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SRF Fund Management Handbook

Overview and Use of the Handbook

This handbook discusses a range of SRF fund management issues, with an emphasis on the fiscal aspects
of fund management. Fiscal management of an SRF requires understanding and balancing day to day
financial decisions against the long term performance of the fund. The handbook provides relevant case
study examples of state SRF fund management experiences, and identifies useful tools and techniques for
evaluating SRF fund management considerations. The handbook can be used in many ways:

. As a “how to” handbook for fiscally sound fund management by reading the entire document, or

. As aresource document to select and focus on specific fund management issues discussed in the
handbook.

. The handbook also can and should be used in conjunction with other SRF fund management tools

and resources such as EPA’s SRF Financial Planning Model, program information generated by
the SRF National Information Management System, Leveraging and State Match Guides, SRF
annual reports, and SRF financial statements.

This document is available electronically at http://www.epa.gov/owm/finan.htm

Thishandbook doesnot represent official policy determinationsof theU.S. EPA with respect tothe
oper ations of SRFs. The handbook isintended to present management concepts and general good
financial management practicesto be considered by SRF fund managers.
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1. Introduction

1.0 INTRODUCTION

The Clean Water State Revolving Fund (CWSRF)
program was created by the 1987 amendments of
the Clean Water Act. Prior to the creation of the
CWSREF, the Construction Grants program was
the primary federal funding source for wastewater
infrastructure. A key difference between the two
programs is the revolving nature of the CWSRF.
The available assets in the Construction Grants
program consisted of incoming federal grants and
varying amounts of state match. Once these
assets were distributed to communities, they left
the program. Aside from determining which
communities receive the grants, state management
of these assets was limited. In contrast, assets
used to provide SRF assistance are lent to
communities and ultimately return to the fund in
the form of interest payments and principal
repayments. States may also obtain additional
funds for their programs through leveraging.
Overall, states have a great deal of control over
the flow of SRF assets and day to day
management decisions can have significant
impacts on the fund.

Implementing the SRF has resulted in a critical
shift from grant management to fund
management, from managing a static program
that focuses on distributing grants to managing a
complex loan program with diverse and constantly
changing assets. The CWSREF is now reaching a
mature stage of development with substantial
principal and interest payments entering the fund.
Continued success of both the CWSRF and the
recently established Drinking Water SRF
(DWSREF) will require an emphasis on managing
the dynamic, revolving nature of an SRF.

This handbook is designed to highlight important
fiscal aspects of SRF fund management and to
provide examples and tools from state experiences
to assist with the ongoing management of SRFs.
The handbook is organized into three sections:
The chapter on strategic management provides

an overview of program assessment and goal
setting in an SRF. Following the strategic
management discussion is a set of chapters
devoted to fund management issues that
represent day to day program management topics
which have a fiscal impact on the fund. The final
section groups together a comprehensive set of
analytical toolsand techniquesto be used in fund
management. These include financial planning
and projection techniques, the use of EPA’s
financial models and an overview of key SRF
financial measures. Throughout the handbook,
case studies of SRF programs have been included
to show effective fund management at work.

1.1 PRINCIPLES OF FUND
MANAGEMENT

The SRF program is specifically designed as an
environmental financing program aimed at
reducing clean water and drinking water project
costs. The primary form of assistance is below
market rate loans for water quality and drinking
water projects. The financial subsidy aspect of
the SRF program does not reduce the need for
effective fund management. Fund management
in the SRF is unique due to the balance that must
be struck between environmental and financial
goals.

The seed capital of an SRF is a valuable financial
resource that should be utilized effectively.
Comprehensive fund management should
maximize an SRF’s ability to meet current and
anticipated environmental financing needs
through judicious management of all program
resources. A basic approach to fund management
should include developing a plan (establishing
short & longtermgoals), program management,
and program evaluation. The process is
illustrated in Figure 1 below.
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Figure 1

SRF Fund Management
A Basic Model

Strategic Planning

Assess short and long-term environmental needs.
Assess short and long-term financial needs.
Assess program assets and identify other environmental financing resources.

Balance environmental and financial needs to establish short and long-term
financing goals and objectives for the SRF.

Program Management

l

financing goals and objectives.

Set policies and manage the SRF to meet short and long-term environmental

Program Evaluation

I

objectives.

Assess progress towards achieving environmental financing goals and

Identify adjustments necessary to improve progress.

In strategic planning, program managers
essentially develop a long-term business plan for
their program. To accomplish this, they should
set out to determine what kinds of environmental
and financial needs the SRF must address. This
information should be used to establish short and
long term financing goals for the program. Once
the program’s goals are established, the SRF
should be managed to meet these goals. Program
management encompasses the setting or adjusting
of policies and the day-to-day management of the
fund. Critical issues such as the level of interest
rate subsidy to offer, selection of projects to

receive assistance, timely commitment of new and
recycled funds to projects, investment of idle
funds, and decisions to issue debt must be
evaluated in a financially responsible manner to
ensure that funds are wused effectively.
Collectively, the day-to-day decisions of SRF
fund managers make up the overall effectiveness
with which a fund is utilized. These decisions
must be made in light of the goals established
during the business planning process. Continuous
program evaluation or assessment provides a
check on whether or not current policies are
helping to meet the SRF’s goals.
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1. Introduction

1.2 FUND MANAGEMENT AT WORK: AN
OVERVIEW OF STATE PROGRAMS

Individually, the SRFs vary greatly in the size and
scope of their operations. Since the start of the
CWSREF program, federal and state capitalization
has accumulated steadily to $20 billion and total
cumulative available funding has grown to $34
billion (through June of 2000). The funds
available now exceeds 168% of the cumulative
seed capital due to leveraging, loan principal
repayment, and net interest earnings.

The financing approaches used in the SRF
program does impact the funds that are available
for projects and the financial management issues
that each program faces. Table 1 below identifies
the breakdown of the 51 CWSRF programs

according to two important dimensions, issuance
of leverage bonds and issuance of bonds for state
match.

The use of bonds or borrowing in the SRF
program has numerous impacts on a program over
time. The use of leverage bonds provides an
increase in available funds for projects over the
near term and may provide greater cumulative
financial assistance over the life of a program,
when adjusted for inflation. The use of bonds for
state match enables a state to comply with the
state match funding requirement, but reduces
available funding over time as interest earnings
that could have been used to fund new projects are
instead used to repay match bond principal and
interest.

Table 1
CWSRF Program Structures
Direct Loan Leveraged
Programs Programs Total
No SRF Borrowing 25 10 35
for Match (49%) (20%) (69%)
SRF Borrowing for 4 12 16
Match (8%) (24%) (31%)
Total 29 22 51
(57%) (43%) (100%)
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2. Strategic Financial Management

2.0 STRATEGIC FINANCIAL MANAGEMENT

2.1 FUND MANAGEMENT OBJECTIVES

While there are many differences between SRF
programs in terms of total dollars managed,
financial structure, environmental priorities, and
number of loan recipients, there are common
objectives for the program that can serve to guide
all programs in the area of fund management.

The SRF program has several goals. The first is
that the capital contributed to the program is used
efficiently and maintained in perpetuity.
Ultimately, both the Clean Water and Drinking
Water SRF programs are expected to revolve and
this is reflected in EPA’s goal of providing
environmental assistance far into the future.
Another goal is that states use SRF funds to
achieve the greatest environmental results.

Working within these goals, states have two
focused objectives in managing their SRF
programs. The first is to ensure that financial
assistance is provided to projects that will produce
the most desirable environmental and public
health benefits. The second objective is to
achieve sound financial performance while
providing the financial assistance.

All of these fund management objectives must be
balanced to achieve an SRF’s desired results. For
example, loan interest rates shouldn’t be set at
such a low rate that the long-term SRF purchasing
power is unnecessarily eroded by inflation and, at
the same time, the rates should not be set so high
that there is little financial benefit provided by an
SRF loan. A balance must be struck between
these extremes.

The balancing of objectives for an SRF program
can be thought of as trying to reach an optimal
solution to:

. make the most money available, consistent
with demand for funds;

. commit money quickly to meet project
needs;

. offer attractive financial terms; and

. maintain the purchasing power of the funds

being managed.

For each SRF program, the optimal solution will
depend on state specific factors such as the
demand for financial assistance, availability and
financial benefit of other assistance programs,
state funding priorities, current market conditions,
and legislative support.

All of these factors should be analyzed as part of
an overall SRF financial plan. Such a plan should
lay out the basic operating assumptions of the
program over time. What are the expected cash
inflows and outflows of the program, what
assistance can be provided, and how valuable is
the assistance to the borrowers?

2.2 FUND MANAGEMENT TIME
HORIZON

Time is a critical element when considering fund
management. SRF financial management is a
process that takes place over time and consists of
a series of financial actions and decisions that
have both short and long term implications. Due
to the time value of money and the environmental
benefits of building projects sooner rather than
later, SRF assistance provided this year is not the
same as assistance provided next year. Similarly,
financial actions taken this year may have little
impactuntil several years later. For these reasons,
fund management must be considered across the
dimension of time to balance what can be
accomplished in the present versus the future.
The time element is illustrated in Figure 2 below.
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The figure shows project funding levels under two
scenarios and is similar to the results produced by
many SRF financial planning exercises. The
dashed line represents a direct loan program and
the solid line represents the same program with
leveraging beginning in 2000. Phase 1 on the
figure is the pre-leveraging period.

Phase 2 of the figure shows that leveraging will
immediately increase the available project funding
in 2000 when leveraging starts. Assuming that
leveraging continues, the funding level (in
inflation adjusted dollars) will remain higher for
the next 22 years. However, the funding level
under a direct loan program will rise relative to a
leveraging scenario (Phase 3). At some point in
the future, a direct loan program with otherwise
identical financial terms will always produce more
nominal annual funding than a leveraged program
(Phase 4).

In this example, the cumulative funding provided
over the period illustrated is higher for the
leveraged program, demonstrating a leveraged
program’s potential to provide greater assistance
overall. The challenge for fund managers in
considering leveraging is to determine the value
of funding projects and achieving environmental
results sooner in exchange for potentially reduced
longer-term funding.

When evaluating SRF programs in the context of
time and future events, there are many factors that
will affect the program that cannot be controlled
or accurately forecasted. The best that can be
done is to make reasonable assumptions about
what is likely to happen in the future and to apply
those assumptions to evaluate potential future
outcomes.

Figure 2
Annual Disbursements Adjusted to 2000 Dollars
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Key assumptions are: leveraging initiated in 2000, loan rate of 3%, bond yield of 5.5%, 10%
debt service reserve, 2% bond issuance cost, and investment earnings of 4.5%. Leveraging
maintained at 50% of program equity. Discount rate of 3%.
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2. Strategic Financial Management

The following are some important factors that
may impact SRF programs. Changes in each
could have varying effects on the financial
projection results illustrated in Figure 2.

. Interest rates and Federal Reserve policies

. Short and long-term inflation rates, both
expected and actual

. Congressional actions

— future appropriations
— reauthorization of existing legislation
— passage of new legislation

. Available funding from other federal and
state drinking water and water quality
financing programs

. Legislative actions and enforcement
. National, regional, and local economic
conditions

. Regional demographic shifts

. Technology changes

. Increased understanding of water quality
and drinking water needs

These factors, both individually and collectively,
will have impacts on SRF funding resources, loan
terms, demand for loan funds, and the long-term
financial position of an SRF. Of these factors,
general market interest rates and inflation rates
will have the most direct fiscal impact on the
program and must be accounted for in any
financial planning effort. Market interest rates
will drive the level of loan interest rates that the
program must offer to provide meaningful
subsidies to borrowers and will also directly affect
interest earnings of the SRF. Conversely,
inflation will erode the purchasing power of the
SRF over time. These two critical factors need to
be incorporated into long-term financial planning
in terms of an appropriate discount rate or
effective real rate of interest.

The combination of financial and environmental
factors that have short and long-term implications
provides a complex framework for analyzing fund
management issues. To help organize the
discussion of these issues in this handbook, a
number of major fund management questions

have been identified.
introduced in Section 3.

These questions are

2.3 ASSESSING
NEEDS

ENVIRONMENTAL

The pivotal activities of a water quality or
drinking water program are to identify and
understand the environmental and public health
needs of the program. The basic question to
answer is, “What activities or projects need to be
undertaken to achieve the program’s
environmental/public health objectives?”
Examples include designing and constructing
wastewater and drinking water facilities,
identifying and protecting critical water resources,
encouraging desirable uses of water resources,
and discouraging undesirable uses of water
resources.

The required information to assess
environmental/public health needs include
cataloging water resources in the state by location,
type, use, and current and desired water quality
objectives. Assessments of water resources are
typically performed with the aid of geographic
information systems (GIS). With this
information, planning can be performed with
respect to funding desired activities and projects.

2.4 ASSESSING
NEEDS

SRF  FINANCING

For an SRF, the next step is to identify financing
needs within the context of achieving
environmental needs and goals. The project
priority setting process and resulting project
funding priority list provide a basis for identifying
SRF financing needs.

Through the process a state can identify which
projects have the highest priority, which projects
are actually slated for receiving funding, what
level of assistance is required, and when
financing needs will actually be required.
Evaluating funding needs can be used to assess
the demand for SRF funds.
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While overall financing needs may exceed
available resources, the demand for SRF
assistance may not. Managing demand, through
activities that include marketing and technical
assistance, is important in running an efficient
SRF program. A fund manager must understand
how many dollars will be required and when those
dollars will be required from the fund. Such an
assessment must be conducted in conjunction with
assessments of other funding sources and the
ability of other financing programs to share in the
financing of desired activities and projects.

The end result is to identify the demand for SRF
funds. This demand for funds is then compared
to the availability of funds to determine the ability
of the SRF to meet funding needs. When SRF
funding demand greatly exceeds the availability
of funding resources, the SRF may want to
consider techniques for increasing funding

resources, such as altering loan terms or
leveraging (see discussion that follows).

2.5 SETTING SHORT & LONG-TERM
FINANCING GOALS

The balancing of environmental and financing
needs with financing resources provides a
foundation for establishing short and long-term
SRF financing goals. This can then be used to
establish what projects and financial assistance
can reasonably be provided over the near and
longer terms. Such goals should become an
integral part of an SRF strategic plan.

The Ohio CWSRF conducted a strategic planning
exercise to determine the funding needs and
resources of the CWSRF. The following case
study describes their efforts.
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2. Strategic Financial Management

Case Study of Ohio Water Pollution Control Loan Fund’s (WPCLF)
Assessment of Fund Management Options

Vital Statistics as of June 30, 2000

First Loan Issued in October 1989 Federal Capitalization Grants: $920 million
Leveraging Initiated in 1996 Total Funds Available: $1.8 billion
Extensive Borrowing for State Match Total Assistance Provided: $1.6 billion
Average Loan Interest Rate: 4.0% Number of Loans: 738

In March, 1997 the Ohio WPCLF initiated a strategic planning process to develop a long-term business plan to use as the
“blueprint” to shape and direct the WPCLF through the year 2001. The purpose of the plan was to describe how the resources
of the WPCLF would be directed beginning in 1998. The development of the plan was divided into three major steps:

1. Assessing environmental needs and priorities;
2. Evaluating funds available for assistance; and
3. Combining steps 1 and 2 into a business plan.

This case study focuses on the evaluation of funds portion of the planning process, and draws on a WPCLF funding
analysis report. The WPCLF’s Report on Fund Management Options begins with the fund objectives of:

. Providing financing for priority wastewater and NPS projects; and
. Maintaining the fund in perpetuity.

To begin evaluating approaches for achieving the objectives, various fund management options were considered. These
options included combinations of altering loan interest rates and repayment periods, undertaking different leveraging
approaches, and altering capitalization scenarios. The most suitable options were retained and analyzed in detail.

The options analysis consisted of financial modeling of the program through the year 2051 to project all program sources
and uses of funds using the different assumptions associated with each option. For each option analyzed, annual and
cumulative funding capacity was projected in nominal and inflation adjusted terms. Inflation adjustments were based on
the average annual change in the consumer price index from 1952-1995, which was calculated to be 4.12 percent.

For purposes of the analysis, the WPCLF utilized a target funding level of $200 million per year, which is slightly more than
the average funding level achieved by the program in the previous five years. The funding levels achieved with each option
were then compared to the target funding level in nominal and inflation adjusted terms. Total cumulative funding capacity
achieved by each option was also calculated and presented for comparison purposes.

The results of the analysis showed that a combination of fund management steps will be required to meet the funding target.
Leveraging will be an integral part of meeting funding needs, but must be used carefully to minimize the loss of annual funding
capacity over time. Increasing loan interest rates and augmenting capitalization provided the greatest impact on the WPCLF’s
overall capacity.

The conclusion reached in the report is that the WPCLF has the capacity for meeting a significant amount of Ohio’s present
and future financing needs for water pollution control and water resource improvement projects. However, four essential
factors need to be managed to do this:

The amount and timing of fund leveraging;
The costs of bond issuance;

The interest rates charged borrowers; and
Future strategic fund capitalization.

A public advisory group meeting was held to review the findings. Comments received from individuals supported funding
immediate needs through leveraging with a possible trade-off in long-term capacity, increasing loan interest rates to increase
capacity, and requesting additional state capitalization. A shorter 20 to 30 year time horizon was recommended for future
fund planning.

For additional information contact: Ohio Water Development Authority
88 East Broad Street
Columbus, OH 43215
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3. SRF Fund Management Questions

3.0 SRF FUND MANAGEMENT ISSUES

Effective SRF fund management is not the result
of a single action or decision that results in a
successful program. Instead, program success
depends on how a series of fund management
questions are identified, answered, and revisited
over time. Important questions include:

. Should loan terms be adjusted?

. Does the fund receive adequate returns on
cash and reserve fund investments?

. Are fund resources being utilized
effectively?

. Does the fund have a sound loan portfolio?

. Is sufficient project assistance being made
available?

. Does the fund have sufficient administrative
resources?

. Should the fund leverage/continue to
leverage?

. What impact will borrowing for state match
have on the fund?

. What impact will set-asides or capitalization
transfers have on the program?

. What is the sustainable funding level from

the program?

This handbook is designed to take a three pronged
approach to discussing fund management issues.
First, the handbook addresses each of these fund
management issues individually.  Second,
recognizing there is considerable overlap in the
issues, the conclusion of each individual issue
discussion identifies the relationship between the
current fund management issue and other related
fund management issues. Third, as each issue is
addressed, the discussion is accompanied by
pertinent case studies of how states have faced
and answered these fund management issues.

Analytical tools and techniques that are referred
to in the discussion are identified in italics and are
explained in more detail with illustrative examples
at the end of the handbook.

Use of Cash Flow Modeling/Financial
Planning for SRFs

Each of the fund management topics require a certain
level of financial analysis to understand the financial
implications of any particular SRF financial policy
choice. Cash flow modeling/financial planning is the
principal technique for analyzing the financial impact
of decisions over time, given the financial complexity
of revolving loan funds. This type of financial
analysis consists of systematically identifying all cash
flows associated with an SRF over time, including
capitalization, loan disbursements and repayments,
earnings on investments, and bond issuance and
repayment.

Computerized cash flow modeling tools have been
developed by underwriters, financial advisors, EPA,
and internally by states to support SRF financial
management activities. These types of tools use
historical financial activity of an SRF, anticipated
near-term financial activity, as well as the longer-term
projected future financial activity. Changes in key
assumptions required to make financial projections are
used to identify the impact of potential policy choices.
Cash flow analyses should also consider the impact of
time and the cost of money by evaluating financial
scenarios in terms of today's dollars or present
value/constant dollars(dollarsstated intermsof equal
purchasing power).

Many of the analyses presented in this handbook are
based on results from EPA’s new SRF Financial
Planning Model. This model allows program level
analysis of CW and DW SRFs, capturing the most
important financial assumptions that impact the
financial condition of SRFs. The model is an Excel
based tool available from the SRF branch at EPA
headquarters.

In the discussion that follows, modeling tips and
comments are provided in text boxes like this one for
the EPA SRF Financial Planning Model.
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The discussion of tools and techniques
provides a comprehensive list of key
financial measures that have been applied
to SRF programs, along with a matrix that
relates the application of each measure to
the financial management questions.

An underlying requirement of any
discussion of fund management is the
availability of reliable financial
information, confirmed through the audit
process, to provide the basis for financial
analysis of a fund. The use of independent
auditsof program funds provides assurance
to SRF management that policy decisions
are based on reliable financial information.

Interest Rates

3.1 ADJUSTING LOAN TERMS

There are a number of situations that may cause
SRF management to consider whether loan
interest rates and other loan terms should be
adjusted. These include overall changes in market
interest rates, low demand for program assistance,
complicated interest rate formulas, and/or a desire
to stretch SRF funds further. Regardless of the
reason for reviewing loan terms, all SRFs are
continually faced with the question of what loan
interest rates and repayment terms to use for their
loans.

Figure 3 presents a comparison between average
CWSRF interest rates and comparable market
rates over the past ten years. After an initial start-
up phase, the CWSRF rates are a relatively
uniform proportion of market rates. The constant
change in average CWSREF rates suggests that
interest rate review and revision is an ongoing
process.

Given that the purpose of SRF programs is to
reduce the costs of environmentally beneficial
projects, the interest rate charged and repayment
terms for loans are critical factors to the entire
program. The loan interest rate and repayment
terms establish the subsidy or benefit provided by
the program to borrowers. At the same time, loan

Figure 3

Comparison of SRF and Market Interest Rates
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interest earnings and principal repayment are the
main source (after capitalization and leveraging)
of cash inflows for the program, allowing it to
maintain its capital base and revolve into the
future.

Loan interest rates may be set anywhere between
zero percent and market rates (the DWSRF does
have a provision allowing negative interest rates
for hardship loans), as determined by the states.
As loan interest rates are reduced below market
rates a benefit is provided to the borrower in terms
of reduced borrowing cost. The greater the loan
interest rate reduction, the greater the benefit. The
reduction of loan interest rates does have a
negative consequence on the fund of reducing
future loan interest earnings for the fund.

In 2000, CWSRF loan interest rates ranged from
alow of zero percent to a high of 4.3 percent, with
a median of 2.7 percent. Figure 4 provides a
categorization of CWSREF interest rates for each
of the 51 programs in 2000, broken out for direct
loan and leveraged programs. The most common
interest rates are in the 2.5 to 4.0-percent range.
The leveraged programs tend to have higher loan
interest rates, to help support the interest expense
on the bonds.
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3. SRF Fund Management Questions

Figure 4
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For the borrower, delaying loan principal
repayments has a similar effect to reducing
interest rates. As principal repayment is delayed,
more financial benefit is provided to the borrower.
However, principal repayment terms also have a
direct impact on an SRF. Delayed principal
repayment translates into a direct delay in the
recycling of those funds. The desire to maximize
SRF earnings and principal repayment must be
balanced with the desire to provide greater
assistance to borrowers, in the form of lower
interest rates and preferential repayment terms.

Loan principal repayment can be structured to
shift principal repayment into the future, as long
as some level of principal repayment begins
within one year of project completion. The
following principal repayment structures generally
represent the spectrum from less to more shifting
of principal into the future.

. level principal — periodic equal payments
of principal over the loan amortization
period, while interest included in total
payments declines over time.

. gradual ramp-up — periodic payment of
principal and interest increases over time,
the resulting principal payment in early
years is even lower than level debt
service.

. balloon payment — majority of principal
is paid at the end of the loan amortization
period, interest (if charged) is paid on the
outstanding loan balance until the balloon
payment is made.

Each of these general approaches to principal
repayment can be designed with unique
variations; however, the exact impact for the
borrower and SRF will depend on the specific
structure of the loan. Naturally, longer loan
repayment periods delay the repayment of
principal resulting in potential financial benefit
for the borrower and reduced fund recycling for
the SRF.

The Massachusetts CWSRF recently initiated an
extended bond purchase program that allows
borrowers to refinance bonds with a term of
greater than 20 years. This allows the borrower
to reduce debt service payments by extending
principal repayment. This is allowed in the
CWSREF program because the term of refinanced
debt is not limited at 20 years. Additionally, the
state plans to reduce the SRF debt service reserves
associated with these bond purchases to ensure
that the overall financial ability of the SRF is not
significantly affected.

Reviewing loan terms requires a balanced analysis
of the effect on borrowers and the SRF. The
results of each analysis can be reconciled to reach
a final answer on appropriate loan terms.
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SRF Planning Model Tip

. Select Loan Repayment
Projections tab.

. Select “Enter Loan Portfolio.”

. Enter the terms (interest rate, maturity, and
amortization type) that you want to analyze
for your program.

under the

. Enter up to 7 different combinations of loan
terms.

3.1.1 Loan Terms from the Borrower’s
Perspective

A potential SRF borrower will look to the SRF as
one of several financing options for proceeding
with a project. The highest cost option for a
potential borrower is financing the project on their
own by borrowing funds at the current market
interest rates that the borrower faces (market rates
vary for different borrowers based on their credit
condition). The SRF program should provide
lower cost alternatives to borrowing at market
rates.

An evaluation of appropriate SRF loan terms
(interest rates, repayment, and loan fees) requires
an understanding of what the other financing
options are for potential borrowers. Questions
include:

. What is the cost of borrowing at market
rates for a borrower?

. What other sources of funding exist?

. How available is the funding?

. What are the financing terms?

Understanding the range of options will help to
gauge the financing role the SRF should play in
the state and the appropriate interest rates or
subsidy levels that the SRF program should
provide.

Comparing current and potential SRF loan terms
to a borrower’s market rates and other programs
requires a common basis of comparison. For

different programs that involve borrowing funds
over similar time periods, it may be sufficient to
compare interest rates directly to other rates.
Such comparisons take the form of differences in
basis points (hundredths of a percentage point) or
interest rates as a percent of market rates. Thus
an SRF loan with a five percent interest rate when
compared to a six percent market rate would be
100 basis points below market or 83 percent of
market rates.

When financing options differ substantially in
terms of the time period of financing, varying
interest rates over the life of a loan, construction
period interest, balloon payments, loan fees, or the
form of assistance provided (e.g., grants versus
loans), a more rigorous approach is required to
compare the options. A useful technique for
comparing financing approaches is to calculate a
grant equivalency of each option.

Financing a project using traditional borrowing at
market rates would have no subsidy and would
have a grant equivalency of zero percent. A two
percent SRF loan for 20 years when market
interest rates are six percent would be equivalent
to a 30 percent grant. Grant equivalency is
calculated as the reduction in present value cost
of a financing option compared to assistance at
market rates. This technique will allow analysis
of a wide range of assistance programs in
comparison to current and potential SRF loan
rates to determine the appropriate interest rates for
an SRF program. Section 4.4 provides additional
information and example calculations of grant

equivalency.

As alternative loan terms are being considered,
it may be useful to calculate hypothetical loan
amortization schedules (projected principal,
interest, loan fees, total payment, and loan

balance for each payment period) to help
understand the magnitude of different changes in
loan terms. This type of analysis can provide a
realistic context for the differences between
potential loan terms for the same loan amounts.
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Case Study of the Utah State Revolving Fund
Financial Assistance Program

Vital Statistics as of June 30, 2000

Federal Capitalization Grants: $102 million First Loan Issued in 1989

Appropriated State Match: $20 million Direct Loan Program

Total Funds Available: $154 million Number of Loans: 40
Total Assistance Provided: $126 million Loan Interest Rate: 0-5%

Since 1983, Utah has operated a state administered grant and loan program for wastewater projects to supplement
the Construction Grants Program, initially, and now the State Revolving Fund Program. The focus of their
program is matching the level of financial assistance provided with the financial need of each borrower. Financial
need is based primarily on estimated annual residential sewer user charges as a percentage of median adjusted
gross household income (MAGHI). Estimated user charges are based on projected O&M costs, plus existing
debt service, plus the resulting debt service from the proposed loan (potentially combined with a grant). The
MAGHI is determined from the most recently available State Tax Commission records.

When potential borrowers have projected costs that exceed 1.4 percent of MAGHI, they will be considered for
a hardship grant to bring their cost below 1.4 percent of MAGHI. To be considered for a loan, the user charges
cannot exceed 1.4 percent of MAGHI. The interest rate recommendation for the loan portion of assistance can
fall between zero percent and market rates to ultimately achieve a cost burden on the residential users that falls
in the 1.1 percent to 1.4 percent range relative to MAGHI. (The staff has developed a cost of service spreadsheet
model to evaluate the potential cost burden under alternative scenarios.)

Other factors that the staff considers when evaluating assistance terms include:

comparing project costs relative to MAGHI to other recently completed projects in the state;
optimizing the return on the security account while allowing the project to proceed;

local political and economic conditions;

cost-effectiveness of financing alternatives;

availability of funds; and

environmental need.

The results of the staff evaluation of the specific criteria and other factors are presented as recommendations to
their Board for consideration.

For additional information contact: ~ Utah Department of Environmental Quality
288 North 1460 West
Salt Lake City, UT 84114
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To the extent that borrowers consider or perceive
the federal requirements that accompany SRF
funding as increasing project costs, this higher
cost should be factored into the analysis. For
example, when comparing financing options for
aproject, the SRF funded approach may increase
project costs by some percentage to account for
the cost to comply with Federal requirements.
The bottom line comparison can then be made in
terms of grant equivalency or another basis of
comparison.

3.1.2 Loan Terms from the SRF
Perspective

The interest rates charged on loans and other
terms will have a direct financial impact on an
SRF over the entire life of each loan. During each
loan amortization period, loan interest, principal
repayment, and fees will be received by the SRF
according to the loan terms. This stream of
payments over time should be analyzed as part of
any review of current or potential loan interest
rates. A financial planshould be prepared

that incorporates basic capitalization and

loan assistance information into
projections that estimate year-by-year
inflows and outflows of funds. The major
inflows for direct loan programs will be
capitalization, loan interest and principal
repayments, and investment earnings

while the major outflows will be new loan
disbursements and administrative costs.

Changes in interest rates on new loans will
directly affect the financial plan.
Increases in interest rates will increase
interest earnings from loans and produce
more funds for future loans. Decreases in
interest rates on new loans will decrease
interest earnings and reduce the amount of
funds available for future loans.

Leveraged programs and programs with
match bonds add to the complexity of
financial planning by adding bond fund
cash inflows and bond interest and

25
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principal repayments as cash outflows. However,
the fundamental concept that changes in loan
terms will impact the overall financial resources
of an SRF and future project funding from an SRF
remains the same.

Financial planningto assess interest rate impacts
should begin with a common baseline that
identifies funding levels over time using current
program assumptions. Changes to interest rates
or other assumptions can then be compared to this
baseline to identify the magnitude and direction
of each potential change. This type of analysis is
presented in Figure 5 for an interest rate change
in a program.

In this example, a program is currently charging
an average loan interest rate of three percent. The
dashed line presents the year by year funding
(adjusted to 2000 dollars using a three percent
discount rate) that this program can provide. The

Figure 5

Annual Disbursements Adjusted to 2000 Dollars
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Key assumptions: Direct loan program, initial loan rate of 3%, loan rate
increased to 4% for loans made beginning in 2000, investment earnings
of 4.5%, discount rate of 3%.
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solid line presents a phased increase in loan
interest rates to four percent. The impact of arate
change is not seen right away as all existing loans
still yield three percent, but over time the return
from new loans at four percent begins to
dramatically increase project funding levels. By
the year 2020, the funding level could be
increased from $22 million per year to $27 million
per year with a one percent change in loan rates.
As the chart indicates the difference in funding
levels will continue to increase over time.

Selecting an appropriate loan interest rate
requires a judgement call to reach the right
compromise between funding projects today at a
meaningful subsidy level and preserving capital
to fund projects into the future. No one answer
is right for all states. Each SRF fund manager is
responsible for determining what is appropriate
for their state.

3.1.3 The Issue “Adjusting Loan
Terms” Directly Relates to:

. Ability to make loans and market the
program

. Fund utilization

. Composition of the loan portfolio

. Ability to leverage or borrow for match

. Long term sustainable funding levels

3.2 RETURNS ON FUND
INVESTMENTS

After loan interest rates and other loan terms,
the next most important area of SRF earnings
comes from the interest earnings on cash and
investments held by the SRF. Frequently, this
area of the program is controlled by state
investment policies and decisions are under the
control of the State Treasurer’s office. Cash
investment and management is one of many
financial functions that a Treasurer’s office
must perform and frequently SRF funds are
invested along with other state funds in this
manner. When bonds are held by the program,
reserve investment requirements are specified

Number of CWSRF
Programs

in the bond indenture. However, periodic review
of investment earnings should be a part of
ongoing SRF financial management to ensure that
investment earnings meet expectations and are
being properly credited to the SRF.

Figure 6 shows the distribution of investment
returns for CWSRF programs in 2000 (returns are
estimated based on average cash and investment
balances held for 2000). The figure shows that
many of the programs had investment yields in the
four to six percent range. About an equal number
had slightly higher or lower yields. At the lower
end of the scale, six programs had yields below
three percent. The figure does not show a
significant difference between investment yield
for direct loan programs as compared to leveraged
programs.

The yields presented are based on estimates to
provide a basis of yield comparisons. A more
precise calculation of investment yield is required
to assess this aspect of fund management in more
depth. Specific analysis requires detailed data on
investments and their returns.

SRF programs that issue tax-exempt bonds to
leverage their program and/or raise state match
are subject to a complex set of arbitrage earnings
restrictions and rebate requirements. These rules,
defined in section 148 of the Internal Revenue

Figure 6

CWSRF Investment Returns
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Code, are designed to prevent issuers of tax-
exempt bonds from retaining any interest earnings
that exceed the interest cost of the bonds (i.e,
arbitrage earnings). Arbitrage restrictions add an
additional dimension to investment earnings for
programs using tax-exempt bonds.

SRF Planning Model Tip

. Investment earnings are controlled in the
Use of Funds section of Projection
Assumptions.

. Set anticipated interest earning rates on
short-term investments and reserves.

. Generally, interest rates on longer-term
reserve investments will be higher than

short-term investments.

3.2.1 Evaluation of Investment Yield

Investment earnings should be monitored on a
routine basis, typically monthly. The information
required to review investment earnings usually
takes the form of monthly investment reports.
Such reports should provide basic transactional
information on the investment accounts and
periodic posting of interest earnings and gains and
losses on investments.

Using the information supplied in each 