.

In what way is the District’s cash situation impacted by the an-
nounced borrowing from Lehman Brothers and what does that
transaction represent or not represent about the District’s ability
to access the private financial markets for the long term?

Generally, the Lehman Brothers proposal did not impact the Dis-
trict’s cash situation as the District would have proceeded with the
U.S. Treasury borrowing if the public market sale had not been
available. That being said, there may be some deferral of vendor
payments at the end of the fiscal year to make sure that there are
sufficient cash reserves available after the repayment of the notes
due September 30, 1996. Our cash-flows now project a need to
defer $20 million of Medicaid payroll—$10 million in local funds—
and $14 million in general payables. These projected deferrals are
estimated to be less in total than the District has deferred in prior
years.

With a below-investment-grade bond rating, the committee has
asked, can the District complete a long-term borrowing with rea-
sonable conditions at this time? In the foreseeable future?

In terms of access to the public markets, the Lehman Brothers
proposal is an indication of the market’s perception of the District
of Columbia’s improving financial condition. I would add, our im-
proving financial condition acting—managing our financial affairs
under the auspices of the Authority because it has been clear to me
in talking to investors over the last week that the Authority does
indeed have special standing in the minds of investors. We have
talked about the autonomy and independence obviously operating
within the executive branch, but the autonomy and independence
of the CFO in managing the city’s cash, the investors have looked
beyond this to the Authority for that overall bulwark in terms of
confidence and reliability; and I want to emphasize that.

Having said that, in terms of the public markets this proposal
does represent a market’s perception of our improving financial
condition.

Over the past 2 months, the District and the Authority have
been receiving various types of unsolicited proposals for long-term
borrowing. The District, with the support of the Authority, is begin-
ning to generate investor confidence that it has the controls and
processes in place to ensure that its debts are repaid in a timely
manner. There is no question that the District now has market ac-
cess, the question is at what rate, at what terms, with what struc-
ture, and with what further constraints the District would have to
live under in order to access the market. These are the questions
that the District, our financial advisors and the Authority will be
working to answer over the next few months. What must happen
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in order for the District to regain an investment-grade rating and
be able to attract reasonable conditions for long-term borrowing?

The underlying structure of the District’s credit has changed in
the past year. Advances from the Treasury are now capped by the
amount of the Federal payment and the U.S. Treasury has a first
lien on the Federal payment prior to bondholders. Furthermore, the
Federal payment is now deposited with the Authority which has
sole discretion of how the payment is pledged and/or used. While
these changes have had the effect of making the District’s credit
based upon its own resources, this has occurred at a time when the
District’s financial crisis is most severe.

Notwithstanding the above, the District has received indications
of interest from underwriters and investors to purchase a “struc-
tured” financing of the District and/or the Authority. The District
hopes to work with the Authority over the next few months to de-
velop a formal solicitation of ideas on how the District’s financing
needs can best be met. We believe that in light of the successful
sale of the $220 million financing and investor indications that the
District and the Authority can attract financing at reasonable rates
and terms.

Finally, Mr. Chairman, I want to defer to our other panelists, es-
pecially Dr. Brimmer. There is the question of, can the Control
Board attain an investment-grade rating? We should let the Con-
trol Board speak for itself, but again, it is clear to me that the Con-
trol Board enjoys a special confidence among investors in terms of
the management of the city’s financial and fiscal affairs.

In terms generally of an investment-grade rating, I think the
question of an investment-grade rating for the city is this: That is
the District and/or the Authority can generate debt on investment-
grade basis. The question becomes, in generating a credit structure
and coverage that enjoys investment grade are we damaging the
rest of our credit for existing investors because we have great pres-
sures right now on local revenues in terms of debt service?

With that, Mr. Chairman, I would be happy to enter my remarks
formally on the record and answer any questions you may have
after the other panelists.

Mr. Davis. Without objection it will be entered in the record.

[The prepared statement of Mr. Williams follows:]



Testimony of Anthony A. Williams
Committee on Government Reform and Oversight
July 19, 1996

1t is appropriate to be here to discuss the District’s cash flow situation, access to credit markets, operating
deficit and long-term financing needs. Because today, as I speak here with you, the District’s is completing
its first public market debt borrowing since the creation of the DC Financial Management Assistance
Authority and the establishment of the Office of the Chief Financial Officer. This financing was a
resounding success and represents a first step towards fully regaining the credit market’s confidence in the
District and returning to investment grade.

Yesterday, around 11:00 A.M., the District entered the capital market with a $220 million issuance of
short-term notes. The moneys from the borrowing are being used to fund District expenses until its tax
revenues are available later this fall. These notes were priced at a coupon of 5.50% and 2 yield to maturity
of 4.50%. Including the cost of i , this fi ing Ited in a true interest cost of 5.42% — below
our corresponding U.S. Treasury borrowing rate. The notes were not rated by any of the national rating
agencies and were sold to institutional investors and underwritten by the investment firm of Lehman
Brothers.

Today’s public sale of District tax anticipation notes doeg ot mean that the District has the full confidence
of Wall Street that it had prior to its severe fiscal crisis. It does not mean that the District no longer needs
the support of U.S. Treasury borrowings — the District will need to access the US Treasury in early FY
1997 as its cash needs will exceed FY 1997 projected expenditures.

However, today public note sale must be seen a first step towards the goal of the District achieving
investment grade ratings on its debt. This is 2 long-term objective and took years other major cities in
financial crisis years to achieve. By accessing the public markets, the District is adding the discipline of
the public markets to ensure that short-term financial goals and obligations are satisfied. The District will
continue to seek the capital market assistance and discipline in achieving our long-term gaols.

1. What is the impact on the District and its ability to implement needed reforms of the accumulated
operating deficit?

The District’s accumulative operating deficit is being financed by utilizing current year’s revenues to
finance previous year’s expenditures. The resulting cash flow shortages are financed by borrowings
from either the U.S. Treasury and/ or the public markets. Specifically, the District borrows from the
U.S. Treasury in the current year and repays the loan in the next fiscal year with its Federal Payment.
The only practical way to break this cycle is to permanently finance the deficit with long-term bonds.
Without a long-term borrowing the District must continue the cycle of borrowing from next year’s
revenue.

T have testified before to this Committee regarding the accumulated deficit and its negative effect on the
District’s operations. The District can not properly function as an efficient government if it forced to
carry this burdensome deficit. Long-term budgeting is made more difficult, short-term borrowing costs
are increased, and cash-flow pressures will continue to be severe unless the District is able to refinance
this deficit. If this situation is not addressed and resolved, the District’s vendors are at risk of not
receiving timely payment. Ultimately, the District is at risk of not receiving efficient services from its
vendor unless the deficit is eliminated.
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By proposing a long-term deficit financing, the District and the Authority are seeking approval to
borrow for deficits, but this is in practice what is currently being done through the Distnict’s US
Treasury cash flow borrowings. What the District and the Authority are requesting is a more efficient
method of paying for these deficits. Long-term borrowing provides the most efficient deficit financing
method. It will allow us to better budget interest cost, plan for the timing of capital improvements, and
more quickly reestablish investment grade ratings. Importantly, if the District is unable to finance its
accumulated deficit and unable to access capital funds from sources other the than US Treasury
borrowings, the District will run out of cash in FY 1998.

Additionally, the District’s access to US Treasury borrowings must be maintained. Without Treasury
borrowings, the District does not have the access to current year funds to continue to operate.

In what way is the District's cash situation imp d by the ed borrowing from Lehman
Brothers and what does that transaction represent or not represent about the District’s ability to
access the private financial markets for long-term?

Generally, the Lehman Brothers proposal did not impact the District’s cash situation as the District
would have proceeded with a US Treasury borrowing if the public market sale had not been available.
That being said, there may be some deferral of vendor payments at the end of the fiscal year to make
sure that there are sufficient cash reserves available after the repayment of the Notes due, September
30, 1996. Our cash flows now project a need to defer $20 million of Medicaid payroll ($10 million in
local funds), and $14 million in general payables. These projected deferrals are estimated to be less in
total than the District has deferred in prior years.

With a below investment grade bond rating can the District complete a long-term borrowing at)
reasonable conditions at this time? In the foreseeable future?

In terms of access to the public markets, the Lehman Brothers proposal is an indication of the market’s
perception of the District of Columbia’s improving financial condition. Over the past two months, the
District and the Authority have been receiving various types of unsolicited proposals for long-term
borrowing. The District, with the support by the Authority, is beginning to generate investor
confidence that it has the controls and processes in place to insure that its debts are repaid in a timely
manner. There is no question that the District now has market access, the question is at what rate, at
what terms, with what structure, and with what further constraints the District would have to live under
in order to access the market. These are the questions that the District, our financial advisors and the
Authority will be working to answer over the next few months.

What must happen in order for the District to regain an investment grade rating and be able to
attract reasonable conditions for long-term borrowing?

The underlying structure of the District’s credit has changed in the past year. Advances from the
Treasury are now capped by the amount of the Federal payment and the U.S. Treasury has a first lien
on the Federal payment prior to bond holders. Furthermore, the Federal Payment is now deposited with
the Authority which has sole discretion of how the payment is pledged and or used. While these
changes have had the affect of making the District’s credit based upon its own resources, this has
occurred at a time when the District financial crisis is most severe.
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Notwithstanding the above, the District has received indications of interest from underwriters and
investors to purchase a “structured” financing of the District and/or the Authority. The District hopes
to work with the Authority over the next few months to develop a formal solicitation of ideas on how
the District’s financing needs can best be met. 'We believe that in light of the successful sale of the
$220 million financing and investor indications that the District and the Authority can attract financing
at reasonable rates and terms.

The District is and must continue to take a long-term perspective at improving its credit and achieving
an investment grade ratings. The District (or the Authority) can achieve an investment grade rating,
but the question is now at what cost. What kind of revenues need to be tied up. In addition, the
District must have support of the Federal Government to resolve its long-term structural imbaiance.
With revenues being stagnate and obligations continuing to increase the District must have some relief.
Additional revenues need to be made available to the District or the Authority without further eroding
the District’s tax base. Further, significant obligation and cost shifting from the District to the Federal
government must occur in terms Medicaid reimbursement, pensions obligation, prisons costs, etc. or
the District can not continue to be long-term viable entity.

Can the control board attain an investment grade rating? Under what conditions?

Both the Control Board and the District can borrow funds at an investment grade basis — the question
is — at what cost to the District.

To achieve an investment grade rating, the District could either take a specific revenue and pledge to
bondholders or alternatively the District could to grant a revenue to the Authority and the Authority
could pledge it to bondholders. However, the critical issues here is, assuming new revenues are not
forthcoming, this what would happen to the District’s existing general obligation bonds. In fact, one of
the rating agencies, Standard & Poor’s Corporation, has indicated that taking existing revenue and
pledging it to bonds (either the District or the Control Board) would result in stress on the District’s
general credit.

Therefore, the optimal strategy for the District would be to receive additional revenues, that could be
used to support or supplant revenues used for an investment grade financing debt service.
Alternatively, the District and the Control Board and the must work with the District’s existing
resources and negotiate with the credit markets to achieve affordable borrowing without impairing the
security of the District’s current bondholders.

Another suggestion for generating cash other than a direct borrowing would be able to restructure
or refinance outstanding obligations. How much of the District’s outstanding debt could be
restructured? At what annual savings and at what long-term additional costs? Is there a reasonable
mechanism to increase the amount of outstanding obligations which could be restructured?

There are two basic reasons why local governments restructure its debt. First, local governments
refinance for present value debt service savings by replacing high interest debt with Jowering interest
debt. Second, local governments have refinanced near-term debt with longer term debt by extending
the maturity in order to either reduce operating budget pressures or to smooth out debt to create
additional capacity. The District has in the past used both of these restructuring techniques.

In terms of refundings for savings, over the last several years, as interest rates declined the District has
refinanced in excess of $1.2 billion of high coupon bonds with lower coupon securities and have
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achieved substantial present value debt service savings. While we continue to pursue additional
financing opportunities, given market conditions and the District’s lower rating which translates into
relatively higher borrowing costs, debt service savings from refinancing will be very difficult to
achieve.

In terms of restructuring for operating cash flow relief and/or generating additional debt capacity, the
District has extended the maturities of certain of its outstanding bonds. This type of financing
generally entails present value debt service savings costs and as such have been pursued in combination
with new money and/or deficit financing.
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Mr. Davis. Dr. Brimmer.

Mr. BRIMMER. Thank you very much, Mr. Chairman. I am de-
lighted that I was asked to appear today and testify on behalf of
the Authority.

First, let me say, Mr. Chairman, that I have a prepared state-
ment which I would ask be put in the record; and I will make some
oral comments basically summarizing several of the main points in
that written statement.

As you attested, I am pleased to discuss several financial issues
particularly the District’s prospects for regaining reasonable access
to the private financial markets and the status of the accumulated
deficit. I think it is important to consider these issues in the con-
text of the consensus 1997 financial plan and budget sent to the
Congress last month.

As you know, the Mayor, the Council and the Authority, after
much discussion and collaboration, did submit a consensus budget.
We determined that the proposal that resulted from that discussion
is in conformance with the act, will promote financial stability of
the District government, and will further the interests of the people
of the District. Everyone should recognize the progress—reflected
in this budget—that the District has made in improving the condi-
tions under which the budgets are formulated and implemented. I
can also report that the situation that existed in the past with re-
spect to the preparation and submission of budgets was not alto-
gether sound.

As I mentioned earlier, working with the Mayor and the Council
and the chief financial officer, we did put forward that budget and
we have asked the House and the Senate to accept the rec-
ommendation. They do provide the background for an assessment
of the District’s overall financial situation and its prospects for ac-
cess to the capital markets.

In my statement, Mr. Chairman, I describe a number of indica-
tors of the progress we have made, in sum, that all add up to a
conclusion for me that there has been a demonstration to investors
that the city has improved its financial management. It dem-
onstrates also that, through the Authority, there has been provided
a means of assuring to investors that the city will be able and is
committed to meeting its responsibilities with respect to the repay-
ment of debt which has just been borrowed.

It is these types of activities that give us hope for the District’s
future. Positive results related to financial and management issues
are having a healthy impact on the city, on how it is viewed. The
Authority believes that these deservable and very welcome changes
in the District’s operations are responsible for the recent reaction
from the private markets.

Mr. Williams has already described the short-termm borrowing
that has just been concluded; and it is being closed today, by the
way. I, just sitting at this table, signed a document which is part
of that closing, testifying to the Financial Control Board’s commit-
ments.

Now, however, we should keep in mind what this particular
transaction does and what it does not do. First, this is a borrowing
to cover short-term cash needs. It is not a borrowing to provide any
additional funds to help finance expenditures beyond the budget.
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Now, this borrowing was necessary because there is traditionally a
gap between the city’s collection of property tax revenues in the
spring and the collection of revenues in the fall. Therefore, that gap
has to be funded.

In the past, the Treasury has been the source of borrowing. Last
year that was the case. The year before the city has been able to
borrow—that is, in fiscal 1995, the city was able to borrow from the
capital to cover that same short-term deficit. It borrowed something
like $250 million. This year, up to now, the city has borrowed from
the Treasury seven times to finance short-term needs. This latest
borrowing is the latest example of that borrowing.

Now, as I have said, since the revenues are expected to be re-
ceived prior to the repayment of the revenues from taxes and are
expected to be received prior to the repayment date and that is es-
timating amounts, no additional revenue will be needed to repay
the loan. As stated earlier, the short-term borrowing was antici-
pated and included the 1996 financial plan and budget approved by
the Authority.

I have to mention that in addition to determination that the pro-
posed borrowing structure might be considered reasonable market
access under our act, the District requested the Authority’s ap-
proval of the transaction, as well as the Authority’s participation
as a provider of additional security for the transaction through the
execution of a letter agreement with the Mayor and the chief finan-
cial officer. As I said, just a few minutes ago, 1 signed that letter
at this table.

To go further with this borrowing, the Authority considered
many issues, including the Authority’s role in the transaction as a
provider of additional security. Specifically, the letter of agreement
provides a guarantee that portions of the Federal payment would
be used to repay investors should the District not otherwise meet
its obligations for repayment.

Second, whether the transaction is consistent with the financial
plan and budget.

Third, whether the terms of the act passed by the Council of the
District of Columbia were acceptable to the Authority.

With respect to acting as a guarantor of repayment, the Author-
ity, by request of the District, by means of that letter of agreement
covenant, will degosit in the note escrow account any deficiency of
any principal and interest on the note from the 1997 Federal pay-
ment held by the Authority upon receipt from the Treasury. Ac-
cording to the escrow agreement, the District is required to fund
an escrow account beginning with the receipt of certain proceeds
from the real property tax receipts. Those are all in place and we
will take responsibility, as I say, to assure that they are repaid.

We will also take responsibility for working with the chief finan-
cial officer to assure that the funds, as they come in, are channeled
into the escrow account so there will not be, at the end of the pe-
riod, a huge deficit. So as the taxes come in, a schedule has been
worked out whereby funds will be contributed in place of the es-
crow account. The chief financial officer would take responsibility
for seeing that that is done.

Now, we also found that the borrowing is consistent with the cur-
rent financial plan and budget. We came to that conclusion based
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on our review of the transactions and its implications, as well as
from discussions with the chief financial officer.

Finally, the Authority approved the Council’s Note Act, which
was the legislative branch’s acceptance of the proposed borrowing,
with the stipulation that nothing in the act blocked the Authority
or the Chief Financial Officer from exercising their respective roles
under the act. We thought that was important because, depending
on how you look at the legislation, there were some possible inter-
pretations which would have imposed limitations on the chief fi-
nancial officer. We wanted to make sure that wasn’t the case.

Let me turn now to the question of long-term borrowing. First,
again we must keep in mind that in addition to short-term borrow-
ing, the fiscal 1997 budget financial plan does address the need for
borrowing to finance the effect of accumulated deficits and borrow-
ing for capital investment. As we stated in our May 8 report, the
Authority concurs with the need for borrowing, both for the deficit,
as well as for capital needs.

With regard to the timing of a long-term financing, the financial
plan and budget includes a recommendation for a long-term deficit
borrowing in fiscal year 1997. A post-fiscal year 1996 financing
would allow time for achieving anticipated results and assessing
progress toward financial and management improvement goals.
Also, this timetable would be supported by some continued borrow-
ing on a short-term basis from the Treasury or other sources as
needed. We further, therefore, recommended that the District ex-
plore options for long-term financing in fiscal year 1997. In pass-
ing, we should note that both New York and Philadelphia did bor-
row long term to finance their accumulated deficit.

Our law does contemplate long-term financing for the District.
While capital borrowings have already been authorized by the law,
any long-term deficit borrowings will require congressional ap-
proval. We are exploring our options to accomplish this goal and
great flexibility will be needed to determine the appropriate struc-
ture of any such undertaking. That is why, in our reports on the
fiscal year 1997 financial plan and budget, the Authority rec-
ommended that Congress should authorize the District to borrow
long term up to a maximum amount for fiscal year 1997; and the
Authority should be given power to decide the following: when the
District can borrow, the specific amount of the borrowing, the
terms and conditions of the borrowing, the collateral to be placed
for security, and the specific uses of the proceeds from the borrow-
ing.
gI‘he above changes are needed whether the District borrows, on
its own account, from the Treasury or in the private capital mar-
ket; or whether the Authority borrows in the private market on be-
half the District.

Mr. Chairman, I have in the rest of my statement some addi-
tional comments about market access, and I also have some com-
ments on various reforms which we think are necessary to
strengthen the ability of the city to enter the long-term market in
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the future. I will leave those for my written statement in the
record, Mr. Chairman, and I would be delighted to respond to your
questions.

Mr. DAvis. Thank you. Without objection, the rest of your state-
ment will be put in the record.

[The prepared statement of Mr. Brimmer follows:]
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Mr. Chairman and Members of the Subcommittee:

My name is Andrew F. Brimmer, and | am Chairman of the District of
Columbia Financial Responsibility and Management Assistance Authority
(Authority). On behalf of the Authority, thank you for the opportunity to appear
before the Subcommittee today.

Introduction .

Mr. Chairman, as you requested, | am pleased to discuss several financial
issues, particularly the District's prospects for regaining reasonable access to
the private financial markets and the status of the accumulated deficit. | think it is
important to consider these issues in the context of the consensus FY 1897
Financial Plan and Budget sent to the Congress last month. As you know, the
Mayor, the Council of the District of Columbia, and the Authority have reached a
consensus on the Fiscal Year 1997 Financial Plan and Budget. The Authority
determined that, in accordance with Public Law 104-8, this budget and financial
plan (1) is in conformance with the Act; (2) wiil promote the financial stability of
the District government; and (3) will further the interests of the people of the
District of Columbia. This consensus budget has been possible because of
cooperation and a free exchange of information and views.

Everyone should recognize the progress - reflected in this budget -- that
the District has made in improving the conditions by which budgets are
formulated and implemented. In the past, it has been the unreliable nature of
financial information, a series of questionable budget assumptions and
forecasts, and a penchant for budgetary gimmicks used to hide the fiscal truth,
that contributed to the District's financial crisis.

| can report that this situation no longer exists. The Authority, after
working with Mr. Anthony Williams, the independent Chief Financial Officer of
the District of Columbia, and the Executive and Legislative branches of the
District Government, has concluded that the fiscal 1997 budget meets the tests
of reasonableness and reliability — to the extent that the City's antiquated
financial systems permit. All of us — the Mayor, the Council, the CFO and the
Authority - support this budget.

| wish also to emphasize that this budget is not simply a paper document.
A realistic budget document is being accompanied by concrete action.
Numerous reforms outlined in the budget are aiready beginning to occur. For
example, a cornerstone of the budget is the reduction in the number of District
workers from more than 40,000 at the beginning of this fiscal year to 30,000 in
fiscal year 2000. In fact, progress toward this objective already has been
substantial, and we fully expect the District to meet the interim target of 33,850
FTEs by the end of this fiscal year. Other critical reforms also are moving
forward, including significant changes in Medicaid management, improving
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service delivery by converting the District's health care system to a Public
Benefit Corporation, and major steps to reform procurement, particularly at the
trouble-plagued Department of Human Services.

Short-term borrowing

Mr. Chairman, it is these types of activities that give us hope for the
District’'s future. Positive results related to financial and management issues
are having a healthy impact on the City — and how it is viewed. The Authority
believes that these discernible, and very welcome, changes in the District's
operations are responsible for the recent reaction from the private markets.

As you know, on July 15, 1996, the Authority approved a short-term
borrowing for the District to obtain $220 million from the private markets to meet
its short-term cash needs. That amount of the borrowing was provided for in the
FY 1996 budget. However, at the time, we thought the funds would have to
come from the U.S. Treasury. Therefore, we were pleased that -- with the
Authority providing assurance of timely repayment -- private investors were
willing to lend to the City.

Mr. Chairman, | think it is important to state not only what this borrowing is
— but also what it is not. It is not intended to address long-term capital concerns
or the accumulated deficit. It is a short-term seasonal borrowing to assist the
City with a cash shortage occurring entirely within this fiscal year. The
proceeds of this borrowing would be used to cover the District's normal shortfalls
that occur midway between receipt of the spring property taxes and receipt of the
fall property taxes. Because the borrowing is seasonal in nature, the repayment
of the loan is dependent on the timing and the amount of the receipt of revenues.
Since these revenues are expected to be received prior to the repayment date
and at the estimated amounts, no additional revenue will be needed to repay the
loan. As stated earlier, this short term borrowing was anticipated and included in
the 1996 financial plan and budget approved by the Authority.

After making an initial determination that the propased borrowing
structure might be considered reasonable market access under District of
Columbia Financial Responsibility and Management Assistance Authority act of
1995, Public Law 104-8, (the Act), the District requested the Authority’s
approval of the transaction as well as the Authority's participation as the provider
of additional security for the transaction through the execution of a letter
agreement with the Mayor and the Chief Financial Officer.

To go forward with this borrowing, the Authority considered several
issues, including: 1) the Authority’s role in the transaction as a provider of
additional security. Specifically, the letter of agreement provides a guarantee
that portions of the Federal Payment would be used to repay investors should
the District not otherwise meet is obligations for repayment, and; 2) whether the
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transaction is consistent with the financial plan and budget, and; 3) whether the
terms of the Note Act passed by the Council of the District of Columbia were
acceptable to the Authority.

With respect to acting as a guarantor of repayment, the Authority, by
request of the District, by means of a letter agreement covenant, will deposit in
the note escrow account any deficiency of any principal and interest on the
notes from the 1997 Federal Payment held by the Authority upon receipt from
the Treasury. According to the escrow agreement, the District is required to fund
an escrow account beginning with the receipt of certain proceeds from the real
property tax receipts. Proceeds availabie to fund the escrow include property
taxes not already dedicated to the long term general obligation bonds, sales
taxes and other fees.

The Authority also found the borrowing consistent with the current
financial plan and budget. The Authority came to that conclusion based on its
review of the transaction and its implications, as well as discussions with the
Chief Financial Officer. Finally, the Authority approved the Counci’'s Note Act,
which was the Legislative Branch's acceptance of the proposed borrowing — with
the stipulation that nothing in the Act blocked the Authority or the Chief Financial
Officer from exercising their respective roles under P.L. 104-8.

Long Term Borrowing

In addition to short-term borrowing, the fiscal year 1997 budget and
financial plan addresses the need for borrowing to finance the effect of
accumulated deficits, and borrowing for capital investment. As we stated in our
May 8 report, the Authority concurs with the need for borrowing, both for the
deficit, as well as for capital needs. -

With regard to the timing of a long term financing, the financial plan and
budget includes a recommendation for a long-term deficit borrowing in fiscal
year 1997. A post fiscal year 1996 financing would allow time for achieving
anticipated results and assessing progress toward financial and management
improvernent goals. Also, this timetable could be supported by some continued
borrowing on a short-term basis from the Treasury or other sources. The
Authority, therefore, recommended that the District explore options for a long
term financing in fiscal year 1997. In passing, we should note that both New
York and Philadeiphia did borrow long term to finance their accumulated deficits.

P.L. 104-8 contemplates long term financing for the District. While capital
borrowings have already been authorized by P.L. 104-8, any long-term deficit
borrowings will require congressional approval. We are exploring all options to
accomplish this goal and great flexibility will be needed to determine the most
appropriate structure for any such undertaking. That is why, in our reports on
the fiscal year 1997 financial plan and budget, the Authority recommended that
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(1) Congress shouid authorize the District to barrow long term up to a maximum
amount during fiscal year 1997, and (2) The Authority should be given power to
decide the following: (a) when the District can borrow, (b) the specific amount of
the borrowing, (c) the terms and conditions of the borrowing, (d) the collateral to
be pledged for security, and (e) the specific uses of the proceeds from the
borrowing.

The above changes are needed whether (1) the District borrows — on its
own account — from the US Treasury or in the private capital market, or (2)
whether the Authority borrows in the private capital market on behalf of the
District.

Mr. Chairman, the District's market access for short-term seasonal
borrowings is an important step back to the discipline of private markets, but it is
only a first step. It would be misleading to assume that this means that the
District or the Authority automatically has market access to fund the accumulated
deficit. The District, the Authority and the Congress must continue to seek
solutions to the structural issues affecting the District's long range viability,
including the unfunded pension liability (which may reflect directly on the
reluctance of investors to support the District) and county and state functions
now performed by the District government that continue to undermine its
viability.

Other Reforms

The Authority is committed to encouraging reforms that will result in major
restructuring of District programs, significant enhancements in program delivery,
a faster fiscal recovery, and a more stable future for our City. As part of its
mandate to provide direction for solving the District's most enduring problems,
the Authority has recently_identified several specific areas to which it expects to
devote considerable time and effort. Among these are:

» Pension Reform: Numerous studies have outlined the problems which exist
with respect to the pension programs for palice, firefighters, teachers and
judges, and several solutions have been proposed to address them. In
summary, pension liabilities owed to current employees and retirees exceed
the District's pension fund assets by approximately $5 billion. Various options
have been suggested to cover the unfunded liability and to address the
significant growth in the District's annual payment. The Council recently
considered legislation to create less costly pension plans for police,
firefighters, and teachers hired after October 1, 1996. We applauded that
move. Consequently, we were disappointed when the Council failed to adopt
the reforms in the final reading of the bill on Wednesday, July 17. The next
day, the Chair of the Council indicated that he would reconsider the measure,
and that is scheduled to occur today. | hope that the bifl will pass — since
even this modest pension reform is sorely needed. Last month, the
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Appleseed Foundation issued a report that outlined a thoughtful approach for
resolving this issue. The Authority is reviewing their recommendations, along
with several other options. We expect to set forth our own plan for Pension
Reform within the next 60 days.

Restructuring: The Authority is studying a number of reforms which would
restructure the way the District carries out its activities. For example, the
Authority is working with the Department of Human Services to review all
entittement and other program operations to reduce costs and improve District
services. Key goals of this assessment will be to reduce District-provided
benefits to levels no more generous than those provided by surrounding
jurisdictions and to redirect resources to programs that achieve the highest
results. For instance, as a result of a recent contractor's study, the District is
reducing AFDC benefits to levels comparable to neighboring jurisdictions for a
savings of $8 million in fiscal year 1997, or eight per cent below the $100
million the program otherwise would have cost. The Authority will assess
other programs in the near future to ensure that District residents are
receiving services in line with those provided to citizens in neighboring
jurisdictions. An identification of such programs will be made within the next
60 days.

Procurement Reform: Another critical restructuring reform is in the area of
procurement. Two recent studies and numerous City Auditor and Inspector
General reports have chronicled poor procurement practices. The Authority,
as a part of its review of contracts, has observed numerous contracting
problems. To date, the Authority has reviewed more than 2,000 contract
actions. Based on these reviews, we have found that: (1) contracts are
frequently sole-source that cover short time-frames; and (2) muitiple contracts
for similar services have been executed. Both practices can add considerable
costs. The problems are particularly acute at the Department of Human
Services, which annually contracts for over $1 billion in goods and services.
Management failures at this department have seriously hampered the
provision of services to the City’'s most disadvantaged residents. Working
with officials in the City Administrator's Office and the Department of Human
Services, a team has been formed to address DHS procurement weaknesses.
This team believes that savings of ten to fifteen percent are not unreasonable.
Yet, since DHS is just one agency in which such problems have been found,
the Authority is committed to finding City-wide solutions in procurement that
will provide more effective services at less cost.  The Authority's
recommendations for administrative and legislative changes will be finalized
in the next 90 days.

City-State Functions: The Authority is studying critical functions the City is
performing that typically are carried out by states. A framework for structuring
city/state responsibilities is integral to the District's future. One area of
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immediate concern is the crisis in the Department of Corrections, especially
as regards its prison facilities at Lorton, Virginia. In the rest of the country,
such state prisons are operated by states, and not by cities. One key option
is the complete privatization of the facility. The Authority continues to work
closely with the District and the Federal Government to find a comprehensive
solution to this troublesome situation. The District is also carrying out other
State activities. A study of city-state functions and their equitable distribution
is currently underway.

« Revenue Reforms: Long-term revenue needs of the District must also be
addressed. Such issues range from a more realistic foundation on which to
base the Federal Payment to the District to approaches needed to ensure an
equitable source of revenue to cover the cost of services provided to non-
residents. A solution to these and similar problems is of the utmost
importance to the District's future. A study of these areas by the Authority is
currently underway.

The Authority also is addressing a number of additional management issues ~
inciuding:

» Performance Management Reforms: The Authority is working with the District
in a variety of ways to develop results and objectives-oriented management
reforms that will enhance program delivery and reward effective management.
These reforms include working with the District and the International
City/County Management Association to develop performance measures and
benchmarks based on information from 42 cities; surveying District citizens to
provide a performance measurement baseline of local government services;
and development of a pilot performance management project at the
Department of Public Works that will increase accountability and performance
in this critical core service agency.

« Financial and Management information: Various studies and our experience
have shown that the basic financial and other information needed to manage
the District is not available. The District has begun projects to address this
shortfall, including a needs assessment and requirements determination for a
new financial management system, as well as the automation of all phases of
personnel information and payroll processes. The Authority will continue
working with the District to ensure these projects are implemented as quickly
as possible.

¢ Assessment of Public Schools Management: Various studies of the District of
Columbia Public Schools (DCPS) have noted that DCPS spending
approaches $7,500 per pupil, one of the highest levels in the country. Yet,
the money and the personnel, who presently number more than 11,000 Futl-
time equivalents — do not appear to be allocated in ways that maximize
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student achievement. Basic supplies (like textbooks and paper) are
frequently lacking; many schools start the year with unfilled teaching
positions, and leaky roofs and maifunctioning boilers are realities of everyday
life for DCPS students. Discretionary funds for school principals and their
local school restructuring teams are meager. Weak financial, personnel, and
management systems make it very difficult to track the flow of dollars and the
deployment of personnel at DCPS. The Authority expects fo initiate a major
review of the ways in which resources are used within DCPS and to identify
means where by such resources can be redirected to upgrade the school
system to retain and restore the city's middle-class tax base.

These are just a few of the areas that the Authority is working on to
improve management of City programs and the delivery of services for District
residents. The Authority is confident that the financial and management
improvements we have outlined here today will restore confidence in the City,
and will result in a better quality of life for everyone in the District of Columbia.

Mr. Chairman, this concludes my prepared statement. | will be happy to
answer any questions that you or your colleagues have. Thank you.
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Mr. Davis. We now ask Mr. Holloway.

Mr. HoLLowAY. Thank you, Mr. Chairman. It is good to be here
this morning—good to see both yourself and Congresswoman Nor-
ton. One of the advantages of being the third or fourth panelist on
a four-person panel, it gives you the ability just to say ditto rather
than restate what others have said before.

Mr. Davis. Your full statement is in the record as well.

Mr. HoLLowAY. I would ask that my full statement be put in the
record, and I agree with both Tony and Dr. Brimmer on the need
for long-term borrowing.

I want to make a couple of observations, and it reminds me of
a story I heard told once about a 7-year-old kid who wanted $100
and began to think about how to get it, and it struck him he ought
to send a letter to God and ask for $100. So he sat down and craft-
ed this letter and said, “Dear God, please send me $100,” and he
put it in the mailbox and sent it to the post office.

The Postal Service looked at it, but really didn’t know what to
do with the letter, couldn’t think of, who could we send this letter
to so somebody could respond back to the kid? So somebody decided
to send it to the President.

They sent the letter to the President. The President opened it.
He was just so impressed with the kid’s industrious nature to try
to raise the money he wanted. He thought this is nice, let me give
him $5 and send it back to him. So he stuck $5 in the envelope,
sent it back to the little kid.

Then the little kid got the letter back and he was thrilled he got
a letter back from God, figuring the money was in there. He rushed
to open the letter up. He noticed it had been sent back to him via
Washington, DC. As he opened it up and saw the $5, he thought,
I need to write a letter back to God. He sits down and crafts a let-
ter back to God and says “Dear God, thank you for the $5 you sent
me—no, thank you for the $100 you sent me, but like always hap-
pens, those people up in Washington deducted $95 before they sent
me the $5.”

I say that to say this
B Mr(.1 DAvis. Good thing he didn’t send a letter to the Control

oard.

Mr. HOLLOWAY. I think—there are a couple of important things
that come upon me as I think about the District’s plight. One of
them is the need to separate perception from fact, and I think, as
Congresswoman Norton said in her statement, there are a couple
of real critical issues facing the District that have to be part of the
overall situation and the need to deal with that somehow and the
financial implications of it to the District. And I say that on two
fronts; I say it on the front that says the District needs to do its
part to revisit what is a reasonable set of services to offer and peo-
ple who are eligible for these services recognizing its current plight,
but also the need for the Congress to look at the financial implica-
tions of the current Medicaid payment that the District is required
to make and whether or not it is reasonable in the context of the
current environment the District has, and say that only in the
sense of the issue of State versus city-type functions.
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Second, the pension—and I don’t want to belabor the point—cer-
tainly, that is a very significant cost and will become more signifi-
cant if something isn't done to address the unfunded portion of it.

As to borrowing, the good thing about credit and borrowing, it is
not rocket science, it is real simple, and what it really comes down
to is the borrower’s ability to repay, the proven history that they
will exercise, the discipline to repay, and that they have adequate
collateral to support it.

When you start talking about the ability to access markets and
get reasonable rates, I think all of that is founded in showing the
capacity and willingness to pay and being able to adequately
collateralize whatever it is you are asking for, which leads me to,
I guess, the final point that I would make, is the need, as we said
in our testimony before the Subcommittee on Appropriations, to ad-
dress those structural issues and to have a budget that clearly
would demonstrate the capacity to absorb that borrowing as well
as the current operations so as to facilitate not running continuous
deficits. As you do that, you need to recognize that, to whatever ex-
tent you take on further debt service, you are impairing the avail-
ability of your current receipts for operational opportunities.

And 1 guess the final point that 1 would add to that is the need
that all aspects of the District’s finances be looked at and it just
not be a budget-cutting exercise but also that you consider opportu-
nities to streamline the budget to make it a cost-effective govern-
ment.

But you also need to look at other issues that would either en-
hance the financial picture by lowering the cost. And I use the
Medicaid and pension cost as two examples that possibly could, or
even the Federal payment for that matter, if you want to look at
different things people have proposed. But all of those things need
to be on the table to try to come up with what is a reasonable
budget and plan to finance what the District should do going for-
ward.

And I think all of those elements have to be part of the solution
you come out with. I certainly would agree, and I would ditto Dr.
Brimmer as well as the CFO, Tony Williams, for the need for bor-
rowing. I think you have a structure in place that assures the dis-
cipline, which is the Control Board and CFO, in their independence
to control how the moneys are spent. I think that will go a long
way to regaining market access and other things that have been
talked about here, and rather than prolong my statement, I would
rather give way the time for Q and A and just close by saying ditto,
ditto, and thank you very much.

[The prepared statement of Mr. Holloway follows:]
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Mr. Chairman and Members of the Committee:

I am pleased to be here today to discuss the results of our review of the District of
Columbia's financial condition. On July 9, 1996, I appeared before the House
Appropriations Subcommittee on the District of Colurabia. At this hearing, I testified’ on
the District's financial condition and thé District of Columbia Financial Responsibility and
Management Assistance Authority's (Authority) efforts to resolve the financial and
management problems facing the District. In addition, I testified on the actions taken by

the control boards of New York City and Philadelphia.

As you requested, first, I will discuss financial and budget trends in the District's revenue
flows and expense patterns, corparing and contrasting the District's historical experience
through fiscal year 1995 with its enacted and proposed budgets for fiscal years 1996 and
1997, respectively. To identify the pertinent trends and patterns in the District's revenues
and expenses, we performed some analysis for fiscal years 1980 through 1992 of the
District's Comprehensive Annual Financial Reports (CAFR) and performed extensive
comparative analysis for fiscal years 1993 through 1995. In addition, we performed
analysis of the District's enacted fiscal year 1996 budget and proposed fiscal year 1997

budget and financial plan as approved by the Authority.

1
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Where unusual trends were identified, such as when amounts changed in a way different
than expected based on our knowledge of the District's operations, we met with District
officials to determine the reasons for these differences. Where we deemed it necessary,
we reviewed the detailed underlying supporting information and documentation to verify
that the explanation provided was supported. We also reviewed reported fiscal year 1996
expenses incurred through March 31, 1996, to ensure that the trends identified in our
analysis through the fiscal year ended 1995 were still appropriate. Finally, we reviewed
congressional, GAO, Authority, Office of the Mayor, City Council, and consuitants reports
and testimonies to more fully understand the nature and history of the District's various

sources of revenues and expenses.

Second, I will discuss the District's current cash position. We focused specifically on the
District's cash position at the end of fiscal year 1995, as adjusted through March 31, 1996.
To determine that the District's cash position as of the date of this testimony had not
substantively changed from what we found in our review, we discussed the results of our
analysis with the District's Chief Financial Officer. In addition, we reviewed what actions
New York City (starting in June 1975) and Philadelphia (starting in June 1991) and their
respective control boards took to respond to their respective cash shortages. We
performed an analysis of both cities' cash and overall financial condition for the periods
noted, which were the first year the respective control boards were in place, and we
interviewed several key members of each city's control board and current and former

government officials to understand how and why they took the actions they did.
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FINANCIAL AND BUDGET TRENDS AND ANALYSIS

The District of Columbia Self-Government and Governmental Reorganization Act (Home
Rule Act), Public Law 93-198, approved on December 23, 1973, initiated the process by
which limited autonomy was conferred on District residents, with the approval of the
Home Rule charter by referendum election on May 7, 1974. In addition to the limited
autonomy conferred on the District to govern local affairs, certain financial
responsibilities were transferred from the federal government to the District. The most
significant of these were an unaudited accumulated deficit and an unfunded pension

liability relating to previously established pension plans.

Fiscal year 1979 was the first fiscal year, post-home rule, that an audited balance sheet
was prepared on the District. During this audit, it was determined that the accumulated
deficit was $274 million; however, in a period subsequent to fiscal year 1980, this amount
was changed to $284 million—-an additional deficit of $10 million. Fiscal year 1980 was the
first fiscal year that a full financial statement audit was performed on the District. For
fiscal year 1980, the District reported a deficit of $104 million that increased the
accumulated deficit to $378 million. From fiscal years 1981 through 1990, the District
incurred surpluses and deficits that resulted in an audited net surplus of $46 million and
an accumulated deficit of $332 million at the end of fiscal year 1990. This deficit was
fully funded in fiscal year 1991 with deficit reduction bonds, and the District had a small

surplus for fiscal year 1992.
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It was not until fiscal year 1993 that the District began to experience consistent annual
deficits. While fiscal year 1993 had a reported surplus of $8 million, it included 15 months
of property tax revenues due to a change in tax year that resulted in an additional $173
million in property tax revenue reported for that period. Thus, fiscal year 1993, adjusted
downward for the extra 3 months of revenues, would have reported a deficit of $165
million. Therefore, our analysis focused on fiscal years 1993 through 1995~the period
when the District's current financial difficulties began to emerge. In addition, we have
included the congressionally enacted fiscal year 1996 budget and the fiscal year 1997
proposed budget that was approved by the Authority in our analysis. Figure 1 shows the

reported actual budget surpluses/deficits for fiscal years 1980 through those projected for

fiscal year 1997.



Figure 1:

Dollars in millions
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Note 1: 1980 was the first year that a full set of audited financial statements was
prepared.

Note 2: Amounts for 1996 and 1997 are projected.

Source: Prior CAFRs and Fiscal Year 1997 Budget and Financial Plan.



The District's revenue structure is made up of three types of revenue streams—locally

generated revenues, operating grants, and the federal payment-as shown in figures 2 and

3.
Figure 2: The District's General Fund Revenues in Nominal Dollars for Fiscal
Years 1993-1997

Dollars in thousands
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Note 1: Amounts for fiscal years 1996-1997 are projected.
Note 2: Local revenues do not include transfers from Lottery & Games.
Note 3: Nominal refers to revenues valued in actual dollars.

Source: Fiscal years 1993-1995 CAFRs and Fiscal Year 1997 Budget and Financial Plan.
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Figure 3: istrict’ v i ion-

Dollars in thousands
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Note 1: Amounts are shown in fiscal year 1995 dollars. Amounts for 1996-1997 are
projected.

Note 2: Indices used are from the Department of Commerce and the Bureau of Economic
Analysis.

Local revenues consist primarily of levies that the District imposes, such as real property,
income and business, and sales and use taxes. Operating grants consist mainly of

reimbursements and grants from the federal government for the costs of social service
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programs, such as the federal share of Medicaid. Generally, the federal payment may be
viewed as compensating the District for any unreimbursed services that the District may
provide the federal government as well as revenue losses that may be attributable to (1)
the large percentage of federally owned tax exempt property in the District, (2) the
federally imposed limitations on the height of buildings in the District, and (3) the

federally imposed limitation on the District's authority to tax the income of nonresidents.

In fiscal years 1993 through 1995, local revenues declined by $175 million~from about $2.9
billion in fiscal year 1993 to about $2.7 billion in fiscal year 1995. In inflation-adjusted
1995 dollars, the decline and, thus, the loss of purchasing power, was even greater. In
inflation-adjusted 1995 dollars, the District's local revenues decreased about $315 million
during this period, primarily due to the decrease in real property tax revenues. However,
increases in income and business taxes and sales and use taxes helped offset the real
property tax decrease. For fiscal years 1996 and 1997, the District projects local revenues

to remain relatively flat.

From fiscal years 1993 through 1995, reported real property tax revenues decreased by
$274 million to $654 million. There are two primary reasons for this decline. The first
reason relates to the previously mentioned, one-time accounting change that artificially

inflated fiscal year 1993 revenues but did not affect the cash received from real property
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tax revenues. Specifically, the District changed its real property tax year-end, which
caused an additional 3 months of revenue to be recognized for accounting purposes in
fiscal year 1993. This change resulted in a small annual surplus in the District's financial
statements. If the change had not occurred, as previously mentioned, the District would
have recorded an annual deficit of about $165 million in fiscal year 1993. According to
District officials, the tax year was changed so that the real property tax year-end would
coincide with the District's September 30 fiscal year-end, which would ease reporting
requirements. If fiscal year 1993 real property tax revenues had been adjusted by
removing the additional 3 months of revenues, the decline between fiscal years 1993 and

1995 would not have been as great.

The second reason for the decline in real property tax revenue is a decrease in the
assessed value of the District's commercial and residential property. Lower assessed
property values generally equate to lower property tax revenues. From fiscal years 1993
through 1995, the assessed value of the District's taxable property declined by about 6.3
percent, with most of the decline attributable to commercial property. Consolidation of
federal office space, increased competition from suburban office space, and the
downward renegotiation of rents on existing space have contributed to the decline in the
assessed value of commercial property. In addition, a declining population and falling
employment among District residents have caused a declire in housing values and
residential sales in all but a few District neighborhoods. The District forecasts real

property taxes to decline slightly in fiscal years 1996 and 1997.
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Operating Grants

Operating grant revenue has fluctuated in recent years. Operating grants increased from
$760 million to $960 million from fiscal year 1993 through fiscal year 1994, but then
decreased to $855 million in fiscal year 1995. Operating grants are primarily a function of
the level of expenditures on social programs. As the level of expenditures in these

programs increases or decreases, the level of revenues from operating grants increases or

decreases accordingly.

In fiscal year 1995, over 75 percent, or about $653 million, of the District's operating
grants were for health and welfare programs. In addition, a significant portion of the
operating grant revenue is due to Medicaid expenditures~the District's largest health care
expenditure. In fiscal year 1995, Medicaid expenditures for private providers of health
care services totaled $744 million. The District is to receive 50 cents for each dollar spent
on Medicaid from operating grants. Thus, at least $372 million, or 44 percent, of the total
operating grant revenue for fiscal year 1995 represented reimbursements to the District

for Medicaid expenditures.

The District forecasts operating grants to decrease from $855 million in fiscal year 1995 to
$823 million in fiscal year 1996, due to an over $100 million decrease related to the
housing authority being placed into receivership that was partially offset by increases to

Medicaid and other grants. Further, operating grants are projected to increase from $823

10
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million in fiscal year 1996 to $850 million in fiscal year 1997-a change of about 3 percent

which is primarily due to the Medicaid program.

The District has been receiving a federal payment since the 1800s. Historically, the
federal payment has fluctuated because of changes in the method and calculations used
to determine its amount. Recent history shows that in fiscal year 1992, the Congress
adopted a formula to set the general purpose portion amount of the payment to 24
percent of the second prior fiscal year's own-source revenues (local revenues) collected
in the District. In addition to the formula, the Congress also funded certain initiatives as
part of the federal payment. The general purpose portion made up about 97 percent of

the total federal payment for fiscal years 1993 and 1994.

In fiscal years 1993 and 1994, using the aforementioned formula, the federal payments
were $636 million and $648 million, respectively. In fiscal year 1995, this formula was
discontinued and replaced with a federal payment of $660 million that District officials
projected to remain level through the year 2000. Assuming the inflation rate of about 3.3
percent per year through 2000 that the District used in its budget projections and no
adjustment to the federal payment, the District will actually lose about $116 million in

purchasing power during this period.

11
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Major studies’ performed on the District have concluded that there are inadeguacies in
the* federal payment. For example, it does not fully compensate the District for (1) the
additional responsibilities it carries as a result of the federal government's presence or (2)
the loss of revenue due to federally imposed restrictions. This structural issue affects the

District's relationship with the federal government and is one of the issues the Authority

is expected to focus upon.

The District's ability to significantly increase its revenue is limited by the Home Rule Act
and a large federal presence. Section 602 (a)(5) of the Home Rule Act prohibits the
District from taxing nonresident income. Studies performed by the Rivlin Commission,
the Appleseed Foundation, and the McKinsey & Company/Urban Institute concluded that
this limitation deprives the District of a substantial potential revenue. The studies
reported that the District's inability to tax nonresident wages results in a loss of revenue
because nearly $2 of every $3 earned in the District is earned by nonresidents. In
addition, about 42 percent of the assessed value of all land and improvements in the
District is tax exempt and about 23 percent of the total assessed value is federal property.

Thus, the District is unable to obtain revenues from a significant portion of its land.

Many sources have estimated the impact of eliminating the restrictions that prevent the

District from taxing nonresident income and federal property. The D.C. Appleseed Center

2These studies include those by the Rivlin Commission, McKinsey & Company/The Urban
Institute, and the Fair Budget Coalition.

12
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for Law and Justice® concluded that the removal of these restrictions could have resulted
in estimated revenues for the District of $471 million in nonresidential income tax and
$694 million in additional property taxes in fiscal year 1995, which is $505 million more

than the $660 million federal payment received.

District's Overall E i

The general fund, at $4.2 billion, or 79 percent of the District's $5.4 billion in gross®
expenditures/expenses for fiscal year 1995, far exceeded the expenditures and expenses
of the other funds that comprise the District's budget and, thus, is the primary focus of
our analysis. Overall, expenditures/expenses increased from $5.5 billion in fiscal year

1993 to $6.0 billion in fiscal year 1994 and decreased to $5.4 billion in fiscal year 1995.

The significant change from year to year was primarily due to shifts in Medicaid and
employee benefits expenditures/expenses between the years. Fiscal year 1994 had
particularly large human support services expenditures because Medicaid expenditures

increased by almost $300 million, of which more than $200 million was due to Medicaid

°D.C. Appleseed Center For Law and Justice, The Case for A More Fair and Predictable
Fedoral P for the Distri

“These amounts are the sum of total expenditures from the All Government Fund Types
and Expendable Trust Fund's Combined Statement of Revenues, Expenditures, and
Changes in Fund Balance and total operating expenses from the All Proprietary Fund
Types, Pension Trust Funds, and Component Unit's Combined Statement of Revenues,
Expenses, and Changes in Retained Earnings/Fund Balances.

13
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cost reimbursement settlements with institutional providers for fiscal years 1991 through
1993. District officials do not expect this large Medicaid increase to reoccur in future
years because the District has moved away from cost settlements for in-patient hospital
services and now reimburses these providers based on predetermined rates. The District

projects cost settlements of $66 million and $59 million for fiscal years 1996 and 1997,

respectively.

Also, for fiscal year 1995 expenditures/expenses, human support services showed a
reduction of more than $200 million, primarily because of a decrease in the projected
liability for disability compensation. An error in the way the amount had been computed
in the past was corrected in the fiscal year 1995 financial statement audit. Previous
computations of future disability compensation had failed to show recipients being
deleted after the legally required time for receiving such compensation had expired and
the recipient was required to retire or go off of disability. This reduction should not
reoccur and, thus, for trend analysis and comparison purposes, was added back to the

reported human support services costs for fiscal years 1996 and 1997 budgeted amounts.

Notwithstanding the large Medicaid increases in fiscal year 1994 and the disability
compensation adjustment in fiscal year 1995, our review found that the District's
proposed expenditures in its fiscal years 1996 and 1997 budgets were generally
comparable to the trends in its expenditures/expenses for fiscal years 1993 through 1995,

as adjusted for its proposed initiatives.

14
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This means that the District's projected fiscal years 1996 and 1997 budgets show expenses
that (1) are about the same as those reported in 1995 adjusted for the aforementioned
changes and (2) have slightly decreased on an inflation-adjusted basis. This outcome is
consistent with most of the propoéed initiatives in the District's financial plan being
management initiatives, as opposed to significant restructuring (eliminating services, for
example). Also, because they are management initiatives, they may be more difficult to
achieve and will require a detailed plan for implementation and close oversight.

However, in an effort to control spending, the Mayor, in his Transformation Plan, has
proposed reducing full-time equivalents (FTE) from 40,000 to 30,000 by the beginning of

fiscal year 2000.

Our more detailed review of the District's expenditures found that two critical cost
drivers of the growth in the District's expenditures are Medicaid and pension costs. In
addition, much discussion in the District's budget deliberations has focused on the
subsidy costs related to two aspects of the District's operations-the general hospital and
university. Each of these expenditures has a significant impact on the District's financial

condition.

The discussion of these four expenditures in our testimony is not intended to minimize
either the impact or the need to revisit other areas of the District's operations for budget
savings or revenue enhancement opportunities. Clearly, areas such as the school system

(the third largest expenditure), the court system, capital project needs, and others should

15
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be more closely evaluated. However, our review showed that Medicaid costs and pension
costs are the greatest risks to the District's financial viability from a cost perspective. In
addition, because deliberations on the District's budget by District officials and the
Congress focused on the D.C. General Hospital and the University of the District of

Columbia, we also focused on these costs.

Medicaid E i

Similar to the current national trend, and as we recently reported,” Medicaid spending is
consuming an increasing share of the District's total health care expenditures. From
fiscal years 1991 to 1995, the District's records showed that Medicaid expenditures for
private® providers increased from $427 million to $744 million, or approximately 74
percent. The District projected Medicaid expenditures of $776 million and $780 million
for fiscal years 1996 and 1997, respectively, and has made efforts to contain Medicaid
costs, such as moving from cost reimbursements for institutional providers to
reimbursements based upon diagnostically-related groups (DRG). However, based on the

recent growth history of these expenditures and the poor’ condition of the District's

“District of Columbia: Information on Health Care Costs (GAO/AIMD-96-42, April 22,
1996).

*GAO's health-care report figures for Medicaid included expenditures for both public~
District-owned facilities, such as St. Elizabeth Hospital-and private providers. The
District 1997 budget and financial plan does not provide the total Medicaid expenditures
but rather only provides the amount for private providers. During fiscal years 1991 to
1995, public provider expenditures approximated between $71 and $100 million per year.

'"GAO/AIMD-96-42, April 22, 1996.
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financial records that track and account for Medicaid costs, we are concerned that so

little growth is projected in Medicaid expenses.

The District is responsible for 100 percent of the nonfederal share of all Medicaid
expenditures. In other jurisdictions across the nation, states assume responsibility for
this nonfederal share or require local governments, such as counties, to pay a portion of
these costs. As we previously reported,” only three states require their local governments
to pay more than 25 percent of this nonfederal share for Medicaid services. Most notable
is New York state's requirement for its local governments, including New York City, to
pay approximately 50 percent of this nonfederal share, except for the long-term care

program, for which it pays 19 percent.

As noted, New York City pays a Medicaid matching percent significantly less than the
District. In addition, Philadelphia pays nothing for Medicaid. If the District would pay 50
percent of its nonfederal share of expenditures, or the equivalent of a 25 percent match of
its total Medicaid expenditures comparable to New York, or pay nothing, similar to
Philadelphia, the impact on the District's financial condition would be significant. If the
fiscal year 1997 budget submission, which included total private-provider Medicaid

expenditures of $780 million, was modified to show either change, the District's financial

*Medicaid: Local Contributions (GAO/HEHS-95-215R, July 28, 1995).

*New York, New Hampshire, and Arizona are the only three states that require a
contribution of more than 25 percent of the nonfederal share from their local
governments for Medicaid services, not administrative costs.
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picture would shift from having a net cost of at least $390 million (100 percent of the
nonfederal share or a 50-percent match) to a net cost of $195 million, when made

comparable to New York City, or zero compared to Philadelphia.

While placing the District on comparable footing with New York City and Philadelphia
would significantly improve its financial and cash position, longer-term solutions would

have to address many other issues that would need to be considered in such a complex

discussion.

The Unfunded Pension Liabili

In looking at the District's financial condition, the unfunded pension liability represents
one of its greatest long-term challenges. Today, the unfunded liability stands at $4.7

billion and is expected to increase to $7 billion in 2004.

The Congress created defined benefit pension plans for District police officers and fire
fighters in 1916; teachers in 1920; and, judges in 1970. These funds were financed on a
"pay as you go" basis. The responsibility for these payments and the related, and then
undetermined, unfunded liability were transferred to the District as part of Home Rule.

The District of Columbia Retirement Reform Act, Public Law 96-122, in 1979 committed

18
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the federal government to pay $52.1 million annually from 1980 to 2004 to partially

finance the liability for retirement benefits incurred before January 2, 1975,

In 1980," the federal government provided $38 million to the District in addition to the
first of 25 annual payments of $52.1 million to the pension funds authorized by'the
Retirement Reform Act. The then present value of these payments equalled $649 million.
The present value of the pension liability at the time of the transfer equalled $2.7 billion,

resulting in an unfunded liability to the District of over $2 billion.

The District has funded" (that is, covered the costs of the benefits participants have
earned in that year) all benefits that the pension plans' participants have earned after
fiscal year 1979 and paid in an additional $1.2 billion towards the unfunded liability
through the end of fiscal year 1995. Table 1 shows an analysis of the unfunded pension
liability since the plan was transferred to the District and the estimated payments for

fiscal year 1996 and 1997.

Liability, pages 1418 (GAO/HEHS-95-40 December28 1994)

“GAO/HEHS-95-40 December 28 1994 and D C. Appleseed Center The District of

"D.C. Appleseed Center, The District of Columbia's Pension Dilemma-An Iramediate and
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Table 1: Unfunded Pension Liability

Dollar in millions

Fiscal Unfunded District If fully funded 1979 | Excess District
year pension contribution net normal cost contribution
liability
1980 $2,006 $108 $89 $19
1981 $2,134 $110 $93 $17
1982 $2,336 $136 $89 $47
1983 $2,874 $143 $85 $58
1984 $2,936 $174 $103 $71
1985 $3,393 $165 $110 $55
1986 $3,594 $175 $i19 $56
1987 $3,458 $173 $96 $77
1988 $3,614 $179 $103 $76
1989 $3,853 $193 $106 $87
1990 $3,820 $222 $118 $104
1991 $4,005 $225 3112 $113
1992 $4,249 $254 $121 $133
1993 $4,152 $291 $135 $156
1994 $4,337 $307 $142 $165
1995 $4,526 $297 $135 $162
1996 $4,780 $337 $133 $204
1997 $4,973 $321 $126 $195
Source: D.C. Retirement Board.
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Despite these efforts, the unfunded liability is now estimated at $4.7 billion,”® and is
expected to increase to $7 billion"* in 2004 due to the accumulation of interest owed on
the unfunded portion of the pension liability transferred to the District back in 1979.
Similarly, the District's pension payment, which is currently approximately $300 million a

year, is expected to increase to $490 million starting in 2004.

The Appleseed Foundation'® concluded that these pension plans' unfunded liabilities
should be the responsibility of the federal government since the liabilities are the results
of federal actions predating the Home Rule Act. Our analysis shows that if the District
did not have the responsibility for the costs of these plans related to the unfunded
liability, the pension expense in its proposed fiscal year 1997 budget would be reduced by
$195 million from the $321 million currently shown in the proposed budget to $126
million. This change would have a major impact on the projected budget deficit for fiscal

year 1997.

Similar to the Medicaid discussion, many other factors also need to be considered longer-
term in deciding the best way to address the escalating pension costs that the District will

pay.

¥ D.C. Appleseed Center, The District of Columbia’s Pension Dilemma-An Immediate and

"GAO/HEHS-95-40 December 28 1994 and D.C. Appleseed Cenher The District of

Lasting Solution.



Subsidy Payients

Two other major costs for the District that have been regularly discussed in budget
deliberations are the costs for D.C. General Hospital and the University of the District of
Columbia. The District paid subsidies to the hospital of $59 million, $47 million, and $57
million for fiscal years 1993, 1994, and 1995, respectively. It has projected for fiscal years
1996 and 1997 that it will pay subsidies of $47 million and $52'¢ million, respectively.
Similarly, the District paid the university subsidies of $68 million, $66 million, and $50
million, for fiscal years 1993, 1994, and 1995 respectively, and projects to pay subsidies of

$43 million and $44 million for fiscal years 1996 and 1997, respectively.

Our recently issued report on health-care delivery" in the District pointed out several
challenges that confront the hospital if it is to remain viable, including major capital
improvements. In New York City's effort to turn its financial problems around, it closed
a municipal hospital, had massive layoffs at others, and relied on the other hospitals in
the city to absorb some of the role it had in delivering hospital care for city residents.
The District has proposed creating a Public Benefit Corporation to include the hospital's
operations and that would allow the hospital to operate separately from the city entirely,

including the city's personnel requirements and collective bargaining agreements.

The projected fiscal year 1997 amount includes $15 million for the public health clinics,
which were transferred to the hospital.

"GAO/AIMD-96-42, April 22, 1996.
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However, based on the projected budget subsidies, it is unclear as yet if this initiative will

save the city money or, if so, how much.

The District has not yet evaluated the financial structure of its university system to
identify ways to make it less costly. However, Authority officials stated that the
University of the District of Columbia had raised its tuition to offset more of its costs. At
the time of its financial crisis, New York City turned its senior university system over to
the state to run and operate. New York City's presence in delivering this service was
scaled back dramatically and, for the most part, involved delivering higher education at
the junior-college level, charging tuition for the services, and providing the services at

significantly less cost.

THE DISTRICT'S CASH POSITION

From the inception of its financial crisis, the District has had cash flow problems. In fact,
District officials project that the District will run out of money this month. The District
took several measures to address its cash flow shortage. For example, in fiscal year 1994,
the District delayed pension, vendor, and Medicaid payments and borrowed internally
from its capital projects fund. In fiscal year 1995, the District again deferred payments to

its vendors and, as stated by the Chief Financial Officer (CFO)," the District began fiscal

BTestimony of District CFO Anthony A. Williams before the House Subcommittee on the
District of Columbia, Committee on Government Reform and Oversight, March 28, 1996.
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year 1996 with approximately $200 million to $300 million in delayed payments owed to

vendors and Medicaid providers.

In fiscal years 1995 and 1996, the District also borrowed short-term from the U.S.
Treasury to finance operations and capital projects. Fiscal year 1996 borrowings against
the fiscal year 1997 federal payment are estimated to total $639 million of the $660 million

fiscal year 1997 payment. Specific short-term borrowings for fiscal year 1996 are shown

in table 2.

Table 2: Short-term Borrowings for Fiscal Year 1996
Dollars in millions

Fiscal 1996 Short-term Borrowings
October 1995* $96
January 1996 * $283
Planned July 1996 $260
Total $639
Fiscal Year 1997 Federal Payment $660

*District's Cash Flow Statements-D.C. Treasurer.

*Office of the Chief Financial Officer.

By borrowing against future revenue to pay for these goods and services already received,

the District has not resolved its cash flow problems but has only postponed them.
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During fiscal year 1995, the District’s investment grade general obligation debt was down-
graded to noninvestment grade. Because of this non-investment grade rating, the
District's sources for obtaining long-term financing are limited and the interest cost of
obtaining financing in the capital markets could be costly. The District's financial plan
discusses two borrowing options, and another option was recently added for obtaining
funds from capital markets. The District accepted a proposal to issue $220 million in
general obligation tax revenue anticipation notes. The District expects these notes to be

issued shortly. We did not review this proposal as part of our work.

The first option in the District's financial plan includes the District borrowing short-term
from the U.S. Treasury using the subsequent year's federal payment as collateral to fund
its operations and capital projects. The second option includes the District borrowing
$500 million for accumulated deficit financing and $900 million (that is, $150 million in
each of the next 6 years starting in fiscal year 1997) to meets its capital needs. In
addition to these borrowings, the District will still need short-term borrowing for cash

flow purposes.

Under the first option, the District projects that by April 1998, it will have borrowed
against the entire fiscal year 1998 federal payment and will not have cash sufficient to
meet its operating needs. Under current law, the District may borrow from the U.S.
Treasury to meet its capital and cash flow needs, and such borrowings are payable from

the subsequent fiscal year's federal payment.
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There are no provisions in the current law for long-term borrowing from the U.S.
Treasury 0;‘ for deficit financing of the District’s operating deficits. At present, the
District must repay Treasury loans within 12 months. Also, section 461 of the Home Rule
Act authorizes the District to enter into long-term borrowing by issuing general obligation
bonds only for capital improvements or to refund outstanding indebtedness. The District
of Columbia Emergency Deficit Reduction Act of 1991, Public Law 102-106, authorized the
District (on a temporary basis ending on September 30, 1992) to issue general obligation
bonds to finance payment of the $332 million accumulated operating deficit in the general
fund at the end of fiscal year 1991. In addition, section 603 (b) of the Home Rule Act
provides that the District may not issue general obligation bonds (other than to refund
outstanding indebtedness) if the District's debt service in a fiscal year exceeds 14 percent

of the estimated revenues during the year the bonds are issued.

By the end of fiscal year 1996, the District's debt service is forecasted to be at
approximately 11.9 percent of estimated revenues. Thus, the District would need to seek
additional legislative authority before it plans to issue long-term debt to fund capital
improvements if it plans on exceeding the 14 percent limit or to finance the accumulated
operating deficit. The District would also need to seek legislative authority in order to

engage in long-term borrowing from the U.S. Treasury.

The New York City and Philadelphia control boards, during the first year that the boards

were in place, obtained long-teim borrowings to finance their respective accumulated
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deficits. New York‘{ City, which at the time had an accumulated deficit of $6.2 billion,
received about $3.6 billion as deficit financing and exchanging of notes. Philadelphia had
both accumulated and projected deficits at the time its control board borrowed $475

million, as shown in table 3.

Dollars in millions

Funds to city for deficit FY91 (cumulative) $153.5
reduction® FY92 (projected deficit) $94.9

FY93 (projected deficit) $7.8
Subtotal $256.2
Grants for capital projects $120.0
Grants to productivity bank $20.0
Debt service reserve fund $475
Capitalized interest $20.0
PICA expenses $0.6
Financing costs $10.9
Total $475.3

*Philadelphia's actual deficit for fiscal year 1992 was $71.4 million, and it reported a
surplus of $3 million in 1993. Thus, Philadelphia was only required to borrow $225
million for deficit financing.

Source: Offering Statement, June 1, 1992, p. 6.

Like New York City and Philadelphia, the District's accumulated deficit and any approved

projected deficits should be fully funded through longer-term borrowings or other means,
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including the need for any approved capital projects funding. In addition, a funding
mechanism should be established that ensures sufficient funds for its immediate short-
term cash needs. Along with this funding, the District's financial plan should be modified
with enough revenue enhancement efforts and/or deeper budget cuts to fund the
repayment of any long-term debt incurred and current operations without incurring

further budget deficits.

We also reviewed the actions taken by the New York and Philadelphia control boards
whose cities also faced serious financial problems. These were the New York State
Financial Control Board (FCB) (including the Municipal Assistance Corporation (MAC))
and the Office of the State Deputy Comptroller (OSDC), and the Pennsylvania

Intergovernmental Cooperation Authority (PICA).

New York City ended fiscal year 1976 with an annual operating deficit of $1.2 billion and
was burdened with an accumulated deficit of approximately $6.2 billion. Throughout
fiscal year 1976, numerous actions were taken with the assistance of FCB and MAC to

prevent the city from going bankrupt.

During their first year in operation, in order to eliminate the budget deficits and cash

shortages of New York City, the following MAC and FCB recommendations were
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implemented: (1) the workforce was reduced by about 40,000, or 13 percent, from its
June 30, 1975, level,” (2) remaining city employees' wages were frozen for 3 years, (3)
tolls on bridges and tunnels were increased, (4) commuter and subway fares were
increased, (5) municipal hospitals had massive layoffs, (6) the tuition-free policy of the
City University of New York was terminated, and (7) taxes were increased by about $775
million. In addition, the FCB adopted a resolution urging the State to assume the costs of
maintaining courts and correction facilities, and the State enacted legislation in that year
to assume these costs. MAC helped to establish the New York Council on the Economy,
which addressed, among other things: (1) relieving the stock transfer tax burden on state
and city businesses, (2) developing Battery Park City, which represented a stimulus to the

financial real estate market, and (3) constructing a new convention center.

A key component in New York City's plan of recovery was the comprehensive overhaul
and reform of the city's accounting and budgetary practices. The objective was the
installation of a new integrated financial management system (IFMS), a computerized
system for accounting, budgeting, purchasing, and payroll, linking the myriad of city

departments and operations for the first time into one system with a single database.

This project received the highest possible priority as fiscal year 1976 advanced. The

OSDC was given oversight responsibility for this project. Professional personnel were

We did not receive sufficient information from New York City to quantify the savings

that were realized from the FTE reductions, wage freeze, increases in transit fares, tolls,
etc.
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recruited, in some cases "loaned" by leading banks or corporations, and contracts were
put into place with private accounting and systems management firms for work that could
not be performed in-house. The system was implemented in July 1977. In addition, a
management plan was implemented that enabled the city to monitor its operations
continuously. The management plan and reports identified opportunities for improved
performance. To strengthen management of this program, the Mayor, who was also a

member of the FCB, established an office of operations.

In addition, the oversight boards helped New York City gain funding from various
sources, such as the state, commercial lending institutions, city and state pension funds,
and the federal government. Despite the highest degree of commitment evidenced by
New York State to avert a bankruptcy, it became apparent that federal assistance was
essential.  As a former congressman, and Chairman of the FCB, the State Governor
worked with New York City in the first control year to attract needed federal assistance,
which was key to the City receiving federal loans and loan guarantees. By the end of
fiscal year 1976, MAC bonds and notes outstanding on behalf of the city were

approximately $3.9 billion, which stabilized the City's cash position.?

According to New York City officials, the control boards made significant contributions.
The governor in his elected capacity and as chairman of the FCB committed himself fully

to assist the city. The FCB and its professional staff and the State Comptroller provided

®Municipal Assistance Corporation 1976 Annual Report.
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strong support and guidance. MAC carried out its distinctive role to finance the city and
ease its debt obligations. The State Legislature and the U.S. Congress responded to New
York City, and the U.S. Department of the Treasury expressed its faith in the City's plans

and progress.

In fiscal year 1992, Philadelphia had an operating deficit of $98.7 million and an
accumulated deficit of $153.5 million; however, by the end of the fiscal year, PICA had

taken actions to eliminate the operating and accumulated deficit.

In PICA's first year, it borrowed about $475 million in Special Tax Revenue Bonds on
behalf of the City of Philadelphia. The bond proceeds were used to fund the cumulative
deficit, current year and subsequent year deficits, and certain capital projects and
productivity enhancement initiatives.” In addition, Philadelphia imposed a 1 percent sales
tax, renegotiated labor agreements, and collected back taxes. As a result of the 1 percent
sales tax, revenues increased by $52.3 million for fiscal year 1992. The renegotiation with
the labor union led to a 33-month wage freeze and extensive restructuring of health
benefits agreements to achieve cost savings and reductions in paid holiday and sick leave.

Delinquent tax collection increased by 10 percent annually.

“'Pennsylvania Intergovernmental Cooperation Authority, Financial Statements for the
Period from June 5, 1991, to June 30, 1992, and Independent Auditor's Report,
September 3, 1992.

31



60

A PICA "authority tax” was approved by the Philadelphia city council in June 1991. This
is a 1.5 percent tax on wages, salaries, commissions, and other compensation earned by
residents of the city and on the net profits eammed by businesses, professions, or other
activities conducted by residents of the City of Philadelphia. This revenue goes into a
Special Revenue Fund collected by the Commonwealth of Pennsylvania. A portion of the
PICA tax is used to cover PICA debt service and other PICA expenses, with the remaining

revenues going to the "City Account."®

In 1992, Philadelphia began the process of updating its financial and information systems
to enable operating departments to obtain more detailed management information on a
daily basis. It also began contracting out custodial work in all of its central facilities,
saving the city an estimated $700,000 annually, in addition to improving the quality of
services in city offices and transit concourse areas. Other productivity measures, which
began in 1992, included a competitive contracting program and renegotiation of real

estate leases resulting in savings of $1 million for fiscal year 1993.

Finally, Philadelphia achieved a balanced budget in fiscal year 1993, 2 years after its
control board was established, and has sustained it through fiscal year 1995. New York

City achieved a balanced budget in the sixth year of its control board's operation and has

ZwThe City account" is considered a trust fund for the exclusive benefit of Philadelphia,
and is used to maintain the proceeds of taxes or other revenues pledged by the Authority
to secure bonds.
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sustained small surpluses through 1995. The FCB has been in an advisory role since

fiscal year 1986, after the city had sustained 6 consecutive years of balanced budgets.

Mr. Chairman, this concludes my statement. I will be happy to answer any questions that

you or the other Members of the Subcommittee may have at this time.

901716
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M;‘l Davis. Ditto what I said to the other two. Thank you very
much.

Mr. Hayden, thank you for being with us.

Mr. HAYDEN. Thank you very much. I am pleased to be here this
morning and to be invited to speak with this group. It isn’t often,
I thi_nk, that investment bankers are involved in this type of dis-
cussion.

I have given written testimony, and I am going to comment on
some of that this morning, particularly as it relates to investors in
the tax-exempt market and the District of Columbia. I am not
going to talk about budgetary or credit issues.

Let me preface my remarks by also saying that markets are a
moving target. What may be valid one day may not be valid in an-
other week or another 2 weeks or another 3 weeks. But the prob-
lems confronting the District are fairly broadly known in the cap-
ital markets and certainly within the tax-exempt market.

There are some things I may say today that are not in my writ-
ten testimony which I think are also important. We have done, and
I have done, a great deal of research in the marketplace in recent
weeks and months, regarding the District’s situation.

Part of that comes about because, as you probably know, we were
the second bidder—or we would call it the cover bid—on the short-
term notes. We structured our ability to underwrite the notes a lit-
tle differently in that we canvassed the letter of credit opportuni-
ties within the marketplace exhaustively and came up with one
bank that was willing to put an LOC behind the District’s short-
term notes.

I am not going to talk directly about that, other than to say that,
when you are outbid, we take our hat off to those who structured
a security as Lehman did for you, but it does show there was ac-
cess to the short-term market. I think that access could continue,
particularly when I hear about the kinds of covenants and securi-
ties that were put behind it, which the Control Board has the abil-
ity to do.

One might say that the assurances that the Control Board can
give and is giving through its activities is clearly what is recog-
nized in the marketplace and is the major factor that is opening
up access to the markets. But there is a big difference between the
short-term market and the long-term market.

I doubt if we could find today—and I am saying today very spe-
cifically—any significant amount of credit enhancement for the Dis-
trict’s long-term debt, and that seems to be one of the major ques-
tions in front of us.

Let me focus a little bit on the long-term debt situation. You
have asked what must happen for the District to attract reasonable
conditions for its long-term borrowing. The answer is very clear.
The District or whoever issues on its behalf, in other words the
Control Board, would have at least one, preferably two, investment
grade ratings. There would be a very small subset of buyers of
unenhanced long-term District of Columbia bonds. And when I say
a subset, I am talking about a universe of buyers of tax-exempt
bonds around the 400 range. With an unrated, unenhanced secu-
rity, that number of potential buyers drops off to the 20 to 25
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range. So you can see the narrowness of the market obviously is
considerable.

Do I believe—and I want to be very clear on this. This is not in
my written testimony. Do I believe there’s a market today for
unenhanced District of Columbia securities? I would say yes. The
caveat of that is at what rate?

But I do think that there is a market, and I can talk about where
I think that market would be because of the other issues that are
selling in the market. These are not credits, but we have seen
unenhanced, unrated securities, which some call junk bonds, in the
7.5- to 9-percent range.

I cannot tell you there is an amount available in the market of
$500 million—which would finance a deficit financing, but I think
there would be a significant amount; approximately, say, in a range
of 8 percent.

And I think, as I hear the other speakers here this morning as
they go through the various steps and pieces of the puzzle over the
next few months, and if various kinds of progress are made, that
that potential market will continue to be there and be even strong-
er.

But I want to call to your attention, if you do not have it in front
of you, a few other items in my written testimony.

1 believe very strongly that the Control Board itself could achieve
an investment grade rating and create a new security distinct from
the District’s name. One of the benefits of that happening, which
has been done in the past both with Philadelphia and the city of
New York, is that a new security under a new name is perceived
differently by the buyers in the marketplace. Buyers that may not
be able to buy the District’s credit committees may not approve it,
may very well approve a Control Board issued security with its
name on it. This would expand the universe of buyers beyond what
I indicated.

I understand and we have had the experience in New York of the
political problems of another entity run by unelected officials tak-
ing out a revenue stream of the District’s or, in the previous case,
New York City’s, and having control of that money.

I might suggest to you that—and it is in the law financing under-
taken by the Control Board as presently enacted would extend its
control over the pledged revenues for the period those obligations
are outstanding.

I suggest to you that if anyone decides to change the act in cer-
tain ways, there may be a way to impact that concern. The Control
Board has other mechanisms in its legislation go out of existence
at some point.

The Control Board can also relinquish control of the administra-
tion and of the moneys held under any bond issue that they issued
on the District’s behalf if and when the District met all of the re-
quirements presently outlined in the act. Bonds could be brought
back under the control of the administration of the chief financial
officer when the District returns to investment grade ratings or
any other criteria that we outlined in any such amendment. I sug-
gest that that may be a consideration.

Let me move on quickly. Obviously, there is concern about the
District’s ability to carry additional debt service in its existing reve-
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nue base. In the absence of achieving additional budgetary capac-
ity, a deficit financing program would have to be carried out and
accomplished in conjunction with a debt restructuring program,
which you asked about.

You have asked the question regarding restructuring. Determin-
ing the amount of outstanding GO debt that could be restructured
is dependent upon the tax law of 1986 and the goals of restructur-
ing.
Let me be clear that no one of these things can operate in and
of itself. A deficit financing, a restructuring, the work that is being
done by the Authority which is recognized as making tremendous
progress in changing the techniques in the administration of the
government, all are important together, and it is all of these things
together that will put the District back on the road to recovery and
ultimately an investment grade rating and acceptance in the mar-
ketplace. All of those techniques have to be done as a package and
not independently.

In my testimony I have given a chart which will give you some
idea of the current debt service payments, and it will show that in
the next 8 to 10 years the debt service payment out of the operat-
ing revenues is quite onerous. We have shown in there an example
of what would happen if you did a restructuring to move some of
that debt out further. There is no present value savings. As a mat-
ter of fact, over a period of time there would be a dissavings.

But what a restructuring of that nature would do is allow some
relief in the operating budget in the levels of money necessary for
debt service over the next few years.

I show you that because, without debating whether or not there
will be additional revenues made available to the District, given
the present situation, the restructuring, the deficit financing, and
obviously reducing expenses and other things the Authority do
could all provide some relief under the amount of debt service done
in the next few years, which is approximately $400 million per
year. It could be brought down closer to the, say, $350 or $325 mil-
lion level with some of them.

Let me close with one or two items. I want to go back again be-
cause I know you have a great interest in long-term financing, and
it seems to me that there is and can be a viable way to do it. I
am prepared, in questions and answers, to give you my best esti-
mates today in terms of what the numbers would look like if the
District had an investment grade rating or if it did not have one.

1 would estimate that over the life of a deficit financing the dif-
ference between investment grade and noninvestment grade rat-
ings would be approximately $125 to $150 million.

In summary, let me just say that I agree with the GAO report
that you forwarded with your questions that the accumulated defi-
cit needs to be dealt with as soon as possible, in the next fiscal
year; further, that it needs to be dealt with in a plan to restructure
existing debt service. A deficit financing is not a solution in and of
itself. If this is done, I think the capital markets would view this
as a substantial step forward in solving a fiscal crisis.

The chief financial officer of the District has initiated actions, re-
ported in the press and in the Bond Buyer and other media that
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investors read, with the strong support of the Control Board in the
area of expense cuts and staff reorganization and management.

Further actions by the chief financial officer backed by the con-
tinued strong support of the Control Board are necessary. These ac-
tions, as well as cooperation and agreement to a plan from the Dis-
trict government, would result in further market acceptance quite
rapidly and put the District on a significant road toward recovery
and improved capital market access.

I hope these comments, which are made to be constructive, are
helpful, and I would be pleased to try to answer your questions.

[The prepared statement of Mr. Hayden follows:]
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| am pleased to appear before you this moming to comment on the credit market's perception
of the District of Columbia (the "District”) and the Financial Responsibility and Management
Assistance Authority (the "Control Board™). | will comment on those matters reiating to my
expertise in the credit markets and as they reiate to investors in the tax-exempt market. 1 will
leave budgetary and credit rating issues to those who are more directly responsibie for and
involved in those matters.

| can with certainty say that the District's ability to accomplish its recent short-term barrowing
says nothing about the District's ability to access the private financial markets for long-term
borrowing. The two markets are entirely distinct. It is my belief that the District cannot at the
current time complete a long-term borrowing of any significant size, at any reasonable interest
cost. Whether it can do so in the foreseeable future depends on the ability of the District, the
Congress and the Control Board to assist the District in regaining investment grade status
through the structural reforms and leadership initiatives now being implemented. Further, until
investment grade status is achieved, | do not believe the District will be able to attract any
significant amount of credit enhancement for its ong-term debt.

| can be fairly clear on these points because Bear Steams is a major participant in and is
knowiedbeable about both short-term and long-term market sectors.

The District's recent experience with an unenhanced short-term borrowing illustrates the
challenges. The 5.48% rate being paid on these notes, which have only a 2"/, month maturity,
is close to the cost of an insured 20 year bond at approximately 6%. This is not to suggest,
however, that credit enhancement is available for long-term District debt. Bear Stearns
prepared a competing proposal for the District's short-term financing that would have resuited
in a public sale of District notes that were credit enhanced by a major international bank. We

1
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canvassed 14 banks to ascertain their interest in enhancing the proposed 2'/; month District
note, and identified only one potential source of credit enhancement. it is very uniikely that
any of those creditworthy financial institutions would be willing to enhance District long-term
bonds at the present time.

Now, | will tum to the appetite of long-term investors for long-term unenhanced District debt.
We have canvassed a number of major institutional investors as to their interest in buying
unenhanced District bonds. Investor demand is very limited and would be very expensive.
You may be aware that there is a $2-3 billion annual market for nonrated high yield tax-exempt
debt. These tend to be corporate-type issues that are sold on a nonrated basis. The
purchasers typically derive from 20-30 high yield bond funds and investment managers, who
independently determine that the issues meet a minimum credit standard. As a resuit, these
issues are sold on a nonrated basis. The typical tax-exempt borrowing cost under current
market conditions for a 30 -year term bond is a range 150 to 350 basis points higher than an
insured issue, (7'/,% to 9%).

In contrast, the District is publicly rated below investment grade by all three rating agencies
("Ba" by Moody's, "B" by Standard & Poor's and "BB" by Fitch Investors Service). These public
ratings provide little or no room for high yield buyers to evaluate the District's credit and
independently to determine that it is minimally investment grade. As a result, the universe of
potential buyers declines further to a very small number, severely limiting the amount of debt
that could be sold on this basis. Correspondingly, with the tack of demand the cost of the
District's borrowing would increase.

You have asked what must happen for the District to attract reasonable conditions for its long-
term borrowing. The answer is that the District must obtain at least one, preferably two,
investment grade ratings. Short of the rating agencies' determining that the District's own
general obligation credit has been restored, there is a small subset of buyers of unenhanced
long-term District bonds in the tax-exempt market.

We believe strongly that the Control Board can achieve an investment grade rating for a new
credit that is distinct from the District's. One should look to instances where separate agencies
issued debt on behalf of their financially troubled cities. The Municipal Assistance Corporation
For The City of New York was the first such entity. The Pennsylvania Intergovernmental
Cooperation Authority ("PICA"), which assisted the City of Philadelphia in its financial crisis, is
a more recent example. investors will want assurance that the Control Board which creates a
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new security, has complete control over a pledged revenue stream and that the pledged
revenues are predictable and of strong credit quality. These are facts with clear cut examples
that have been done successfully.

The importance of the Control Board having complete control over the collection and
disbursement of pledged revenues for a new security is illustrated by Standard & Poor’s rating
for the District of Columbia Land Redevelopment Agency’s Sports Arena Special Tax Revenue
Bonds. S&P rated the Agency's Special Tax Revenue bonds the same as the District's
general obligation bonds, explaining that the lockbox mechanism does not protect against the
alternative use of pledged taxes which remain under the controi of the District. It does not
appear feasible for the District to establish its own dedicated tax credit, based on this
experience. Moreover, our survey of several institutional investors revealed that buyers would
prefer a new Control Board credit rather than another District name.

Any financing undertaken by the Control Board under the Act as presently enacted would
extend its control over the pledged revenues for the period that obligations were outstanding.
With improvement of the District's credit quality, the Control Board's control over other District
financial matters will terminate. According to Section 209 of the Act, termination of the control
period occurs when,

“ the District government has adequate access to both short-term and long term
credit markets at reasonable interest rates to meet its borrowing needs and,

for four consecutive fiscal years (occurring after the date of the enactment of
this Act) the expenditures made by the District govemment during each of the
years did not exceed the revenues of the District government during such years
(as determined in accordance with generally accepted accounting principles, as
contained in the comprehensive annual financial report of the District of
Columbia...)"

With the termination of the control period, the District would have demonstrated a high degree
of fiscal responsibility, which has demonstrably allowed the District to successfully manage its
finances. However, the pledged revenues would still remain in the lockbox mechanism under
the control of the Control Board and its trustee.

Because the District has no authority to borrow from the Treasury for operating purposes, and
because there is limited market access for the District's long-term unenhanced securities and
because no new revenue source appears likely, it would appear to me that the most viable

source of long-term financing available to the District is for the Control Board to issue long-
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term obligations to finance the deficit. | believe such a financing could be constructed to
receive an investment grade rating which in tum wouid receive strong market acceptance.
Unless, a new source of revenue is created to be used as a pledge for the new “Control Board”
security, the new security would have to use monies from the current revenue stream.

There will obviously be some concern with the Control Board issuing debt securities and the

effect it would have on the longevity of the Control Board.

Let me suggest that if this committee saw fit to change the existing Act there may be a way to
impact this concem. The Control Board could relinquish contro! of the administration and
monies held under the bond issues if and when the District met all of the requirements
presently outlined in the Act. The bonds could be brought under the control and administration
of the Chief Financial Officer when the District retums to investment grade ratings and the
criteria to be outlined in any amendment.

There would also be serious concem about the District's ability to carry additional debt service
payments in its existing revenue base. in the absence of achieving additional budgetary
capacity, this deficit financing program would have to be carried out and accomplished in
conjunction with a debt restructuring program.

You have asked the question regarding restructuring. Determining the amount of outstanding
District General Obligation debt that could be restructured is dependent upon current tax law
and the goals of the restructuring. The Intemal Revenue Code of 1986, as amended, imposes
limitations on municipal issuers of tax-exempt bonds with respect to when and how many times
tax-exempt bonds can be refunded.

Municipal issuers often restructure or refinance debt to achieve objectives other than pure
interest rate savings. For example, financing techniques can be used to achieve a more
levelized overall debt structure or to provide cashflow relief in a certain number of years by
shifting a portion of the debt service to later years. These are techniques that we believe may
be necessary to assist the District in providing responsible budgetary reforms and eventually
achieving investment grade ratings and market access.

The District has approximately $3.4 billion of General Obligation bonds outstanding.
Approximately $1.2 billion of outstanding District General Obligation bonds could potentially be
restructured, assuming the existing limitations of the Intemal Revenue Code of 1986, as
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amended. Theoretically, all of these refunding candidates could be restructured, however,
restructuring only a portion of the debt can achieve near term budgetary objectives. The
restructuring should be undertaken within the context of the District's and the Control Board's
long-term comprehensive financing and budgetary plans.

The District's General Obligation debt service schedule is onerous over the next eight fiscat
years, with annual debt service payments of approximately $400 million per year. Without an
additional revenue source, the District's current revenue base would have difficulty in paying
principal and interest on the existing Genera! Obligation debt and also on any debt issued to
fund the District's cumulative deficit. A restructuring could be undertaken to provide budget
resources for deficit bond amortization and other economic recovery purposes such as tax
reductions and other economic development efforts.

By restructuring approximately $391 million of outstanding District General Obligation bonds
maturing in the eight years between FY1997 and FY2004, and moving the principal out to as
much as 20 years, approximately $321 million of net debt service payments can be removed
from these eight years, given curment tax laws and market conditions. Under the District's
Chief Financial Officer and the Control Board's strong leadership, cashflow savings could be
used to amortize the proposed deficit bonds or expended on capital improvements and other
needs. A restructuring will achieve a more level aggregate debt structure since principal (and
the interest thereon) is shifted to later years, although the overall life of the District's General
Obligation debt would not be significantly lengthened. We note that reducing debt service
payments in the early years results in higher debt service payments (i.e., an economic loss) in
the later years. See charts below.

Current Debt Service Payments Debt Service Payments after Restructuring
$ Millions . Millions

FELEELEIEPEPIITTTESS SOPFPPPLIIEPETEE

It would appear that such a restructuring of debt on behalf of the District would provide some
relief in the operating budget for debt service over the next few years.
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In summary, | would agree with the GAO report that the accumulated deficit needs to be dealt
with as scon as possible and further that it needs to be dealt with in a plan to restructure
existing debt service. A deficit financing is not a solution in and of itseif. If this is done, the
capital markets would view this as a substantial step forward in solving the fiscal crisis. The
Chief Financial Officer of the District has initiated actions with the strong support of the Control
Board in the area of expense cuts and staff reorganization. Further actions by the Chief
Financial Officer, backed by continued strong support from the Control Board, are necessary
as well. These actions, as well as cooperation and agreement to a plan from the District
govemment, would result in further market acceptance quite rapidly and put the District on the
road towards recovery and improved capital market access.

I hope these comments which are meant to be constructive are helpful.



72

Mr. DaAvis. Bill, thank you very much.

Let me give you a special thanks for being here today. Bankers
usually don’t like to testify alone. I want to thank you for your will-
ingness to appear here. We appreciate your being here and your
very insightful remarks.

I thank all of you for being here. I just have a few questions I
want to go through for the whole panel. Let me ask, what is the
difference now from a year ago?

A year ago the city could not have gotten any short-term lending;
is that correct? I want to mark the measure of progress. A year ago
the city could have received the short-term lending that they were
able to get?

Mr. BRIMMER. My judgment is, a year ago the city would not
have gotten any short-term money. They would have had to borrow
from the Treasury.

Mr. HAYDEN. My view is that the market perceives the Control
Board to be the trigger. It has provided strong leadership, and that
is the difference.

Mr. Davis. Thank you very much.

Let me address a couple of key questions. I find it compelling,
that the accumulated operating deficit and the cash shortage of the
District of Columbia is a constant and burdensome drag on the
city. It has prevented both the city and the Control Board from
making reforms and the progress you could make if you weren’t
consistently battling to pay old bills and find the cash to meet the
next payroll. Does everybody agree with that?

Mr. HoLLowAY. That is correct, Mr. Chairman.

Mr. Davis. Considering the present nature of the deficit and the
cash issues, the projected future deficits, and the narrow surplus
that is currently forcasted after the year 2000 it appears there is
no way to cut spending or raise revenues in a fashion to deal with
this problem. It seems absolutely imperative that some way be
found to fund deficit and secure the city with a reasonable cash po-
sition.

Dr. Brimmer.

Mr. BRIMMER. I agree with that conclusion, Mr. Chairman. I
would also like to stress a matter as pointed out earlier by Mr. Wil-
liams. That is, the city is already borrowing to cope with the defi-
cit. It is borrowing from vendors and others who are providing
goods and services to the city on credit. And so that is the nature
of the requirement, that the shifting—that the way this is shifting,
it should be taken off the backs of vendors and others and funded
in the capital market.

Mr. Davis. Good point. There are a lot of vendors that won’t even
deal with us. That ends up making the city pay more because of
competition.

Tony, do you agree with that underlying thesis?

Mr. WILLIAMS. It is definitely true, Mr. Chairman, and a number
of our vendors want to be paid in advance, and that is clearly, as
you know, an inefficient way to do business. Your optimal way to
do business is to manage your cash on a turnaround in payments
of 30 to 45 days, not payment up front. To the extent we have to
do that to get any kind of service, we are at a disadvantage.
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I would also say the city is at a disadvantage—something about
the Control Board is a trigger. I want to emphasize that I think
in terms of this retirement of this long-term debt or the effective
management of this long-term debt, I think if I look at the past
year, at least my 9 months here, I think one the biggest problems
we have had is that we put in place a Control Board without the
firepower it needs to effectively do its job.

It has been—I don't want to imply it has been ineffective—to
more efficiently do its job in the way boards in Philadelphia and
New York have done, both in the kinds of securities that they
pledge of revenues or resources it can grant to borrowings, but,
even more importantly, the ability in the first instance to effec-
tively get rid of the security deficit so it can effectively direct the
city, with the Mayor, to the resolution of important management
problems.

And rather than doing that, we spent the last year trying to get
a budget, talking about whether we need long-term financing. It is
a very disruptive way to do business.

Mr. BRIMMER. Mr. Chairman, may I go back and comment on the
question about the ability——

Mr. Davis. If you would move the mic closer to you, we will hear
you better.

Mr. BRIMMER. I would like to address the question of the Control
Board’s ability to borrow in the market on its own. In my prepared
statement, I mentioned

Mr. DAvis. I read your comments, and showed them to my chief
staffer seated here. I think he went out and talked to Mr. Hill. I
am very interested in what you have to say on this.

Mr. BRIMMER. That is right. Under the act, the Mayor would
have to make a request to the Council to approve to borrow. If the
goungil approved that, then the matter comes to the Control

oard.

If the intent is to borrow on behalf of the city—that is, if the city
is to be the one taking on the obligation—I believe that would have
to be approved by the Congress. However, if the Control Board is
to be the one taking on the obligation, the process would require
that the Mayor make the request, go to the Council, and if the
Council approves it, then the board could decide to go into the mar-
ket and issue the bonds itself. That would not require congressional
authority.

Mr. Davis. Correct.

Mr. BRIMMER. However, in my judgment, market participants,
investors who are going to buy these long-term bonds, would prob-
ably expect to see some indication at least that the Congress would
not oppose this. So that is just my judgment.

Mr. Davis. Mr. Hayden, do you agree with that? Do you think
it would strengthen it?

Mr. HAYDEN. I think this would strengthen it.

Mr. DAvis. I am not sure of the best way Congress could do that.
We didn’t want to write this in the legislation because you know
how tough it can be to do things up here.

Mr. HAYDEN. At every instance I think the markets and bankers
perceive this: The Control Board, the District, and the Congress
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have to work together cooperatively, and every time that comes for-
ward, it strengthens the position.

Mr. Davis. OK. That is fine. That is what we are here to under-
stand. We were hesitant to put that in originally because we want-
ed to give you full authority, and because moving anything through
the House and the Senate in tandem can be difficult sometimes
and time consuming.

Mr. BRIMMER. Mr. Chairman in operation, I can assure you that
while we would not come to the Congress and say, should—will
you—do you believe we should do this? We would clearly inform
you of our intention and seek your reaction.

Mr. DAvis. What about a comment period where Congress would
have days to overturn it if they didn’t like it? That wouldn’t have
the same effect as a positive?

Mr. BRIMMER. This is an interesting question as I raised it with
Mr. Hill. If the Council passes legislation, the legislation itself has
to be approved by the Control Board and, second, has to come to
the Congress for a layover period for a comment. So I believe that
the fact that the Council passed enabling legislation would auto-
matically give the Congress an opportunity to reflect on that.

Now, Mr. Chairman, if the board concludes that a borrowing is
necessary, it would have the authority to identify the collateral and
to divert or put a claim on a revenue stream available to the city
to provide the collateral. So that, in itself, would give additional en-
hancement and security to borrowers taking that paper.

So I wanted to make those comments, Mr. Chairman.

Mr. Davis. I appreciate that. We will further explore that too,
our staff to yours, and if we need to put some additional legislation
in, we will try to do that.

Mr. HAYDEN. 1 agree exactly with what Dr. Brimmer said, and
I want to call your attention to a remark that I made earlier. As
I understand the act, there are several ways in which the Control
Board can work itself out of its job, which I am sure some of them
would like to do.

Mr. Davis. They are listening.

Mr. HAYDEN. There are several ways, but one of the things in
this act, as I read it, is that if the Control Board—the Authority—
were to issue securities, that it must stay in existence the length
of the term of those securities. Now, if this were 15- or 20-year
bonds, this may go well beyond the period of time that there are
other triggers within the act that would put the Control Board out
of business.

What I am suggesting to you is that you seriously look at, in con-
junction with what Dr. Brimmer said of the Congress putting its
stamp of approval on it, that I think the market would be willing
to accept any changes you wanted to make in the act that would
allow those securities to be issued, but the administration, the
transfer and the control of those moneys put back to the District
and the chief financial officer at some time prior to the longest ma-
turity of the security. That may be important for political and other
reasons, and I recognize that.

Mr. Davis. But couldn’t the city at that point, in their strength-
ened position, refinance the debt?

Mr. HAYDEN. They may have a better deal even in place.
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Mr. Davis. That would depend on where the interest rates are
at the time and other things.

Mr. BRIMMER. Mr. Chairman, one additional comment about the
long-term prospects of the city regaining access to the capital
bonds, and that is the shadow, the overhang of the unfunded pen-
sion fund.

Mr. Davis. No question.

Mr. BRIMMER. It is my conviction, if I were a long-term investor
looking at buying a long-term bond issued by the city under any
auspices, the city or the Control Board, extending beyond 2004 or
thereabouts, or whatever the date is that is set to trigger the trans-
fer to the District from the Federal Government of the obligation
to fund or otherwise manage that unfunded pension fund, I would
see the following.

Currently, the city is required to set aside some $350-odd million
a year to contribute to the pension fund. At some point down the
road, around the date I mentioned, if the plan—the law continues
to operate and is now on the books, the city will have to set aside
$700 or $800 million a year to provide for the funding of that pen-
sion plan,

Now, if I were an investor, I would see that as a potential claim
on the city’s resources and ability to service any debt, and that
would be a negative for me.

Mr. Davis. Right.

Mr. BRIMMER. Therefore, I believe that as we look ahead, one of
the things we have to do, strictly from the point of view of financ-
ing and market access, is to remove that uncertainty and those
fears generated by that kind of overhang.

Mr. Davis. Mr. Hayden, would you agree with that?

Mr. HAYDEN. I do, especially because I have not read any credit
report from any credit-rating agencies that doesn’t put that issue
right up front.

Mr. DAvis. Thank you very much.

Mr. Holloway, I had talked earlier about funding deficit and se-
curing the city in a reasonable cash position. Do you agree with
that? It appears no way to cut spending and raise revenues in a
way fashioned to deal with this problem, and it seems absolutely
imperative that some way be found to fund the deficit so the city
is in a reasonable cash position.

Mr. HoLLoway. I think it is crucial that this be done, and if 1
were to make a couple of comments without saying ditto, I would
comment on what Mr. Hayden said as well as Dr. Brimmer.

There is a final point that I would want to make. At least as I
hear Mr. Hayden—I certainly don’t want to put words in his
mouth—it seems to me that what he is suggesting, that to what-
ever extent that the Congress would be willing to confer to the
Control Board and the CFO its confidence and the freedom and ca-
pacity to borrow whatever they thought was necessary and to exe-
cute it, I think it would be viewed as a good thing and something
helpful toward improving the investment grade and the other
things associated with that. So I think that is important.

I guess if I didn’t register what I will call the concern for short-
sightedness and not looking beyond the year 2000, and particularly
if people are talking about deficits coming back again, I have to
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come back to the structural issue, as Dr. Brimmer alluded to at
least part of it, in regards to the pension.

But I think there are a number of other structural issues that
need to be dealt with so that you have a financial plan that extends
beyond the year 2000 that is going to deal with that, because other-
wise what you are going to end up with, even if you refinance and
stretch out the note, is the burden on future generations. It is just
something to think about, be mindful of, as you go into this debt
scenario, the need to really deal with all of those structural issues.

Mr. Davis. Thanks.

Let me try to, if I can—I think there are a lot of ways that we
could deal with this issue, and I am going to ask Ms. Norton to join
me as we try to address it.

Congress could appropriate about $650 million for the District
now, but I don’t think that is going to happen. You have just been
through the appropriations process, and I don't think that is likely
to happen.

Ms. Norton, do you?

Ms. NORTON. I concur, Mr. Chairman.

Mr. Davis. The District could go to the private market, making
long-term borrowing, but I think today’s testimony has clearly dem-
onstrated that the District cannot do this and receive favorable
treatment and interest rates.

Does everybody on the panel concur with that?

Mr. BRIMMER. Mr. Chairman, I believe at this juncture the Dis-
trict trying to borrow in its own name without the explicit under-
taking of the Control Board, I don’t think it could do it.

If the decision were made to rely on the Control Board as the
borrower, 1 believe there are certain conditions under which that
could be done sometime in fiscal year 1997. So I put it that way.
Anything can be done in the remainder of fiscal year 1996. But I
believe in fiscal 1997, this could be done if the Control Board were
prepared to certify that there had been enough progress in the
management of the District’s finances typified by progress on the
deficits and so on; it could be done.

Now—but, I believe that even with the Control Board’s name and
authorities, it would be very, very difficult to get the highest in-
vestment-grade rating, and for this purpose I am thinking of a rat-
ing at least BAA using Moody’s classification as investment grade,
and how much beyond that is another question. But even then, it
would be a question of how much premium, what the spread would
have to be on that. And I think conditions could be fashioned under
which that could take place, but it would take a great deal of care
and crafting and providing the kind of security the market would
require.

%’Ir. DAvIs. At this time; right. And we know what our job is the
next few months to try to get that rating.

Is there no disagreement with that, Mr. Williams?

Mr. WiLLIAMS. Mr. Chairman, let’s see. OK, first of all, in any
of this borrowing I think it is important to look at the fundamen-
tals. We talk about “credit structure this,” “credit structure that,”
but fundamentally you have District agencies, District vendors,
agency heads, and indeed the District public contributing to this
problem, because there have to be sacrifices made to achieve the
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budget discipline to support the debt service behind all these obli-
gations. I think that is very, very important to understand.

I am not a big fan of the notion of District versus Authority.
Maybe it is because of my position. I think that the Authority is
indispensable in terms of sponsorship and authorship of this bor-
rowing. But the District is important as well, because the Author-
ity—indeed, the CFO—can only direct. It is the District agencies
and the District government that have got to achieve the follow-
through that makes all of that occur. I think it is very, very impor-
tant to understand that and that we not get into this District ver-
sus Authority issue.

Mr. HAYDEN. Mr. Chairman, if I may try to round that out. The
way in which people are going to look at this, any financing, today,
not 6 months from now but today, the existing amount of revenues
that the District has to spend, now if you are going to issue debt—
and I am saying that this is now without any new sources of reve-
nues—the existing source of revenues would have to be earmarked
to repay the debt, whether the District issued it or whether the
Control Board issued it.

Either way, you are playing now with the same amount of reve-
nues. The only way within the budgetary cap or even the debt issu-
ance cap, given the existing revenues that are going to fit all of
that in, as Mr. Williams has just pointed out, is going to be a very
stringent budget process of cutting expenses or, as I mentioned be-
fore, restructuring debt, which would give some level of relief in the
next few years in order for that new debt service to be. absorbed
in the operating budget.

If you do it with an investment grade rating or if you do it with-
out an investment grade rating, the difference over a period of
time, as I mentioned before, could be $125-$150 million. I sub-
scribe that any investment grade rating, whoever gets it, even the
lowest investment grade rating, is what is needed, because you can
then use other financial techniques such as insurance or whatever,
to improve the rate in the marketplace to a AAA rating.

Mr. WiLLIAMS. I guess what I am saying, Mr. Chairman, is that
the board has a leadership role in this but it has got to be a cooper-
ative, collaborative venture with the District. That is the point.

Mr. Davis. It is the city that wants to get back in the market,
more than anybody, I would think, by themselves, and not have to
go through the Control Board.

Mr. WiLLIAMS. I think the board would admit, the District has
training wheels right now. That is the way we have to ride around.
We need it, but in the long term we need to be able to ride on our
own. You can’t win the Tour de France on training wheels.

Mr. Davis. That was well spoken. I guess Congress could also
pass legislation opening a Treasury borrowing window for the Dis-
trict for long-term borrowing. We initially had a 10-year window in
the Control Board legislation, but we had to delete it when the
Congressional Budget Office scored it and said that it cost the Fed-
eral Government money.

While the Treasury may be working on such a proposal, nothing
has been forwarded to us at this time. I feel compelled to state that
I am not sure Congress would pass that at this juncture. I just
haven’t found significant support.
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Ms. Norton, would you care to comment on that, or not?

Ms. NORTON. Mr. Chairman, that is a matter that I really do
think should be revisited in light of what the Treasury is trying to
do and in light of what you and I have seen happen on the aque-
duct proposal. Initially when this matter was brought up in the
last session of Congress, the scoring kept us from moving ahead on
aqueduct. The fact is that Mr. Warner has been able to get a re-
view by the CBO which resulted in a no scoring for borrowing——

Mr. Davis. For a couple of years.

Ms. NORTON [continuing]. For the aqueduct.

And I do think—1I agree with you about the difficulty of getting
congressional approval, but everybody has to understand that lead-
ership from this committee and from the Appropriations Commit-
tee, I think, would be determinative there, because people don’t
look very closely at DC matters, and I don’t blame them.

So if this committee had full confidence that Treasury borrowing
or long-term borrowing was, in fact, necessary, I believe we could
get the support of the Speaker, I believe we could get the support
of the minority leader, and I think that might work, and it is worth
exploring.

Mr. Davis. We will continue to work with the administration to
try to get some language that will do that.

Under the provisions of Public Law 104-8, the Control Board
could borrow on behalf of the city if the District requests such ac-
tion. It seems that this is a very viable option at this time, which
is one of the reasons I called this hearing. I think that the Control
Board and the city have to figure out what needs to be done for
the Control Board to borrow and proceed to do so. I will let Ms.
Norton respond if she would like to, or she can wait until it is her
time. You have sketched out carefully that this has to be a collabo-
rative effort between the Control Board and the city to convince the
markets, whichever way we move forward.

Mr. Hayden, in your testimony you said that the Control Board
would need to secure control of significant District revenue in addi-
tion to the 20 percent that it already controls in order to receive
favorable treatment. Is that a fair position?

Mr. HAYDEN. What I mentioned—this is one part of revenues,
and a portion—a necessary portion of those revenues would be di-
verted to be the security behind any issuance of bonds that the
Control Board would do, whether it be a sales tax or what other
revenue source. And I have looked at various things, and it gets
complicated to get into it. There are ways to do it.

Obviously, you want to minimize the amount of money that you
would have to divert to secure it, and I mentioned before that the
control of those moneys under the act very strictly stays with the
Control Board, if that answers your question.

Mr. Davis. Mr. Williams or Mr. Holloway, do you have any com-
ment on that?

Mr. HoLLowaY. I would agree with you.

Mr. Davis. Ditto.

Mr. HoLLowAY. Ditto.

Mr. Davis. Dr. Brimmer, have you had any discussions with in-
dustry officials about the situation, whether they will be willing to
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allow the board to go forward with this arrangement, or do you
think it is premature?

Mr. BRIMMER. I missed the last part of your question.

Mr. DAvis. Did you have any discussions with the city in which
they said they will be willing to allow the board to go forward with
this arrangement to secure greater debt?

Mr. BRIMMER. No, we have not had any discussion; we have not
raised the question. My comments were based strictly on the read-
ing of the statute.

Mr. Davis. I understand. We have to look at reality.

Mr. BRIMMER. Yes, and of course, Mr. Chairman, if the question
of borrowing were to be raised, we would definitely have to raise
those questions.

Mr. Davis. I think they probably ought to be raised. I am speak-
ing as one member of our committee that believes that this is
something that has to be raised with the city at this point, and if
you need any persuading of the city to cooperate, I will be happy
to help out.

Just a couple of other questions.

Mr. Hayden, you referred to the political difficulty of the city
turning over revenue streams with the condition that the control
board stays in place until the debt is retired. Isn’t that the same
situation as in New York?

Mr. HAYDEN. That is a continuous issue in New York. The mon-
eys that were diverted to the bonds that were issued there have a
surplus behind them, and it becomes a political question year in
and year out. When the city needs money to meet its existing budg-
etary things, the control of how that money is spent becomes an
issue, and civic groups and others take different sides as to which
way to go.

But clearly, legally, it is under the control of the board that is-
sued the securities, and the city has to, in turn, negotiate with
them as to how this money is ultimately spent in any given year.
If they refund something and they have $100 million that they can
make available to the city, they sometimes attach strings to it and
it becomes an issue.

Mr. Davis. My understanding is, the city could always refinance
when it gets an investment grade rating, but it may not be advan-
tageous to do so, and you believe there may be some legislation we
could write to bridge that gap.

Mr. HAYDEN. I think that you could, and I think it would be ac-
ceptable in the marketplace.

Mr. DAvis. I am intrigued by that suggestion, and we may be
more fully exploring that in the weeks to come.

Finally, Mr. Hayden, let me end right there and just say that I
appreciate all of you being here today. I may have a couple of ques-
tions following Ms. Norton’s, but at this point I appreciate your
comments. I think you shed a lot of light on where we are today,
what exactly the short-term borrowing means, and what the city,
the control board and Congress we need to do together to move for-
ward in the next few months.

I now yield to the ranking minority member. I appreciate her for-
bearance as I used over my allotted time to try to complete my
questioning.
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Ms. NORTON. All time is your time, Mr. Chairman. Thank you
very much.

Let me first try to get some basic facts down. The numbers, the
amounts, involved for long-term borrowing are almost always said
necessarily in large generic numbers. What is the amount? And
how much has it increased this year from last year in the deficit
borrowing that would be necessary?

Yes, sir; Mr. Williams?

Mr. WiLLIAMS. I would just throw out very briefly, Congress-
woman Norton, the fact that you could, I think, using an account-
ing approach or using the approach of simply adding up yearly
deficits, come to an actual cash need by the industry on the order
of magnitude of $650 million.

It then becomes a question of, what is the city’s capacity to meet
all or part of that need? And it was our judgment—and Dr. Brim-
mer can speak for the board, but it was our judgment that the city,
that the District—that is, either the District or the Authority—had
the capacity to only address a part of that need. I think it is on
the order of $500 million. So the ability to meet more or less of that
depends on the rating, the structure, and all of these factors that
we are talking about today.

Ms. NORTON. What makes it—what would make it unwise or im-
possible for long-term borrowing to meet the full need? Security?
What is it that prompts——

Mr. WiLLIAMS. I think it is a question always for the issuer of
what terms, what costs, what schedule, what are the circumstances
of the borrowing?

And the secondary question, in terms of one issue, getting it to
an investment grade, what is the overall impact, short-term and
long-term, on the District’s recovery to investment grade ratings?

And I think it is the judgment here—and Dr. Brimmer can speak
to this—that the best way to move in this direction is for the Dis-
trict to work with the Authority, and the Authority issue debt.

Mr. BRIMMER. Ms. Norton, may I comment on that, please?

I would frame the question in two parts. One is, what is the
present size of the cumulated deficit? What are the prospects for
the cumulated deficit, say, over the next several years? And then
second, what are the limits, if any, on the ability of either the city
or the board to borrow to meet that cumulated deficit?

The figures I have suggest that the deficit—and this is an esti-
mate made by our staff—that in 1994 the cumulative deficit was
$324 million; in 1995, that rose to $379 million; in 1996, $495 mil-
lion. The estimate is, for 1997, $594 million; 1998, $688 million;
1999, because of the modest surplus received for that time, the an-
nual surplus, the deficit would be $686 million; and in the year
2000, $685 million.

Now, the second question to this at any point in time: How much
can be borrowed to finance or cover part or all of that cumulated
deficit? It is my understanding that there is a ceiling on indebted-
ness which the city can undertake, and that is determined by ref-
erence to a number of factors, one of which, I believe—is it 14 per-
cent or something of that sort?
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Mr. HoLLowAY. Fourteen percent, and it is a specific definition
for current revenues, but you cannot have debt service in any given
year that would exceed that 14 percent.

Ms. NORTON. Unless we raise the——

Mr. BRIMMER. That is the factor that generates the limit. And
given revenues and that 14 percent factor, that appears to be—ap-
pears to produce a borrowing capacity in the neighborhood of $500
million. That is how I would—that is borrowing by the Authority
under the cap.

Ms. NORTON. Under the cap, yes.

I note that the figures escalate as the years go by on the order
of $100 million or so a year. Is that a function, in part, of declining
revenues?

Mr. BRIMMER. Well, basically what you see there—and, again, as
Mr. Williams mentioned, depending on which accounting method or
approach you use, the increment you see is substantially due to the
annual deficit.

So basically—and I am going to say this, although there isn’t
precise precision here—basically, what is happening is that you
start with a deficit in one given year, and then, depending on
how—and then you run a deficit next year, and depending on how
you treat that with some offsets or modifications, you add that net
to the previous year, and that is what you see, Ms. Norton.

The jump, for example, you see—and if you don't mind, I would
like to share this chart I have.

Mr. Davis. We welcome it. Thank you.

Ms. NORTON. Because I am trying to understand why—if the
jump takes place in part because you don’t have offsets included in
the figures for the latter years.

Mr. Davis. Without objection, the chart will be put in the record.

Mr. BRIMMER. What you see, the figures I gave you from the box
at the lower right-hand side, and the graph, the bars, show—if you
notice, and you look quickly at the arithmetic, you will notice, for
example, the rise from 1995 to 1996, that captures mainly the defi-
cit of $168 million.

Let me repeat, my statement is a general statement. Greater
precision would explain that more fully, but at this juncture I
would not like to go into the details behind the arithmetic. But that
is what you are seeing; that is the profile of the cumulated deficit
over time.

Mr. HorLLoway. Congresswoman, may I amplify on what Dr.
Brimmer said? Simplistically stated, the incremental increase he is
talking about is, you start with what the actual deficit was at the
end of 1995, and then you just effectively are adding the projected
deficits for 1996, 1997, and so on, that have incrementally in-
creased that.

I think the important thing to note is that what the deficit is be-
lieved to represent, and for the most part does, are goods and serv-
ices that you have already received that you owe somebody for be-
cause your expenditures have exceeded your revenues. So the arith-
metic of adding those projected deficits to the existing one is what
creates the amount that is needed in terms of projected finance.

Ms. NORTON. In light of what you just said, Mr. Holloway, when
the Mayor testified here as recently as March, he indicated that
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the city was about $300 million behind in payment to vendors.
Now, I don’t know what that figure represents, whether that is, in
fact, a figure that Mr. Williams would stand behind, and, if we are
talking about $600 million deficit at this point, what the other
$300 million is about by years.

I would like to get some sense of what is owed to vendors now
and whether the remaining $600 million, assuming we are working
vuiith that figure, represents prior years or represents something
else.

Mr. WiLLIAMS. Congresswoman, the situation that we have now
is that we are essentially rolling forward this accumulated deficit
by using Treasury short-term borrowing.

Now, what that means is that even though we have made sub-
stantial progress over the last 9 months in getting our vendors es-
sentially down to good business terms, our vendors right now, with
the exception of vendors who are victims of the procurement finan-
cial mess process, which is a caveat—with the exception of that,
vendors are on good payment terms.

So the problem is that these vendors always face the specter of
some calamity. They face the specter, but for the short-term bor-
rowing debt, a calamity, boom, we are back 6-, 7-months vendor
wait. Or, indeed, by 1998, if we continue to use the Treasury short-
term window for capital and short-term cash-flow needs, that
source of funds evaporates by 1998. That is the problem that our
vendors face. It is this constant anxiety and this notion that, by
1998, that is it.

Ms. NORTON. What is the—is the $300 million then an amount
currently owed to vendors?

Mr. WiLLIAMS. No. It is not an amount currently owed to ven-
dors: it is the fact that we are rolling it forward and the vendors
constantly face the specter of disaster.

Mr. HOoLLOWAY. As Tony uses the phrase, “rolling it forward,”
you are borrowing against next year’s money, so that when you get
to next year, the money is already spent, so you end up back in
the hole. And even though by doing that you currently can pay peo-
ple, where it appears that they are current, you recognize that
there is a shortfall that at some point is going to come home to
roost.

Mr. WiLLIAMS. It is like you had a house and you took out a sec-
ond mortgage and now you are using Visa/Mastercard to pay your
mortgage on the house rather than just refinancing the house.

Ms. NoRTON. All of us, seeing this hole and the accumulated defi-
cit, of course, have fastened upon the only thing we can think of.
When the chairman asked his rhetorical question to me, did he be-
lieve the Congress would finance the deficit? I should have added,
Mr. Chairman, that not only do I not believe this Congress, but if
I get my wish and it is a Democratic Congress, it will not finance
the deficit either.

Having put off the table all of the immediate sources of any pos-
sible——

Mr. Davis. That is present company excepted.

Ms. NORTON. Always. Always, Mr. Chairman.
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I do want to make sure that I am not walking down a road
whose true implications I don’t understand, and I guess my ques-
tion really is a question of whether it is worth it.

If all that we see that is possible, but as I understand the testi-
mony of one of you—I don’t know if it was Mr. Hayden or who—
that 20 percent of our revenues go to secure debt now. So one thing
I would like to know is whether that is typical.

Mr. WILLIAMS. It is about 12 percent, Congresswoman—some-
where in there.

Ms. NORTON. It is a 14 percent cap.

Mr. WiLLIAMS. We cannot go over 14 percent debt service to local
revenue.

Ms. NORTON. Is it true that it doesn’t go over? How does that
compare to other cities?

Mr. WiLLiaMS. I think Dr. Brimmer, Mr. Hayden, or Mr.
Holloway had commented on this. But right now we have a heavy
debt load compared to other cities, and I think this 14—personally,
I think 14 percent is a good disciplinary device. I don’t think we
want to go far over that. Maybe 14 percent itself is not the right
figure, but we need that kind of discipline.

Mr. BRIMMER. I do not know what the figures are, but the con-
cept is one that is very clear. What we are saying is that no more
than 14 percent of current revenue can be used for debt service. I
believe there ought to be some restraint on that.

But think about it; up to 14 percent of current revenues not used
to pay for goods and services but to service your debt. If we were
a developing country, for example, and looking out to the world’s
capital market, we would say that that is a heavily indebted coun-
try, and I think we ought to look at it in the very same way.

Ms. NORTON. As a raw figure, it makes sense to me, but I am
left to say, compared to what?

Mr. HoLLowAY. I think that the challenge is, I don’t know that
there is any magic to the 14 percent, but I kind of share what Tony
said, that there needs to be some limit that someone has economi-
cally looked at, because there is a longer-term financial burden on
the District that will continue to the extent that you allow that to
rise, which obviously restricts the current year moneys at any
given point in these future years.

And think of it as a fixed cost, something that you have to pay,
which now means that, there is now money that you cannot use in
a discretionary way to do other things.

But I think that the challenge that keeps coming back to this,
at least from where I sit, is the desperate need to deal with the
structural aspects of the budget. I think it would be foolish to just
borrow the money without looking at, how do we create the rela-
tionship of our revenue to the expenditures?

And you have to recognize the current flow of the revenues which
we have some control over to know that either you have got to do
something about those expenditures, whether it is enhancing them
by reducing them through some subsidy of Medicaid or assistance
on the pension or whatever form, or actual additional budget cuts,
because the revenue stream, at least to the extent that the District
i:_ontrols it—which I will style local revenues—is clearly on the flat
ine.
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So unless you deal with some of those other structural things
that get that budget in balance to where it can support that, I
think you are an accident waiting to happen to just borrow the
money without consideration of that.

Ms. NORTON. Dr. Brimmer.

Mr. BRIMMER. Ms. Norton, may I go back to the question of the
12, 14 percent ceiling. I just learned from Mr. Hill that the GAO
did a study recently; in fact, he was responsible for it. We did com-
pare the debt service burden’s ratios of the District with a number
of other jurisdictions, and one problem that arose in trying to
measure that is this.

The District has some local revenue, some Federal revenue
sources, and other cities cannot duplicate that precisely. But there
is in the report a third description and analysis of what those are.
I will get a copy of that report and submit it for the record, and
hopefully that would answer your questions somewhat more fully.

Ms. NorTON. I would appreciate it, because having some basis
for comparison also elucidates the issue.

Mr. Holloway mentioned that revenues have a flat line. Actually,
as I understand it, our revenues have been going down, and I
would like to know to what degree revenues have been going down
and from what year. Did it begin in 1993? Did it begin in 19947
I understand we are at least $100 million, some say $150 million,
down this year. I would like to know how much at this point is rev-
enue down; how many years prior to this have we had a year in
which revenue has been going down; and, what is the major source
of the decline in revenue?

Mr. BRIMMER. Ms. Norton, I have in front of me a report from
the budget we submitted which shows our revenue for the last cou-
ple of years at a projection out to 2000 with some detail on the
sources of the revenue.

In general, the revenues captured for the budget, these are the
major sources: Taxes, nontax revenue, fees and a lot of other
things; the Federal payment; and certain transfers into the city;
there is a line for grants, private and other sources; and there is
the Inter-District fund, and there is the Enterprise Fund.

In combination, all of those sources provided revenue of $5.1 bil-
lion in 1994. In 1995, the total revenue was $4.9 billion. For 1996,
the projection is again $4.9 billion. For 1997 the budget we just
submitted, it is $5 billion; 1998, $5.1; 1999, $5.3, and the year
2000, $5.5.

How would I characterize that profile? I would say it is stagna-
tion through the interim period with a slight rise anticipated for
the outyear, the year 2000.

With respect to the components, I will simply say we start off
with tax revenues in 1994 of $2.5 billion, and that stream remains
essentially stagnant throughout the entire period; just $2.5, $2.4,
$2.3, $2.4, $2.4, $2.4, $2.4. And that is the principal source.

The other major source of revenue, of course, is the Federal pay-
ment, and for this projection we have assumed it remains constant
at $660 million.

Those are our figures on revenue sources and prospects, Ms. Nor-
ton.
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Mr. HoLLowAaY. Congresswoman Norton, I think the short an-
swer to your question is that property tax revenues are going
down. Effectively, that has been somewhat offset by sales tax reve-
nues and some other things, but the principal driver that is declin-
ing in the revenues is the property tax revenue. If you want to get
into inflation-adjusted dollars by leaving the Federal payment flat,
that means a loss of economic——

Ms. NORTON. Is this basically commercial or residential?

Mr. HoLLowAY. It is basically commercial, for obvious reasons.
You see consolidation of the Federal Government; you see rents de-
clining, which lower assessed values, which lower the amount of
tax you can collect even if you retain the same base.

The principal driver that is pushing it down is property taxes,
and that is one of the concerns, even in the budget, is that the dif-
ficulty of that is, you just don’t know what direction that market
is going to go. And the thing that you alluded to earlier, if you lose
the middle income people, that is going to push personal property
tax down; you have more housing that is available and unoccupied.
All of those factors devalue your property taxes, because it lowers
your assessed base, and that is the primary driver of the decline.

Ms. NORTON. And we cannot know, from what you say, that—
particularly when you consider where you say the commercial
drops come from, we cannot project that those will turn around.

Mr. HoLLowAY. Absolutely, that is true, and that is one of the
things that you have to be ever mindful of, and I think that is why
there is the need to revisit the entire structural aspects of the Dis-
trict’s budget, is because there are those kinds of things that you
need to be mindful of, how much more of that middle-class popu-
lation you might lose, that could be a detriment of the assessed
value of how many homes that are here. There are so many things
right now that could have an effect on that, but that is clearly the
aspect of revenue that is declining.

Mr. BRIMMER. Ms. Norton, I have in front of me from the budget,
the full document we submitted, a table which shows each of the
tax revenue sources in great detail. They confirm what Mr.
Holloway just said, but several of them stand out and are quite
striking, given our recommendation and what I stressed in my tes-
timony about the need to have some secure revenue sources down
the road.

Real property—just benchmark—the real property taxes, $640
million in 1996, that drops to $600 million in the year 2000. Sales
taxes in fiscal year 1996 generated $507 million. By the year 2000,
that is up to $530 million. The income tax—and this is one of great
interest to me—the income tax yielded $658 billion in the year
1996; next year, $656, $667, $576, and projected $682.

Now that is the District’s share—that is the tax revenue from the
District’s taxation, of that portion of personal income which the
District can tax, and there are other sources, but I want to stress,
those are the three principal ones, and they show stagnation. As
I look at that profile, I see no boom in any of those tax sources.
I see stagnation to decline.

Mr. HoLLowAY. If I could just amplify that just for one other
point—and I think it goes to something I have at least heard on
a couple of occasions you to say—which is, there is also, in addition
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to a need to tighten up expenses and the other things, you have
to look at a way to enhance revenues, and when you start focusing
on the key one that is going down right now, it begs the question,
to have as part of whatever strategy you have to look for opportuni-
ties for economic stimulus to the District, whether that is keeping
businesses in there or keeping people in there. And as I said be-
fore, Congressman Walsh, if you will pass that 15 percent Federal
tax for the District, I will be the first middle-class person to move
in—lower-middle-class, but middle-class person, to move in.

Ms. NORTON. Let me ask about the security on any long-term
%)oan and what the option for security on any long-term loan may

e.

Mr. HoLLowaY. I think Mr. Hayden would probably be in the
best position to talk about it, but the most obvious one is, it would
have to be some form of a tax revenue stream, more likely than
not. But I would defer to Mr. Hayden to provide his professional
advice on that.

Mr. HAYDEN. Well, let me first say once again, whatever the rev-
enue stream is, it is coming out of existing revenues, whichever it
may be. So any one of these revenue streams that has been spoken
about is possible.

Mr. BRIMMER. While he is doing that, may I just comment briefly
that any long-term debt, any debt that is offered in the market-
place, must have collateral. Let me repeat, it has to be
collateralized. There has to be some way to provide the debt service
and ultimately to assure that the principal will be repaid.

So, for the city, the question is, what kind of collateral can it pro-
vide? I suppose under certain circumstances—1I find it hard to vis-
ualize what they might be—the city could mortgage some of its
property and provide collateral. Alternatively, the city would have
to provide—

Ms. NORTON. Some of its property, Dr. Brimmer?

Mr. BRIMMER. If it were a going business, how can you provide
collateral? You can provide collateral by giving the debtor a claim
on your assets, or you can assure the debtor that there would be
an income stream sufficient to provide the collateral and assurance
to assure that the debt service will be paid and that eventually the
principal will be paid. For this city, that is a revenue stream, and
then it is a question of which revenue stream and so on.

I just wanted to say that that is my conception of how to frame
the question.

Mr. HoLLowAY. The one other thing you might be mindful of,
and my recall is that PICA, which was the Philadelphia one, they
have effectively created a new tax that at least in part repaid the
debt that was dedicated to support that borrowing.

So it is not only your existing streams, but even as you look at
structurally how the District is set up, I know a favorite discussion
that a lot of people throw out is a commuter tax and some other
things that I am not advocating, and please don’t interpret it that
way.

I\%r. DAvis. Calling it a favorite, I think, is

Ms. NORTON. Your mouth has just been washed out with soap by
the chairman.
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Mr. HoLLoway. I think it is a mistake to just solely look at exist-
ing revenues; you need to look at the whole package. And Dr. Brim-
mer is right; I don’t know that you could get enough District build-
ings put together to come up with sufficient collateral.

Mr. WiLLiaMS. Congresswoman Norton, I would just make the
important distinction to not further confuse this but just to add a
little more clarity between structured debt and generality obliga-
tion pledged by the Authority or the District or some combination.

General obligation pledge, you are just generally relying on the
good faith and credit of the underlying District to perform, ability
and willingness to pay. In a structured situation, you would be
dedicating some kind of sales or income tax or property tax or reve-
nues; that is the distinction. Mr. Hayden can probably go into it
better than I can.

Mr. HAYDEN. A dedicated tax bond is the language. The credit
quality of the revenue stream, debt service coverage levels, and
management and control over those revenues, are what are going
to be important to the rating agencies and the ultimate buyer.

There are at least three revenue streams of the District which
would bear consideration, individually or combined, as primary
sources of security for principal and interest payments on either
the Control Board’s bonds or a dedicated issue by the District. One
would be the real property tax; two, general sales and use tax; and
three, the individual income tax.

Ms. NORTON. Are any of those revenue streams already pledged
in any significant amount to secure debt?

Mr. HAYDEN. Well, yes, they are pledged under the general obli-
gation tax revenue. This would have to be carefully structured, as
I say, it is all in the same pot of money, in that 12 percent that
they say is outstanding debt, does have a claim on all the revenues
in a general obligation basis.

So the question, will there be some concern? Yes, there will be
concern on the part of present bondholders and the rating agencies
as to how we structure this and where we get that revenue stream.

Ms. NORTON. Especially what has been said about the revenue
streams for the foreseeable future.

Mr. HAYDEN. I am very confident that it can be done.

Mr. BRIMMER. Ms. Norton, there are also other short-term tac-
tical arrangements that can be made to help out. For example, as
you know, the District has given thought to a securitization to
some of its tax means. That says you could use claims if you could
sell them in the marketplace, and in this case, at some discount,
you acquire some short-term accommodation for cash-flow. So you
could do things like that. Clearly, that is not a long-term—that is
not a solution for a long-term borrowing.

Mr. HAYDEN. Probably the best would be a combination of a
number of things. My colleagues just point out to me receipts tax
on utilities. There is a whole number of revenue streams that can
be mixed and matched and patched together to do this.

Ms. NORTON. That is very helpful.

Could I just note for the record how much revenues have de-
clined below the initial projections that you made for fiscal year
1996. Are we on target? Obviously, we saw a decline in revenues.
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Had the decline in revenues been as much as you projected for fis-
cal year 1996?

Mr. WiLLIAMS. Congresswoman Norton, we made a revenue pro-
Jjection for 1996 as part of the revenue projection for 1997. It stands
at $116 million in terms of gap between expenditures and revenues
for 1996, and I have been instructed by this Congress and this
Board that that is a nonnegotiable number. In other words, we will
hit that $116 million target. In other words, revenues are declining
at the projected forecasted rate.

Ms. NORTON. Right, because you are making a decline in the pro-
jected forecasted rate; I get it.

Mr. HoLLOWAY. I think he is saying he is also modifying expendi-
tures to keep the gap.

Mr. WILLIAMS. To maintain that gap.

Ms. NoORrTON. He is making his decline at the projected rate, and
I understand what that means.

Mr. BRIMMER. May I suggest that what the CFO is doing is en-
tirely consistent with what was anticipated in the act. Our guid-
ance to the Control Board is that if a gap is emerging between ex-
pected revenues and actual revenues, then we must review that
and take note of it, then make some suggestions as to what, if any-
thing, should be done to correct the situation.

Mr. Williams had made that review. We asked for information.
He supplied it, and we reviewed the information and concluded
that it was necessary to take steps to assure that that gap was
closed, and what he described in our actions he has taken to meet
that requirement.

Ms. NORTON. Can you tell from that whether the problem was
that agencies didn’t make their targets, whether the problem was
that tax receipts were lower than you anticipated, or whether the
problem was that costs exceeded anything we had any reason to ex-
pect?

Mr. WiLLiaMS. Congresswoman, I think when the Authority set
the established fee budget for 1996 in March, I know it was a little
late, but there were lots of long stories, as you know. When it es-
tablished the budget for 1996, it had cognizance of a gap of $116
million, and what we are simply saying is that agencies now must
maintain spending at the budgeted level which will keep that gap
consistent.

Ms. NORTON. I understand what you are saying. I am trying to
find what it is that is a major contributor.

Mr. WiLLIAMS. Can I answer that? The major contributor to our
problems—and I think Dr. Brimmer has commented on this and
Mr. Holloway as well—is that expenditures overall in the out-years
in this financial planning budget are increasing at 6 percent and
revenues are increasing at only 1 percent and in real terms are de-
clining, and therein lies your basic problem.

Ms. NORTON. You have to come to grips with the gap in those
two numbers before we get to 1990 or the year 2000, because those
numbers simply don’t vanish by themselves unless there is going
to be a gold rush boom in the District. Those are emergency num-
bers, as I hear them. That gap is extraordinary.
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Mr. WILLIAMS. I think Dr. Brimmer has talked about the struc-
tural issues and economic issues, and I would let him speak to
that.

Ms. NorTON. I am describing the gap to you, and what Mr.
Holloway said earlier has everything to do with that. My concern
is that we continue to hear these figures from you and we sit here
assuming there is something you can do to close that gap.

Mr. BRIMMER. When you say close, that gap is enormous. I hope
you are putting the emphasis on 1996. If you look through the out-
years, the gap does decline and turns into a surplus in the outer
years. We have projected that the $116 deficit for 1996; 1997, $99
million; 1998, $37 million; 1999 a $42-$43 million surplus, then a
$5—-$6 million surplus in the year 2000.

So what we are seeing here is a modest growth in revenues but
substantial slowdown in the rate of increase in spending.

Ms. NORTON. I remain very skeptical not because—the reason I
remain skeptical is, obviously, you have had to do your projections
without—I take it, since there has been no signal from this body—
without any changes in the heavy obligations and liability, the
State obligations—the other State obligations, and it really
stretches credulity for me to believe that somehow, by cutting away
at the government, that gap is going to evaporate, and, if so, that
is great, I don’t think I need to continue to go at Medicaid and pen-
sion liability, because I think you all can cut yourself down.

That is why I am skeptical. It is hard for me to believe, on the
one hand, those expenses are so compelling and, on the other hand,
that by 1999 we will be not only solvent, in effect, but ready for
3 good years, which is the number—I guess 3 or 4 good years it
will take to get out from under the Control Board, and we will even
have a surplus.

Mr. BRIMMER. Let me try it this way. As I look at this profile
for deficit, I ask this question: What are the risks that we fail?
What are the risks that the outcome will be different from what
I describe? And what are the sources that have risk?

In my judgment, the tiggest risk to this forecast is the revenue
side. I have less confidence in the revenue forecast than I have in
the expenditure forecast. Why? Because we, the Control Board,
have a lot to do with the spending side. The Congress has a lot to
do with the spending side. So our actions can impact the spending
sige much more directly than our actions can impact the revenue
side.

So, again, I am more confident in the expenditure projections
than I am in the revenue projections.

Let me put it another way. If there is one set of actions that we
can take collectively to reduce the risk of an unfavorable outcome,
I would say the efforts should be concentrated on trying to expand,
first to assure there is no further decrease in revenue growth, but
to try to assure that there is an increase in availability of revenue.
That is how I would characterize the issue.

Ms. NoORTON. If I could borrow an approach from the metaphor
king of the users, Mr. Williams, it seems to me that you are being
put to a very unfair test, and you have got a patient on the operat-
ing table, and the District—the Congress every year says meet that
$116, Mr. Williams, here; meet it, no matter what you have to do.
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You have got him on the operating table. You have got a leg that
has gangrene in it. So you cut off the leg. The patient is dying. You
have not cut it off in a way to save the rest of the body, and that
is obviously going to take some revenues from someplace.

I have a pension liability, and it hasn’t gotten pip-squeak from
anybody in this body. That would free up revenue perhaps ap-
proaching $180 million for the District to begin to use on the side
that Dr. Brimmer says correctly that he can’'t cover, but I see it
coming.

There are blinders on this body because he doesn’t want to hear
it and they don’t want to see it, and they are cutting the District
to death, and if they think residents are remaining here in light
of those cuts, they need to look at the tax rolls the way I have, and
they will see that at the end of this period they may have a govern-
ment that has been brought down to size. But I cannot tell you that
there will be many people who pay taxes here to enjoy it.

I am very concerned with what I believe is a completely unfair
burden you are being put to. You are meeting it, and everybody is
turning their face to what it is doing to the city, to its residents
and taxpayers.

I don’t know any way to call greater attention to it, but I cer-
tainly am not going to sit here and pretend that because the Au-
thority and the city are doing what they are mandated to do, and
that is to cut the government each year to stay within congression-
ally mandated revenue limits, everything is all right.

On the contrary. We are going to find that you have been put to
a great deal of work. The city has been put to a great deal of sac-
rifice, and we are not going to have a viable city in 1999.

I want to be on the record as saying that, saying that not be-
cause the Control Board hasn't been doing what the Congress had
mandated but the Congress isn’t meeting its obligation.

I have only a couple more questions. I am concerned with what
Mr. Hayden said about the lockbox. The chairman and I have
worked very hard on this revenue-producing initiative. The city has
worked very diligently. Mr. Poland has. We had a little problem
there when it looked like the city did an entirely—the council
didn’t understand what its role was. We fixed that problem.

Mr. Hayden, you expressed concern about the lockbox, and what
I hear from you—and maybe I am reading between the lines—both-
ers me. It bothers me because it sounds as if, no matter what the
District has in terms of a revenue stream with respect to an inde-
pendent authority, everybody may look at the control board and
say that will give us more security, so why don’t we really force the
District to make all of its borrowings somehow come out of that
mechanism?

I wish you would clarify what your testimony says about lockbox,
page 3 of your statement.

Mr. HAYDEN. Yes, I know it is in my statement, but I was look-
ing to see if I have with me the credit reports when the city last
used the lockbox approach which did not give any relief.

Ms. NORTON. Does not protect against alternative use of pledged
taxes which remain under the control of the District. You say that
even though we have a Control Board and a Congress. I don’t un-
derstand that.
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Mr. HAYDEN. If you look at the top of that page—I believe you
are on page 3—the importance of the program having complete con-
trol is illustrated by what Standard & Poor’s did when the District
created that lockbox regarding one of the redevelopment land agen-
cy’s issues. .

S&P rated the tax revenue bonds the same as the GO, explaining
from their point of view the lockbox mechanism does not protect
against the alternative use of pledged taxes which remain in the
control of the District. In this case, which we are talking about in
the future, those taxes will not remain under the control of the Dis-
trict if you are going to create a better security. You have to get
away from that control that Standard & Poor’s mentions in this re-

ort.
P Ms. NORTON. You are saying that a better security is the
lockbox?

Mr. HAYDEN. The lock box as it was done by the District still did
not remove the control of those revenues from the District. So it
was not seen as strengthening the credit.

In the case of the Control Board, they have the ability to control
those revenues. There is absolutely no question about it.

Ms. NORTON. You say the buyers would prefer a new Control
Board credit rather than another District name, meaning an inde-
pendent authority?

Mr. HAYDEN. That is right. Let me explain to you in several
ways. A buyer—say you are a bond fund, and you are administer-
ing the bond fund, and you have the ability to buy securities to fill
up your bond fund. One is, you may have your board, or your supe-
riors may say to you, “You can buy anything as long as it is invest-
ment grade.” Then your universe of what you can buy to put in
that fund is such-and-such. Or you buy because of the District of
Columbia, we are concerned about it. You can have no more than
$15 million of their credit in your portfolio.

However, that does not apply to a security now subsequently is-
sued by the Control Board. So you get a whole new security that
a buyer can look at from a whole different perspective because of
the way the security is created and because of the name and re-
sponsibility that is on it. It is a combination of both structure and
gredit and how the market is going to perceive it and how they can

uy it.

Mr. BRIMMER. May I illustrate that point, Ms. Norton, with re-
spect to the financing that has just been concluded with Lehman
{Brothers. One of the agreements we made and I described is as fol-
owS:

There is an escrow schedule provided so that the city would be
required, beginning in late August, to set aside certain amounts on
certain days of the tax revenues flowing in. The question is, Who
controls that account? The answer is, We do. Who controls the use
of the funds in that account? We do. We covered it and agreed that
we would see to it that those funds flowing into that account will
ble)lheld and used in such a way to assure that they would be avail-
able.

If the vendors said it was very important that those controls
exist, that was one of the ways to assure the viability of this. That
is one of the ways we use our capacity to provide assurance. So I
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gg’ree with the control of those kinds. In a sense that is the lock-
0X.

Ms. NORTON. I believe there is some misunderstanding. First of
all, I don’t know if the covenant that Dr. Brimmer has been talking
about has been understood, is known, or has been fully——

Mr. HAYDEN. Very much understood and very much taken into
account.

Ms. NORTON. Why then would there be a belief that the money
would be in the control of the District and not the control board,
as Dr. Brimmer has stated it is?

Mr. HAYDEN. Because the facts show that when the District cre-
ated a previous security for the Redevelopment Land Agency and
created a lock box, that technically the pledged taxes remained
under the control of the District, and that was no other

Ms. NORTON. Was it the before the creation of the Control Board?

Mr. HAYDEN. It was after the creation. This was after that, and
it was a subject of a major report of the credit agencies. I don’t
have it with me, but I will see that you get it. It is in some detail,
a number of pages long, and my remarks here are quoting from
that, and that is—the controlling language is, “It does not appear
feasible for the District to establish that credit based on that fac-
tual experience that happened in the Redevelopment Land Agency
issue.”

Ms. NORTON. So where does that leave the special tax revenue
bonds arena, in your view?

Mr. HAYDEN. Just where they are. Exactly where they are. It
was not perceived and the credit agencies wrote it up that way.

Mr. WiLLIAMS. Congresswoman Norton.

Ms. NORTON. Yes.

Mr. HAYDEN. Let me put it this way. Normally, a dedicated tax
revenue would get a rating higher than the underlying credit. You
had a dedicated tax bond. It would normally get a higher rated
piece of paper than the underlying credit.

In the instance of the Redevelopment Land Agency, if that were
viewed as a valid dedicated tax lockbox, it would have gotten a
higher rating. It did not. It got the same underlying rating as the
city.

Mr. BRIMMER. And if translated you could say it was higher rat-
ing and a lower interest rate.

Mr. HAYDEN. The reason you are dedicating that is to get a high-
er rating and a better rating. It didn’t get it in this instance. That
is why I say it is a difficulty in the District creating it without the
authorities.

Ms. NORTON. Mr. Hayden, I would be interested in having fur-
ther conversations when you members of the Control Board and
the city, and this committee because there are other bonds also. We
have already taken some steps recently and we would like to deal
with this question once and for all. I appreciate the testimony, but
it is clear from your testimony that there may be some more work
that is needed included. It seems to me to be capable of being fixed.

Mr. HAYDEN. It is a key point that you have focused on and it
even goes to my remarks earlier when I said that the political prob-
lem and the perception of who has control over that dedicated
stream of revenues and any surpluses it may create because when
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you create a new security for the Control Board, you are going to
have probably 1.5 times coverage. You may not need that extra .5
year in and year out so you are going to be accumulating some sur-
pluses there and your coverage may go to 1.75.

The political question is who gets to spend that money between
1.5 anc{J the 1.75 and that all goes to the very heart of the question
you are asking: who has control—lock control and legal control over
that dedicated stream of money. That is a very important issue.

Ms. NORTON. You just spun off Blue Plains. That may be—may
or may not be different because, after all, it remains the property
of the District of Columbia. I believe this all has——

Mr. HAYDEN. Congresswoman, I might even tell you, you know
probably some of my experiences and was involved as financial ad-
visor of the District going way back to the period of home rule. 1
can tell you when the Home Rule Act was first enacted, the District
was not able to issue any bonds under the original act because this
very question of control, who had control of the funds, was never
answered on day one.

Ms. NORTON. It is time to ask that.

Mr. HoLLOWAY. Congresswoman Norton, one thing you may want
to consider, and I think Mr. Hayden’s point is certainly valid per-
spectively, without question, one of the things you have with the
sports arena that would maybe even be a measure of what he is
saying is that arguably if it’s believed that those bonds were issued
as a rate higher than what could otherwise have been accom-
plished, one thing you may want to revisit is attempting to refi-
nance them at a lower rate, but under the Control Board controlled
account, but it would also—that is a two-edged sword in that it is
already in place for that borrowing,.

I think their timing issues, I am not sure the control board was
fully in place then or not. If it was, it was in the early going of the
control board.

Mr. BRIMMER. I think we were in place, but the—our ability to
engage, I think, came in October 1. Physically there but didn’t have
the authority.

Mr. HoLLOWAY. That process was kind of already in motion when
some of this stuff was happening. One of the things you need to
look at, because one of the things that come from borrowing from
anybody is what your experience and history is. Mr. Hayden may
be right that is under the District’s control, it also creates for the
District, if you believe the interest rate is reasonable, an oppor-
tunity to demonstrate its discipline, because I shared with Tony at
some point the strategies the District has to do. And whether or
not it makes sense to refinance or bother with what was done on
that sports arena deal, to me, that is just an economic question of
can you get a better interest rate.

If the answer to that is no, it seems to me that it also creates
an opportunity to demonstrate your discipline that you, in fact, are
going to keep that money dedicated and not mess with it aside
from the fact I think political pressures that would come to bear
if the city even thought about going to that money, and I know Mr.
Williams would be much more responsible than that I think would
preclude and effectively it will create the control factor that Mr.
Hayden speaks to.
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Ms. NORTON. But it may not, as he has already spoken to and
anyway, I get the point. Then I see what needs to be done.

One final question. I was surprised, as I believe he was, that tes-
timony that there has been no discussion between the District of
Columbia and the control board on long-term borrowing consider-
ing that we have heard nothing but a mantra about long-term bor-
rowing.

Mr. BRIMMER. Excuse me, that is not what I meant. Maybe I in-
terpreted your question incorrectly. I thought you were asking me
whether we had had a discussion over some technical details. My
answer was, no, to that, because that has not happened, but clearly
there has been substantial extended discussion between the Con-
trol Board and the chief financial officer and the Mayor over the
question of long-term borrowing. So, yes, we have had extensive
discussion here, but as to specific details about how to structure
such borrowing, the answer is, no.

Mr. Davis. The question specifically was had you had discussions
with the city government in terms of them giving you some control
over city revenues for bonds that you would issue?

Mr. BRIMMER. If that was the issue and the answer to that was,
no.
Ms. NORTON. Considering that the testimony here has tended to
be that the control board would have to be the major factor, 1
would like to ask you when do you think those questions would be
raised to the city? When do you think you might have a proposal
and whether or not there has been any thought given to restruc-
ture existing debt service? I think Mr. Hayden discussed it so that
you might even finance long-term borrowing through such restruc-
turing.

Mr. BRIMMER. Ms. Norton, I believe strongly that we should take
up questions about the form and strategies for fashioning a bond
issue when we are not just talking abstract, but when we have a
real prospect.

Second, with respect to control of revenues, I believe, again, we
should not talk about that on a hypothetical or theoretical context,
but when we are actually confronted with the issue—with the ques-
tion and I assure you that when those questions arise, we will, in
fact, have detailed discussions. We will engage in them directly and
he will personally engage in those. As to when we will do that is
when the question of borrowing becomes real.

Ms. NORTON. Then I am totally confused. Everyone has testified
here that the District cannot, in fact, get out of the present hole
without refinancing its deficit. Therefore, I thought that everyone
agreed that it was ripe, and we assume therefore that there would
be—that by now discussions on options and how to do it. And I am
confused when you say there is a real prospect.

This Congress isn’t going to give anybody anything. We are going
to have to wait to see what, in fact, you propose and you can have
an effect on what happens. If nothing is happening on it and yet
there is complaint about it and agreement that it must be elimi-
nated then I am totally confused.

Mr. BRIMMER. Ms. Norton, perhaps we are failing to commu-
nicate. Perhaps it is some deficiency on my part and I am not real-
ly understanding your question. Mrs. Norton, our staff, not the
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board, not the members of the board, but our staff has been en-
gaged in numerous detailed discussions of options with the CFO
and the city. .

You might recall some debate we had last spring about the wis-
dom or appropriateness of trying to borrow short-term or long-term
at that time. And one of the outcomes of that discussion was an
instruction to the staff through exploring detail, options for going
into the short end of the market into the long end of the market,
and if so, what kind of arrangements would have to be made to ac-
complish access in either of those cases. That work is going on.

Ms. NORTON. When can we expect that work to be completed?

Mr. BRIMMER. I would have to ask my colleague, Mr. Hill, who
is in charge of it and knows the exact status of it. May 1 introduce
Mr. Hill to respond to that?

Ms. NORTON. Yes, Mr. Hill, I would like you to respond to that.
While these discussions have been going on, according to your own
figures from 1995 to 1996, we have had more than a $100 million
increase in that deficit from 37 and 494 and some, it is projected
from fiscal year 1996 to fiscal year 1997 is another $100 million.
This is costing people who live here money and all I want to know
is when will there be a proposal? It might be controversial. We may
have to fight like anything to get it, but we have to have something
to fight about.

Mr. BRIMMER. May I try to answer? There are several questions
I heard you ask just now and I would like to separate them out
by saying with respect to the character of the work that is being
done at the staff level, and when we expect to complete it, ask Mr.
Williams, who is very familiar with that. Our staff is cooperating
with his staff.

Mr. Williams, could you cast some light on that please?

Mr. WiLLi1AMS. Congresswoman Norton, for some time we have
worked cooperatively with the board in engaging the Congress in
a discussion over the overall need for borrowing, working with the
staff of the Authority, the Mayor, of the board itself, and discus-
sions with the Treasury on the possibility of the Treasury as a ve-
hicle for borrowing with the understanding that either the board—
that potentially and certainly some months back neither the board
nor the city had access to the public markets.

We were engaged in extensive conversations with the Treasury.
Indeed, we are working with the Treasury on drafting legislation
that would permit a Treasury borrowing over the last couple of
months as indications have signaled potential entry into the public
market. We have been working with the staff of the port authority
in constructing a competitive process that would allow this engage-
ment to occur under joint effort by the District and the authority
and the authority auspices for the authority on behalf of the city
to borrow money.

But I will admit this has been at a staff level, not a board or
Mayoral level. I would endorse what Dr. Brimmer has said. There
have been extensive conversations between the board and the
Mayor on the need for borrowing and on a strategic level.

Ms. NORTON. Mr. Williams, when can we expect a proposal? That
is my question. I know you all have been busy. My question is
when can we expect a proposal?
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Mr. WiLLIAMS. I think you can expect by this fall the board work-
ing with the city to develop a competitive process to entertain a
wide variety of ideas from the market.

Ms. NORTON. I am going to look at when the fall begins. I don’t
know if it is September 22. I think this amount of money here puts
a fire under my behind and I hope it begins to get people to work-
ing on this issue. I want to ask if there is going to be—considering
the amount of time it is taking, whether or not it will include Mr.
Hayden's notion of restructuring the existing debt service gen-
erally, which might lower the annual cost to the city and might
even help finance the long-term borrowing.

Is that part of your discussion?

Mr. WILLIAMS. Yes, it is. We have received proposals that involve
refinancing, restructuring, as well as a long-term debt.

Mr. BRIMMER. Ms. Norton, may I address a couple of additional
questions you asked?

Ms. NorToN. Thank you, sir.

Mr. BRIMMER. First, with respect to debt restructuring. Because
of the cap—14 percent cap we described, there would have to be a
restructuring of the existing debt in order to find room, and one
element of that restructuring would have to be stretching matu-
rities. And they would—there also needs to be some way to assure
that the newly issued debt; that is, the debt issued in the restruc-
turing, because what it would mean is replacing an old security
with a new one, substantially, so effort needs to be made at least
to get it recouped in some ways. Those are technical matters that
would have to be worked out in detail at the time. So, yes, restruc-
turing is not only contemplated, but it would be a precondition.

Second, with respect to when we would contemplate trying to
borrow in the long end of the market, in our testimony—in my tes-
timony today in the budget submission, we said the following; that
we believe it would be not only appropriate, but highly desirable
that the borrowing take place after the end of this fiscal year and
end sometime, I would say, early in the new fiscal year.

We have said and we have said that further that when Congress
takes up the matter, and we are hopeful they would take it up very
early in the new fiscal year. We would then make a proposal as to
amount and we plan to do that. So as to when we believe that the
first quarter of fiscal 1997 will be an appropriate time to focus on
these issues with the kind of detail and precision that you have in
mind.

Mr. WiLLIAMS. I think there are three powerful reasons for that.
One is I think we will have shown we have repaid this short-term
note, which I think is a powerful demonstration of ability to pay.
We will have shown that we have made progress in the 1996 budg-
et in terms of keeping it under control. I think that is a tremen-
dous credit statement and I think we will show a progress on the
1996 audit and those, I think, will make for lower cost borrowing.

Mr. Davis. Thank you all very much.

Any more questions?

Ms. NorToN. Thank you, Mr. Chairman.

Mr. Davis. Without objection, I will hold the record open for 2
weeks. The subcommittee will continue to work with all interested
parties in an ongoing effort to continue the progress that has been
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made. We thank all of you for your time here and your continued

efforts on behalf of the city. These proceedings are closed.
[Whereupon, at 11:35 a.m., the subcommittee was adjourned.]
[Additional information submitted for the hearing record follows:]
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‘{" Moodys Investors Service

99 Church Street
New York, NY 10007

August 5, 1996

The Honorable Tom Davis, Chairman

District of Columbia Subcommittee

Committee on Government Reform and Oversight
House of Representatives

2157 Rayburn House Office Building
Washington, D.C. 20515-6143

Dear Chairman Davis:

George Leung and 1 appreciated your invitation to provide testimony for your oversight hearing on
July 19, 1996 regarding the District of Columbia’s cash status, operating deficit, and private
financial market access. We regret that we were not able to appear in person, but would like to
submit testimony for the record.

As you may know, Moody’s has been rating tax-exempt municipal debt since 1918. Today we
maintain over 56,000 ratings on the short and long-term obligations of about 22,000 municipal
issuers in the United States and Canada. We currently maintain a below investment grade rating
of Ba on the District’s general obligation debt and an investment grade rating of Baa on the
District’s Redevelopment Land Agency Sports Arena Special Tax Revenue Bonds, Series 1995,

1 have enclosed copies of some of our recent publications regarding the District’s credit standing,
including a report on the Arena financing, as well as a list of our ratings and their definitions. If

you have any questions, please call any of the analysts listed on the reports

Thank you for the opportunity to provide testimony.

Sinceicly,
5{/" IV —/‘L({ P R
Barbara Flickinger

Enclosures
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Moody’s Investors Service

Testimony to:
District of Columbia Subcommittee of the
Committee on Government Reform and Oversight

Hearing July 19, 1996

1)What is the impact on the District and its ability to implement needed reforms of the
accumulated operating deficit and cash shortage?

The accumulated deficit and cash shortage are both the consequence of past District
practices and an impediment to, as well as an indication of the need for, much-needed
structural and management reforms. The District’s severe financial condition is evident in
its constant struggle to meet short-term cash needs, diverting attention from addressing
fundamental reforms.

The cash stringency makes it difficuit for the District to invest in technology, training, and
other areas that could improve financial controls, increase worker accountability and
productivity, and improve the quality of information which managers should use to make
informed decisions about structural changes.

The limited cash also impedes the District’s ability to provide basic services including
street repairs, public health, maintenance of police and fire vehicles, and prompt
addressing of taxpayer inquiries, such as assessment appeals. This is not only expensive,
as small problems left unattended compound into larger ones, but diminishes public
support for the District and its government.

2)In what way is the District's cash situation impacted by the announced borrowing from
Lehman Brothers and what does that transaction represent or not represent about the
District’s ability to access the private financial markets for long-term borrowing?

This short-term borrowing of $220 million eases the District’s cash situation through the
end of the fiscal year, permitting more timely payment of vendors and reducing the level of
distraction from longer-term matters. However, the District’s own projections indicate
that cash pressures remain; as our report dated July 18 explains, Moody’s believes that
there are speculative elements to the District’s ability to repay this borrowing in full and

on time.

The District projects a cash balance of $12.5 million after note maturity on September 30,
a very narrow margin representing less than 0.3% of general fund revenues., Further, the
cashflows indicate that this nominal cash balance is to be accomplished only through the
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deferral of over $26 million of vendor payments, which reflects the very tight cash position
of the District. The temporary nature of the relief provided by the TRAN borrowing is
indicated by the District’s need to borrow against its fiscal 1997-98 federal payment
almost immediately in fiscal 1996-97, beginning on October 1.

Whether the District can access the market again for a long-term deficit financing will be
determined by market and credit factors. From our perspective, the credit features of the
two transactions are very different. The note borrowing spans a short 73 days, where
events are much easier to predict. On the other hand, the structure and security of the
deficit financing have not yet been determined.

The source and adequacy of revenues pledged to bondholders and the debt structure are
key factors that will influence both the credit quality of, and the market receptivity to, the
debt. These factors, along with broader District efforts to regain fiscal control, will also
influence our view of the District’s general credit situation. It would ill serve the District
to divert for many years the revenues needed to repay a large deficit borrowing, if it
cannot first manage its spending down to the level allowed by the revenues that remain
after such a re-allocation. The interest rate paid to bondholders, while less of a credit
factor, will also influence market receptivity.

3) With a below investment grade bond rating can the District complete a long-term
borrrowing at reasonable conditions at this time? In the foreseeable future?

Whether the District can complete a financing on reasonable terms, given its below
investment grade rating, is better answered by the investors in the marketplace who will be
setting the interest rate and determining the conditions under which they would purchase
the District’s debt and provide market access, and by District officials who will have to
decide if the conditions set by the market are reasonable and affordable.

4)What must happen in order for the District to regain an investment grade rating and be
able to attract reasonable conditions for long-term borrowing?

At this point, the District’s rating remains under review. While credit conditions are poor,
the establishment of the Control Board and the creation of the post of the Chief Financial
Officer (CFO), along with the CFO’s recently expanded powers, have put in place a
structure that could assist the District to regain solvency. A number of steps have been
taken to that end.

However, it is not yet clear that the District’s financial position has stabilized, even at its
current poor level. Recently, the CFO reported unfavorable fiscal 1996 performance as
expenditures are running about $23 million over budget, year-to-date; as a result,
additional steps are being taken to curtail spending. Apparently, the newly-implemented
cost-containing efforts have not been fully effective. It is our understanding that there
may be some relief from additional revenues, such as proceeds from the securitization of
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property tax liens, which have not yet been factored into the budget. However, these are
one-time revenues, and would provide only a temporary fix to the budget imbalance.

To regain an investment grade rating will take time. The District will need to develop
credible financial strategies and, most important, demonstrate that it has restored financial
control. While management changes are taking place to strengthen financial controls and
curb spending, we will not be able to evaluate fully their effectiveness until final results
for the current year are available.

Rather than specify policy choices, Moody’s can outline what accomplishments will be
needed for the District to regain an investment grade rating on its debt. Some of these
include: '

o demonstrate effective financial controt

The District must demonstrate that it is able to set appropriate budget targets and meet
them. This requires an ability to collect relevant financial and operating data in a timely
manner, organize it in usable formats, and then have the analytical and managerial
resources to interpret it and implement corrective actions. The District needs a reliable
foundation of management and financial information with which to make informed
decisions. The District’s current information and financial management systems are
inadequate to the task.

¢ achieve structural budget balance

Structural balance means achieving operating balance, or a surplus, without the use of
one-time measures such as changing the accounting for property tax collections, delaying
vendor payments or deferring pension contributions. The relentless and rapid growth in
expenditures for Medicaid, corrections, education and pension contributions have
outpaced sluggish growth in local revenues. Either the current revenue structure must be
changed, or the District must re-examine its responsibilities to eliminate those functions
which it can no longer afford, or it must make great strides in productivity and efficiencies,
or it must accomplish a combination of these tasks.

¢ eliminate the accumulated deficit

The overhang of the accumulated deficit, and the cashflow problems that result, must be
addressed. This can be accomplished by the District’s generating sufficient operating
surpluses over time to retire the accumulated deficit. Or, a more likely alternative for the
District is to issue long-term debt to erase the deficit. In order to borrow for this purpose,
however, the District must first convince investors that budgetary balance has been
restored 5o that investors in these obligations and the District’s other debt will be repaid
on time. Eliminating the deficit would not, in and of itself, return the District’s general
obligation debt to investment grade, but must be accompanied by progress in the other
areas outlined here.
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¢ operate without significant assistance from the Authority

The District’s ability to demonstrate effective financial control, eliminate the accumulated
deficit, and achieve structural balance would be critical considerations in an investment
grade rating. The District’s relationship with the Authority will be considered as well. In
our analysis, the benefits of the District reaching the milestones we have discussed will be
discounted if they are achieved only through constant intervention by the Authority.

This does not mean that the District cannot regain an investment grade rating before the
Authority’s formal oversight role has ended. Rather, it means that Moody's will be
looking to see that the District has truly institutionalized the improved financial and
management practices that will stabilize its course.

¢ debt levels and the economy should be improved as well

In addition to action on financial and management issues, the District’s debt level and
economic health are matters that need to be addressed. The erosion of the District’s tax
base and stagnation of its economy are areas of concern, since these factors will continue
to drive demand for services as well as inhibit revenue growth. According to the General
Accounting Office, from 1993 to 1995 the assessed value of the District’s taxable property
dropped over 6% and is expected to remain flat, at best, through 1997. The District’s
total general fund revenues, including the federal payment, have dropped from $4.5 billion
in 1993 to $3.9 billion in 1997, when adjusted for inflation.

The District also suffers from high debt levels, even before attempting to undertake a
deficit financing. The GAO estimates that by the end of 1996 debt service will equal
11.6% of revenues, compared to the legal limitation of 14%. This high level of fixed costs
limits budget flexibility, particularly when pension costs are included. In 1996, the
District is expected to contribute $337 million toward its unfunded liability, or about 8%
of revenues. As a result, approximately 20% of the District’s budget is fixed even before
accounting for education, Medicaid, and other essential needs.

5)Can the control board attain an investment grade rating? Under what conditions?

There are a number of factors that Moody's would evaluate to determine whether a deficit
financing issued by the Authority on behaif of the District could attain investment grade.
While it should be possible for the Authority to structure an investment grade financing, as
it should be for the District, this would depend on many variables. No decisions have
been made as to the amount of debt to be issued, its amortization schedule, or the security
to be pledged to bondholders. Given the current credit standing of the District, the issuer
-- whether Authority or District -- would need to demonstrate that the revenues available
for debt repayment would be both reliable and insulated from the District’s financial
problems.

At the same time, an attempt to intercept or isolate an existing revenue stream of the
District for repayment of new debt could impair the District’s ability to meet its existing
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service and debt obligations. This, in turn, could lead us to further downgrade the
District’s general obligation bond rating. Policy makers will need to weigh the trade-off
between structuring a stand-alone financing to attain investment grade and, in the worst
case, potentially weakening the security afforded the District’s general obligation bonds.

If the Authority were to issue debt on behalf of the District, some of the features of the
transaction that we would evaluate include:

Nature of revenues pledged;

Amount and amortization rate of debt;

Reliability and adequacy of pledged revenues to cover debt service requirements;
Degree of insulation from District’s general operations;

Control over flow of revenues and disposition of surplus revenues (i.e., does excess
accrue for the benefit of bondholders, or is flow to be used for another purpose?); and
s Expertise and management structure of Authority 1o monitor and manage a debt
program

o o @ o o

6)Another suggestion for generating cash other than a direct borrowing would be to
restructure or refinance existing obligations. How much of the District’s outstanding
debt could be restructured? At what annual savings and at what long-term additonal
costs? Is there a reasonable mechanism to increase the amount of outstanding
obligations which could be restructured?

This question is better answered by the District’s financial advisor.
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