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Executive Summary

The largest funding programs for rural water and sewer systems are the U.S. Environmental Protection Agency’s (EPA) State Revolving Fund (SRF) and the U.S. Department of Agriculture-Rural Utilities Service’s (RUS) Water and Waste Disposal (WWD) loan and grant program.  The SRFs are comprised of the Clean Water State Revolving Fund (CWSRF) and the Drinking Water State Revolving Fund (DRSRF).  While operated similarly, the SRFs each have their own rules and regulations.  So, for the purpose of this paper, the CWSRF, DWSRF, and the WWD programs are three separate programs.

The main emphasis of the WWD program is rural development.  WWD program recipients must construct facilities that will meet all the health and environmental standards.  On the other hand, the SRFs’ primary focus is safe drinking water and pollution prevention.  When SRF recipients are fixing a health or environmental problem, they must do so in accordance with all relevant development rules.

The purpose of this paper is to explain and evaluate the processes involved in securing financing from the three funding sources from the standpoint of the steps involved in each, advantages and disadvantages of each, and possible modifications that would improve the efficiency of each process.

Water and Waste Disposal Loans and Grants

The WWD loan and grant program is administered by the Rural Utilities Service of the U.S. Department of Agriculture (USDA).  At the State level, the program is administered by USDA Rural Development State Offices.

WWD funds provide loans and grants for water and waste disposal projects serving the most financially needy communities.  Applicants must be unable to finance the proposed project from their own resources or through commercial credit at reasonable rates and terms.
Eligible applicants include public bodies; not-for-profit organization; or Indian tribes.  Eligible areas are any areas not in a city or town with a population in excess of 10,000 inhabitants, according to the latest census.  Loan and grant funds may be used to construct, enlarge, extend, or otherwise improve rural water, sanitary sewage, solid waste disposal, and storm wastewater disposal facilities.

Grants are limited to the amount necessary to result in reasonable user rates and charges for residents and businesses.  Grant funds are also limited to: 75 percent when the median household income of the service area meets RUS poverty criteria and 45 percent for other low-income applicants. 

State Revolving Funds

The State Revolving Funds (SRF) are revolving funds authorized by the Clean Water Act (CWA) and the Safe Drinking Water Act (SDWA).  Capitalization grants are made by the U.S. Environmental Protection Agency (EPA) to States to enable them to establish and operate loan programs and other types of financial assistance for a myriad of environmental programs.  SRF funds are not used to provide grants to recipients.

States must contribute 20 percent in matching funds, which with the Federal capitalization grant make up the SRFs in the States.  Loan recipients must comply with all applicable State law and regulation as well the Federal “cross-cutting” requirements that apply to Federal financial assistance programs.  Specific rules for each State’s SRFs are set by the applicable State environmental and/or health agencies.  The rules must be consistent with the CWA/SDWA and regulations promulgated by the EPA.
States must develop intended use plans that include a priority list or lists.  States have great latitude in setting priorities and can set aside funds for special purposes such as rural or disadvantaged communities.  These Intended Use Plans (IUP) must be prepared annually for each SRF and must be subjected to public comment and review before being submitted to EPA for review.  

The CWSRF’s primary objectives are to provide loans and other types of financial assistance for: the construction of publicly-owned wastewater treatment works, and for implementation of nonpoint source pollution control management programs.

The DWSRF program helps to ensure the nation’s drinking water supplies remain safe and affordable and that public water systems that receive funding are properly operated and maintained.
Recommendations

· Eliminate the other credit requirements for WWD loans.

· Eliminate the graduation requirement for WWD loans.

· Revise the SRF regulations to limit refinancing of long-term debt to the most exceptional cases similar to the WWD rule.

· Construct an automation tool to prepare environmental reviews.

· The EPA should consider revising the allocations of the SRF capitalization grants to reduce the one percent base, making the allocations closer to the need factor.

· Adopt a single application form that is accepted by RUS for the WWD program and the States for the SRFs.

· EPA and RUS at the headquarters levels must lead by example to foster cooperation at the State level among the staff involved.

Comparison of Water and Wastewater System Financing through the Rural Utilities Service and State Revolving Funds

Introduction

The largest funding programs for rural water and sewer systems are the U.S. Environmental Protection Agency’s (EPA) State Revolving Fund (SRF) and the U.S. Department of Agriculture-Rural Utilities Service’s (RUS) Water and Waste Disposal (WWD) loan and grant program.  The SRFs are comprised of the Clean Water State Revolving Fund (CWSRF) and the Drinking Water State Revolving Fund (DRSRF).  While operated similarly, the SRFs each have their own rules and regulations.  So, for the purpose of this paper, the CWSRF, DWSRF, and the WWD programs are three separate programs.

The main emphasis of the WWD program is rural development.  But WWD program recipients must construct facilities that will meet all the health and environmental standards.  On the other hand, the SRFs’ primary focus is safe drinking water and pollution prevention.  When SRF recipients are fixing a health or environmental problem, they must do so in accordance with all relevant development rules.

The purpose of this paper is to explain and evaluate the processes involved in securing financing from the three funding sources from the standpoint of the steps involved in each, advantages and disadvantages of each, and possible modifications that would improve the efficiency of each process.  To accomplish this, a review of public documents and interviews with agency officials and others were conducted.  A list of the most significant references may be found at the end of this paper.

The following will be examined:

· Procedures involved in obtaining loans and/or grants from each source.

· The normal times to obtain financing.

· Funding limits.

· Differences between water and wastewater funding.

· Eligibility criteria.

· Potential improvements to improve the usability of the programs.

· How the programs work with other funding options such as: private credit, Community Development Block Grants (CDBG), Appalachian Regional Commission (ARC) grants, Economic Development Administration (EDA) grants, Indian Health Service (IHS) grants, and other State funding programs.

Water and Waste Disposal Loans and Grants

The WWD loan and grant program is administered by the Rural Utilities Service of the U.S. Department of Agriculture (USDA).  Prior to USDA’s reorganization in 1993, WWD loans and grants were under the Farmers Home Administration (FmHA).  Even today some people talk about FmHA loans.  The program traces its roots to the Water Facilities loan program established in 1937, with the first loan made in 1940.  WWD loans and grants are authorized by the Consolidated Farm and Rural Development Act (7 U.S.C. 1926) The program has been around for a long time.

At the State level, the programs are administered by USDA Rural Development State Offices.  Rural Development State Directors manage the RUS-WWD program as well as the housing and community facilities programs of the Rural Housing Service (RHS), and the business and cooperative programs of the Rural Business-Cooperative Service (RBS).  Day-to-day management of the WWD is under the direction of a program director.  Most States have an engineer and loan/grant specialists located throughout the State that make and service the loans and grants.  Rural Development State Directors have a lot of discretion on how their staffs are organized and where they are located.  Local contacts can be accessed through the following web site: http://www.usda.gov/rus/water/states/usamap.htm.

WWD funds provide loans and grants for water and waste disposal projects serving the most financially needy communities.  Financial assistance should result in reasonable user costs for rural residents, rural businesses, and other rural users.

Highlights of the program include:
Eligible applicants. An applicant must be:

· A public body;

· A not-for-profit organization; or

· Indian tribe.

Eligible facilities.  Facilities financed by RUS may be located in non-rural areas.  However, loan and grant funds may be used to finance only that portion of the facility serving rural areas, regardless of facility location.

Eligible area.  Any area not in a city or town with a population in excess of 10,000 inhabitants, according to the latest census.
Eligible purposes.  Loan and grant funds may be used to construct, enlarge, extend, or otherwise improve rural water, sanitary sewage, solid waste disposal, and storm wastewater disposal facilities.

Credit elsewhere.  Applicants must be unable to finance the proposed project from their own resources or through commercial credit at reasonable rates and terms.

Economic feasibility.  All projects financed must be based on taxes, assessments, income, fees, or other satisfactory sources of revenues in an amount sufficient to provide for facility operation and maintenance, reasonable reserves, and debt payment.  Applicants must prepare operating and capital budgets through the first full year of operation to document that there will be sufficient cash flow to meet all obligations.

User charges.  The user charges must be reasonable and produce enough revenue to provide for all costs of the facility after the project is complete.  The planned revenue should be sufficient to provide for all debt service, debt reserve, operation and maintenance, and, if appropriate, additional revenue for facility replacement of short-lived assets without building substantial surpluses.  Ordinarily, the total debt service reserve required is equal to one average annual loan installment, which accumulates at the rate of one-tenth of the total each year.
Use of funds.  Loan and grant funds may be used:

· To construct, enlarge, extend, or otherwise improve rural water, sanitary sewage, solid waste disposal, and storm wastewater disposal facilities;

· To construct or relocate buildings, roads, bridges, fences, or utilities, and to make other public improvements necessary for the successful operation or protection of authorized facilities;

· For payment of other utility connection charges as provided in service contracts between utility systems; and

· When necessary to the project the following may be considered:

Loan or grant funds may be used for:

· Reasonable fees and costs such as: legal, engineering, administrative services, fiscal advisory, recording, environmental analyses and surveys, possible salvage or other mitigation measures, planning, establishing or acquiring rights;

· Costs of acquiring interest in land; rights, such as water rights, leases, permits, rights-of-way; and other evidence of land or water control or protection necessary for development of the facility;

· Purchasing or renting equipment necessary to install, operate, maintain, extend, or protect facilities;

· Cost of additional applicant labor and other expenses necessary to install and extend service; and

· In unusual cases, the cost of connecting the user to the main service line.

Only loan funds may be used for:

· Interest incurred during construction;

· Initial operating expenses, including interest, for a period ordinarily not exceeding one year when the applicant is unable to pay such expenses;

· The purchase of existing facilities when it is necessary either to improve service or prevent the loss of service; and

· Refinancing when arrangements cannot be made with the creditors to extend or modify the terms of the debts so that a sound basis will exist for making a loan.

Repayment terms.  Loans are scheduled for repayment over the useful life of the facilities, State law limitation, or 40 years, whichever is less.

Interest rates.

· Market rate.  The market rate is set using the average of the Bond Buyer, 11-GO Bond Index for the four weeks prior to the first Friday of the last month before the beginning of each calendar quarter.  The market rate applies when the median household income of the service area is above the Statewide nonmetropolitan median household income.
· Poverty rate.  The poverty rate is set at 4.5 percent.  The poverty rate applies when:

· The primary purpose of the loan is to upgrade existing facilities or construct new facilities required to meet applicable health or sanitary standards; and
· The median household income of the service area is below the higher of the poverty line, or 80 percent of the Statewide nonmetropolitan median household income.
· Intermediate rate.  The intermediate rate is set at half-way between the market and poverty rates and applies when the applicant does not qualify for the poverty rate and does not have to pay the market rate.

Loan security.  Loans are secured by the security that is available which adequately protects the interests of the Government.  Loans to public bodies and Indian tribes are usually secured by general obligation, revenue, or some kind of special assessment bond.  Revenue bonds are by far the most prevalent.  Loans to nonprofit organizations are usually secured with promissory notes and mortgages.  Loans made to borrowers with existing debt may be secured with liens junior to the other lender’s lien(s).  In WWD nomenclature, making a loan and purchasing a bond or some other debt instrument are the same.

Grants.  Grants are limited to the amount necessary to result in reasonable user rates and charges for residents and businesses.  Grant funds are also limited to: 

· 75 percent when the median household income of the service area is below the higher of the poverty line or 80 percent of the Statewide nonmetropolitan median income and the project is necessary to alleviate a health or sanitary problem,
· 45 percent when the median household income of the service area exceeds the 80 percent requirements described above but is not more than 100 percent of the Statewide nonmetropolitan median household income,
· Grants are not made when the median household income of the service area exceeds the Statewide nonmetropolitan median household income.

Other Federal, State, and local requirements.  Proposals for facilities financed with RUS funds are coordinated with appropriate Federal, State and local agencies.  Applicants are required to comply with Federal, State, and local laws and any regulatory commission rules and regulations pertaining to:

· Organization of the applicant and its authority to own, construct, operate, and maintain the proposed facilities;

· Borrowing money, giving security, and raising revenues for the repayment of the loan/grant;

· Land use zoning; and

· Health and sanitation standards and design and installation standards.

Selection priorities and process: When ranking eligible applications for consideration for limited funds, RUS officials consider the priority items met by each application and the degree to which those priorities are met.  Priority factors include:

· Population.  Smaller populations receive higher priority.

· Health.  Factors such as emergency situations, unanticipated diminution or deterioration of a water supply, or to meet Safe Drinking Water Act requirements; correct inadequacies of a wastewater system, or to meet health standards; or required to meet administrative orders issued to correct local, State, or Federal violations.

· Income.  The lower the median household income of the service area, the higher the priority.

· Other factors include:

· Mergers of ownership, management, and operation of smaller facilities providing for more efficient management and economical service;

· Extend service, or otherwise modify existing facilities to provide service to additional rural areas;

· Public bodies and Indian tribes get priority over nonprofit organizations;

· Larger amounts of other than RUS funds committed to the project get priority;

· Projects that will serve Agency identified target areas;

· Projects that involve recycling solid waste products thereby limiting the need for larger/additional solid waste disposal facilities;

· Serve areas that have an unreliable quality or supply of drinking water;

· In certain cases State RUS program officials may assign additional priority;

· Applications may receive consideration for funding before others when the funding requested is a subsequent request for a previously approved project which has encountered construction cost overruns.

Allocation of program funds.  Funds are allocated by State using a formula that includes rural population, rural population with incomes below the poverty level, and unemployment.  A national reserve (historically about 10 percent) is included.  Reserve funds as well as funds not needed by States are allocated project-by-project.  State Rural Development offices request these funds when their initial allocations have been obligated and they have worthy projects ready to be funded.
Public information. Within 60 days of filing an application with the RUS applicants must publish a notice of intent to apply for a RUS loan or grant in a newspaper of general circulation in the proposed area to be served.  Applicants also must inform the general public regarding the development of any proposed project.  Applicants not required to obtain authorization by vote of its membership or by public referendum, to incur the obligations of the proposed loan or grant, must hold at least one public information meeting not later than loan or grant approval.  A public meeting is normally not required for subsequent loans or grants which are needed to complete the financing of a project.

Interim financing.  For loans exceeding $500,000, where funds can be borrowed at reasonable interest rates on an interim basis from commercial sources for the construction period, interim financing may be obtained so as to preclude the necessity for advancing RUS loan funds as construction progresses.  There is no requirement to interim finance grant funds.  Interim financing of amounts over $500,000 for public bodies is usually a benefit to the borrower.  Since public bodies can issue tax-exempt debt (interest on the debt is exempt from Federal income taxes and may be exempt from State income taxes), they can borrow short-term construction funds at very low interest rates.  They can then invest the funds in taxable investments like Treasury Bills or Bonds until needed, resulting in a net interest cost during construction of less than the WWD interest rate.  RUS can issue a “comfort” letter after WWD loan approval to entice lenders to make interim loans.

Joint funding with other parties.  Joint funding is permitted.  Applicants with larger projects often find it necessary to arrange funding from several sources to fund their projects.  How loan security is shared is about the only potential stumbling block of significance.  When the same security is used, WWD loan security must be at parity with or senior to the other lender’s security.  The parity rule is not applicable when the security is different, such as when one lender takes a revenue bond, another could take a general obligation bond, and a third could take special assessments.  Mixing grant funds from other sources is generally not a problem.

Timing of the advance of applicant, WWD, and other funds.  First, applicant contributions are expended.  Often, applicants have expended their contribution in form of predevelopment costs such for planning, design, and land rights prior to the WWD funding.  WWD regulations require loan funds be expended before grant funds.  When other funding is involved, the other funds can be expended first or proportionately with the WWD funding.

Graduation.  RUS debt instruments require that if at any time it shall appear to the Government the borrower is able to refinance the amount of the indebtedness to the Government then outstanding, in whole or in part, by obtaining a loan for such purposes from responsible cooperative or private credit sources, at reasonable rates and terms for loans for similar purposes and periods of time, the borrower will, upon request of the Government, apply for and accept such loan in sufficient amount to repay the Government and will take all such actions as may be required in connection with such loan (7 U.S.C. 1983).
Service area protection.  The service area of the facilities financed with WWD loan funds is protected by 7 U.S.C. 1926(b), “The service provided or made available through any such association shall not be curtailed or limited by inclusion of the area served by such association within the boundaries of any municipal corporation or other public body, or by the granting of any private franchise for similar service within such area during the term of such loan; nor shall the happening of any such event be the basis of requiring such association to secure any franchise, license, or permit as a condition to continuing to serve the area served by the association at the time of the occurrence of such event.”  This section of the law has been the subject of much litigation.  It is clear that a city (or any other entity for that matter) cannot take customers from an WWD financed water or sewer system.  There are many situations that may arise in connection with service areas and whether they may or may not be protected by 1926(b) and would be a matter for further research.

Environmental.  Each WWD project must undergo an environmental review in accordance with the National Environmental Policy Act (NEPA).  In conjunction with this review, RUS assesses the impacts required by several other laws and executive orders.  For major projects, a formal Environmental Impact Statement (EIS) is prepared.  Applicants must agree to adhere to any mitigation measures included in the report or statement.

Procedures for obtaining loans and grants.  Applications can be made at any time with USDA-RD.  USDA-Rural Development has sub-State offices in most States that make and service loans and grants.  Applications are filed at the Rural Development State Office in the other States.  Potential applicants may contact any USDA field office or the RUS web site to find the appropriate office (http://www.usda.gov/rus/water/states/usamap.htm).  A specialist is assigned to work with each applicant.  Generally the specialist is responsible for all phases of the loan and grant processes including servicing the loan.

Prior to filing an application with all the necessary information attached, applicants may request an eligibility determination.  The more detailed the information submitted, the more detailed the response.  Since a full application includes time-consuming and potentially costly items like an engineering report, environmental review, financial statements and/or audits, operating and capital budgets, and an inter-governmental review; the option for a preliminary eligibility determination helps applicants decide how to proceed.

The normal times to obtain financing.  There are no application cut-off times.  Funding is appropriated annually beginning on October 1 each year.  Application backlogs exist in many States.  Since funds are allocated by State, the backlogs vary from practically none to significant.  Backlogs for grant funding are found in most States.  Loans can usually be processed as a matter of course, if grant funds are not required.

Funding limits.  There are no hard limits, but from a practical matter, loans and grants are limited by the funding that is available.  During fiscal year 2003, loan allocations ranged from $4 to $39.1 million per State, and grant allocations ranged from $2.1 to $20.8 million.  Most projects fit in the range of $500,000 to $2 million, with at least some of the funding in the form of grant funds.  RUS gets a single appropriation for WWD loans and grants.  Loans do not count dollar-for-dollar.  A subsidy rate is projected to equal the program’s interest rate subsidy and loan losses is established each year.  Since very few dollars have ever been written-off, the major factor in determining the subsidy rate is the long-term discount rate prescribed by the Office of Management and Budget (OMB).  For fiscal year 2003, the subsidy rate was 11.34 percent.  In other words, for every $1,000 in budget authority, $8,818 in loans can be made.  RUS establishes the initial State allocations with about two parts loan and one part grant.  Rural Development State Directors can change the proportion for their State, within limits established by the RUS administrator.  For example, if there is a need for an additional $10 million in loan funds in a State, $1,134,000 in grant funds could be converted to loan funds.  The reverse is also true.  To get the actual cash to make loans, RUS borrows from the Federal Financing Bank (FFB), a unit of the U.S. Treasury.  The FFB is repaid with borrower repayments and the budget authority that was appropriated by Congress.

Differences between water and wastewater funding.  There are no differences in the loans and grants – eligibility, interest rates, etc.  There are, of course, different other-Federal and State laws and regulations that apply to drinking water or wastewater.  One practical difference is that it is very difficult for nonprofit organizations to get a loan for a sewer system because they often cannot offer adequate security.  Nonprofit entities can pledge their assets including revenue, but cannot levy or pledge tax revenue.  Land and other rights are taken as security, but the revenue from the facilities is necessary.  Unless the sewer system revenue from a nonprofit is tied to the drinking water revenue or State law allows a local unit of government to use its authority, for example, the revenue is not dependable because the system cannot efficiently force customers to pay.  Water systems can shut off the tap.

Guaranteed loans.  RUS can also guarantee loans made by private lenders.  A one percent application fee is charged by RUS for a guarantee of up to 90 percent.  Lenders charge their ordinary rates.  RUS cannot guarantee tax-exempt debt.  The guaranteed option has not been very successful because private interest rates are higher and terms generally shorter.  Also, there are some other, rather technical reasons that will not be discussed here.  More information on guaranteed loans may be obtained from any USDA Rural Development office that makes WWD loans.
State Revolving Funds - General

The State Revolving Funds (SRF) are revolving funds authorized by the Clean Water Act (CWA) and the Safe Drinking Water Act (SDWA).  Capitalization grants are made by the U.S. Environmental Protection Agency (EPA) to States to enable them to establish and operate loan programs and other types of financial assistance for a myriad of environmental programs.  SRF funds are not used to provide grants to recipients.

States must contribute 20 percent in matching funds, which with the Federal capitalization grant make up the SRFs in the States.  Loan recipients must comply with all applicable State law and regulation as well the Federal “cross-cutting” requirements that apply to Federal financial assistance programs.  See http://www.epa.gov/safewater/dwsrf/xcuts.html.

Specific rules for each State’s SRFs are set by the applicable State environmental and/or health agencies.  The rules must be consistent with the CWA/SDWA and regulations promulgated by the EPA.  The law requires that fund  balances must be available in perpetuity and must be used solely to provide loans and other authorized forms of financial assistance.  This appears to mean that loan interest rates should be sufficient to cover overhead costs including loan losses and, in this author’s opinion, sufficient to maintain the purchasing power of the capitalization grant.

The “cross-cutters” generally do not apply to the revolved funds, but the States must have a system to differentiate the two types of money if they want to offer loans that do not have to meet the cross-cutting requirements.  As the funds have gotten larger and there are sufficient funds revolving, some States are making some of their loans that are not subject to the Federal “cross-cutters.”

States must develop intended use plans that include a priority list or lists.  States have great latitude in setting priorities and can set aside funds for special purposes such as rural or disadvantaged communities.  These Intended Use Plans (IUP) must be prepared annually for each SRF and must be subjected to public comment and review before being submitted to EPA for review.  The IUPs must: 

· contain a list of projects on the State's project priority list; 

· describe the long- and short-term goals and objectives of the funds; 

· include information on the types of activities including eligible categories of costs to receive assistance, types of assistance to be provided, and SRF policies on setting the terms for the various types of assistance provided by the fund; and 

· describe the criteria and method for the distribution of the SRF funds.

The Federal appropriations for the SRFs are allotted to the States based on formulas in the CWA and SDWA.  Allocation formulas include population and various environmental factors to indicate need.  The minimum allotment for a State for each fund is one percent.

States must conduct reviews of the potential environmental impacts of all construction projects receiving assistance.  Projects must undergo a State environmental review process (SERP) that conforms generally to the National Environmental Policy Act (NEPA).  States may elect to apply the procedures at 40 CRF Part 6, Subpart E and related subparts, or apply its own "NEPA-like" SERP for conducting environmental reviews.

The Clean Water State Revolving Fund (CWSRF).  The CWSRF’s primary objectives are to provide loans and other types of financial assistance for:

· The construction of publicly-owned wastewater treatment works, and

· For implementation of nonpoint source pollution control management programs.

The Drinking Water State Revolving Fund (DWSRF).  The DWSRF program helps to ensure that the nation’s drinking water supplies remain safe and affordable and that public water systems that receive funding are properly operated and maintained.  The DWSRF’s primary objectives are to:

· Provide low-cost loans and other types of assistance to public water systems to finance the costs of infrastructure projects needed to achieve or maintain compliance with SDWA requirements, and
· Fund a range of set-aside activities including source water protection, capacity development, and operator certification.
States may combine the financial administration of the SRFs which most States do; thereby, making the loans from both sources operate the same.  This allows the States to gain overhead efficiencies.

For the purposes of this paper, the loan programs for wastewater and drinking water systems will be compared.  The other types of assistance such as funds for technical assistance and nonpoint pollution projects, while important, are beyond the scope of this effort.
Clean Water State Revolving Fund

Key points.  

· Funds may be used.

· To make loans to municipalities, intermunicipal, interstate, or State agencies for the construction of publicly-owned wastewater treatment works that appear on the State's priority list, and

· To guarantee and provide security for bonds issued by the State to enable the SRFs to make additional funds available for lending (leverage funds).

· Authorized types of assistance.

· The CWSRF may award loans at or below market interest rates, or for zero interest.  Loan provisions must provide that:

· the annual repayment of principal and payment of interest begins not later than one year after project completion;

· the loan is fully amortized not later than 20 years after project completion; and

· loan recipients establish one or more dedicated sources of revenue for loan repayment.

· Refinancing existing debt obligations. The CWSRF may buy or refinance local debt obligations at or below market rates, where the initial debt was incurred after     March 7, l985, and building began after that date. 

· Limitations on CWSRF assistance.

· The CWSRF may not provide loans for the non-Federal share of the cost of treatment works projects for which the recipient is receiving assistance from the EPA under any other authority.

· The SRF may provide assistance for only the publicly owned portion of the treatment works.

· Private operation. Contractual arrangements for the private operation of a publicly-owned treatment works will not affect the eligibility of the treatment works for SRF financing.

· Water quality management planning. The CWSRF may provide assistance only to projects that are consistent with any plans developed under other sections of the Clean Water Act.

· Web site: http://www.epa.gov/owm/cwfinance/cwsrf/index.htm.

Drinking Water State Revolving Fund

Key Points.

· Eligible Systems.

· Privately-owned and publicly-owned community water systems and non-profit noncommunity water systems.  Although the law allows loans to privately-owned systems, many States do not make loans to these entities.

· Projects that will result in the creation of a community water system.

· Eligible projects.  Projects that address present or prevent future violations of health-based drinking water standards are eligible for assistance.  These include projects needed to maintain compliance with existing national primary drinking water regulations for contaminants with acute and chronic health effects.  Projects to replace aging infrastructure are eligible for assistance if they are needed to maintain compliance or further the public health protection objectives of the SDWA.  Only the following project categories are eligible for assistance:

· treatment,

· transmission and distribution,

· source water development or rehabilitation,

· storage,

· consolidation, and

· creation of new systems.

· Eligible project-related costs. In addition to costs needed for the project itself, the following project-related costs are eligible for assistance:

· Costs for planning and design and associated pre-project costs.

· Costs for the acquisition of land, only if needed for the purposes of locating eligible project components.  The land must be acquired from a willing seller.

· Costs for restructuring systems that are in significant noncompliance with any national primary drinking water regulation.

· Ineligible systems. Assistance may not be provided to:

· Federally-owned public water systems and for-profit noncommunity water systems,

· Systems that lack the technical, financial, and managerial capability to ensure compliance with applicable requirements, and

· Systems that are in significant noncompliance with any national primary drinking water regulation or variance, unless the purpose of the assistance is to correct the problems.

· Ineligible projects. The following projects are ineligible for assistance:

· Dams or rehabilitation of dams,

· Water rights, except if the water rights are owned by a system that is being purchased through consolidation as part of a capacity development strategy,

· Reservoirs or rehabilitation of reservoirs, except for finished water reservoirs and those reservoirs that are part of the treatment process and are on the property where the treatment facility is located,

· Projects needed primarily for fire protection,

· Projects needed primarily to serve future population growth, and

· Projects that have received assistance from the national set-aside for Indian Tribes and Alaska Native Villages.

· Ineligible project-related costs.  The following project-related costs are ineligible for assistance:

· Laboratory fees for routine compliance monitoring, and

· Operation and maintenance expenses. 

· Loans.

· Loans may be made at or below the market interest rate, including zero interest rate loans.

· Loan repayment of principal and interest begins no later than one year after project completion.

· Loan repayment is scheduled no later than 20 years after project completion except States may schedule loan repayments for disadvantaged communities up to 30 years.

· A State may include eligible project reimbursement costs within loans if it meets requirements set out by the State.

· A State may include eligible planning and design and other associated pre-project costs within loans regardless of when the costs were incurred.

· Of the total amount available for assistance each year, a State must make at least 15 percent available solely for providing loan assistance to small systems, to the extent such funds can be obligated for eligible projects.

· A State may provide incremental assistance for a project (e.g., for a particularly large, expensive project) over a period of years.

· Assistance to disadvantaged communities.  A State may provide loan subsidies (e.g., loans which include principal forgiveness, negative interest rate loans) to benefit communities meeting the State's definition of “disadvantaged'' or which the State expects to become “disadvantaged'' as a result of the project. 

· Refinance or purchase of local debt obligations.  A State may buy or refinance local debt obligations of municipal, intermunicipal, or interstate agencies where the debt obligation was incurred and the project was initiated after July 1, 1993.  Projects must have met the eligibility requirements for loans.  Privately-owned systems are not eligible for refinancing.

· Purchase insurance or guarantee for local debt obligations.

· Web site: http://www.epa.gov/safewater/dwsrf.html.

Other Funding Sources

Funds from almost any source and be combined with the WWD loan and grant programs and the SRFs.  Combining loans is inherently more difficult than grants.  Good communication among the lenders is essential.  Problems are often perceived by loan officers because they do not have a good understanding of the other lender’s program.  This can stop or delay projects unnecessarily.

Appalachian Regional Commission (ARC), http://www.arc.gov.  Funding is available for economic, including drinking water and wastewater, projects in all or parts of 13 States in the Appalachian region.  

Community Development Block Grant (CDBG), http://www.hud.gov.  Grant funds are available for a wide range of community development projects, including drinking water and wastewater projects.  All States, except Hawaii, receive a block grant to assist small units of local government.  Application procedures vary by State.  The Department of Housing and Urban Development (HUD) directly administers funding in Hawaii.

Economic Development Administration (EDA), http://www.eda.gov.  Grant funds are available to applicants in designated distressed areas in economic decline to improve their physical infrastructure primarily to generate or retain jobs.

Indian Health Service (IHS), http://www.ihs.gov.  In aiming to raise the health status of American Indians and Alaskan Natives to the highest possible level, the IHS can assist with funding and/or technical assistance to construct drinking water and wastewater projects.

State programs.  All States have programs to provide funding for assisting with the financing of drinking water and wastewater facilities in addition to the SRF funds.  Browsing the State’s web cite is a good way to find information about these programs and their requirements.

Several State rural water associations have set up or sponsored loan programs.  Some simply do interim construction financing, while others offer a full range of loan products.  State rural water association web sites may be found at the National Rural Water Association (NRWA) site, www.nrwa.org.  

Some of the regional affiliates of the Rural Community Assistance Program (RCAP) also have small loan programs.  See www.rcap.org.

Private sources of credit.  Many commercial banks, cooperative banks, and investment banking companies either make loans or purchase the bonds of public entities to construct drinking water and wastewater facilities.  Since the interest on most debt issued by most public entities is exempt from Federal taxes, interest rates for these loans are usually favorable.  Even small rural cities with a track record of repaying loans satisfactorily, stable revenue, and good management may be able to borrow.  The primary advantages of private credit are the timeliness of getting the funds and not being subject to as many environmental laws and regulations as they would if they borrowed from governmental sources.  Nonprofit organizations generally cannot issue tax-exempt debt.  Commercial banks and specialty lenders such as the CoBank, http://www.cobank.com, are their best sources of commercial credit.

Comparing the Differences in the Programs

Program management.  The SRFs are managed by State agencies – often by separate agencies for the CWSRF and DWSRF.  The WWD loan and grant program is managed by the RUS, an agency of the USDA.  Therefore, at least in theory, there is one set of rules for the WWD program, while there are 50 different sets of rules for the SRFs.  In reality, the RUS-WWD regulations allow for much flexibility on the part of RUS State program managers so while the formal rules are the same, many practices are different from State to State.  Water and Wastewater systems must comply with all applicable State regulations no matter where they get the financing – this dictates a lot of the differences between water and wastewater.

Application processing.  Broadly speaking, the application processes are very much the same between the WWD and SRF programs.  Applicants must plan their projects during the predevelopment phase.  The RUS staff is mandated by law to offer advice and assistance to potential applicants, but many States also assist potential SRF applicants.  Both the EPA and the RUS, as well as the States fund technical assistance providers that are available to work with water and wastewater systems – the largest providers are the National Rural Water Association (NRWA) (http://www.nrwa.org) and its affiliates and the Rural Community Assistance Program (RCAP) (http://www.rcap.org) and its six regional RCAPs.

The design, construction, and operational phases of projects are generally not dependent on how they are financed.  They are probably influenced most by the practices of the consulting engineers in each State.

Test for commercial credit.  WWD applicants must certify in writing, and the RUS must determine the applicant is unable to obtain sufficient credit elsewhere to finance its actual needs at reasonable rates and terms (7 U.S.C. 1983).  The SRFs have no such requirement, although some States give some priority to applicants that are unable to obtain commercial credit.  The prevailing RUS practice has been to keep current on other lenders’ requirements, rates and terms, and their willingness to make loans for various types of projects and applicants.  Reviewing applicants’ financial statements allows them to make a determination on whether other credit is available.  When it is not clear, RUS asks applicants to actually seek commercial credit prior to proceeding with an application.  

The WWD loan test for other credit requirement has been a part of the program since its inception, more than 60 years ago.  The requirement applies to most USDA credit programs.  For loans to farmers and rural home buyers, the requirement is much easier to apply.  But for the WWD program, there are few, if any, local lenders available to many potential borrowers.  On the other hand, there are hundreds, if not thousands of investment banking firms that routinely provide or arrange financing for water and wastewater facilities anywhere.  The RUS loan specialists historically have made the other credit decision based on the applicant’s financial statements.  However, in recent years the USDA Office of the Inspector General (OIG) has issued reports critical of the agency’s decisions.  This is having the effect of making it more difficult to obtain WWD funding for some worthy applicants.

Applicants serving communities of less than 10,000 people wanting to finance water and wastewater facilities are not the type of applicants that most commercial banks and many investment banking firms actively market their services.  When commercial lenders do make loans to these borrowers, they usually charge a higher interest rate, require credit insurance, and offer shorter terms than the WWD loans.

Conclusion.  The WWD test for other credit is an old, out-dated requirement that does not help the cause of rural development or public health.  Government loans come with a lot paperwork, delay, and bureaucracy by their nature.  Since funding is limited to what Congress appropriates, a priority factor could steer the funds to applicants less likely to be able to get commercial credit.  The current requirement is simply a hassle to applicants and the RUS staff.  This coupled with the fact that SRF loans are not subject to this requirement and that most commercial lenders are not very interested in most rural loans, is reason to change the requirement.

Recommendation.  Eliminate the other credit requirements for WWD loans which would require a statutory change.

Graduation.  Graduation is a companion to the other credit requirement for WWD loans.  Borrowers must agree that, if at any time, it shall appear to the RUS the borrower may be able to obtain a loan from a cooperative or private credit source at reasonable rates and terms for loans for similar purposes and periods of time, the borrower will, upon request by the RUS apply for and accept such loan in sufficient amount to repay the RUS (7 U.S.C. 1983).  In other words, they must graduate when they can get private credit.  The RUS practice is to review borrowers with loans six years old and then every two years.  Ordinarily RUS will not ask a borrower to graduate unless they can refinance all of their loans.

The SRF loans carry no such requirement.

Conclusions.  Borrowers with existing WWD loans should refinance if at all possible whenever they can borrow at a rate less than what they have, even if the RUS is not asking them to do so.  By the time RUS actually asks, rates may be higher.

Graduation is another out-dated requirement similar to the other credit requirement that needs to be eliminated.
Recommendation.  Eliminate the graduation requirement for WWD loans which would require a statutory change.

Use of funds.  The SRFs and the WWD programs are basically the same.  Most all project costs including predevelopment costs may be included as eligible costs.  The cost of land and land rights like easements, right-of-ways, and water rights are eligible costs under WWD rules.  If the borrower has the authority under State law, eminent domain may be used.  But under the SRFs, there are significant limitations.  Land is not eligible under the CWSRF, except when the land is integral to the treatment process like land treatment.  Under both SRFs when land is purchased, it must be from a willing seller.  The costs of water rights are not eligible under the DWSRF.  Individual States may have other limitations for the SRFs.

Conclusion.  When rural communities are planning projects that will include the purchase of significant land and rights, the WWD program may be best for them.

Refinancing.  The refinancing of permanent, long-term debt is basically prohibited by RUS regulations.  The SRFs have basically no prohibitions, although some States have implemented some.  Both the WWD and SRFs do not consider short-term, interim construction financing to be “refinancing.”

Conclusion.  It generally makes no sense to use limited Federal funds to refinance long-term debt.  It particularly makes no sense for the SRFs to refinance WWD loans or visa versa.  With all the indicators of need showing there are hundreds of billions of dollars of drinking water and wastewater needs more than the funding that is available, limited Federal funds should not be used simply to swap dollars.  The funds should be used for necessary facilities.

Recommendation.  The SRF regulations should be revised to limit refinancing of long-term debt to the most exceptional cases similar to the WWD rule.

Repayment terms.  WWD loans may be made for up to 40 years, while the SRFs limit loans to 20 years (30 years for DWSRF hardship loans).  Both the WWD and the SRFs also limit loans to the useful life of the facilities being financed.  In addition, borrowers may not borrow for periods longer than State law allows.  For example, a State might limit water districts to borrow for no more than 20 years.  The length of a particular loan can have a significant impact on user costs (water and sewer bills).  If a new loan’s purpose is to add customers to increase revenue or make improvements to reduce operational costs and repayment is relatively small compared to the existing costs, the effect could be minimal.  

Interest rates vary significantly between SRF and WWD loans.  Interest rates for SRF loans vary a lot between States and vary for various project types.  Lower income communities generally get the lowest rates.  The lowest WWD rate is 4.5 percent, while most of the SRF rates are below the WWD rates and some SRF rates are as low as zero.  WWD grants have the effect of lowering the WWD loan interest rate.

Conclusion.  Applicants must consider what they will be charged and whether they can obtain a grant before they can determine which program might be best for their situation.

Grants.  The SRFs do not make grants, but WWD grants are available.  SRF loans, at very low interest rates, can be just as favorable as a higher rate WWD loan coupled with a WWD grant.  Some States have grant programs that provide funds in addition to the SRF funds.

Conclusion.  Applicants must consider what is available to them prior to deciding what might be best for them.  For rural systems it is not difficult to calculate the rate impact of various alternatives given their small size and general lack of complexity.

Timing issues.  There are timing issues that could be a factor in any given project.  They are generally fairly easy to get around if there is only one source of funding.  But, many projects require multiple sources.  

The first issue is: Who goes first?  None of programs want to approve funding for part of a project if additional funding is necessary to make the facilities operational.  For example WWD funding for $1 million is available but the project cost is $1.5 million.  A Community Development Block Grant has been applied for, but not approved.  WWD regulations require all funds be available prior starting the project.  RUS can, however, approve and obligate funds for the project subject to the CDBG funding becoming available.  RUS, like other lenders are reluctant to “approve subject to” unless there is a very good likelihood that the other funding will materialize.  If the other funding does not come through, the funds are tied up and not available to other applicants that might be ready.  Funding agency staffs regularly work together to work out “who goes first,” but applicants and their representatives should facilitate discussions when it appears to be appropriate or necessary.

The actual delivery of funds is another issue that has to be resolved.  The SRFs and the WWD loan programs generally require the project be planned, designed, and ready to build before any funds are advanced.  If applicants have repayment ability in case the project is not built, some SRFs will advance funds for pre-construction costs.  RUS requires that its loan funds be expended first and that construction be ready to start before advancing funds or issuing a comfort letter to enable the applicant to obtain interim financing.

Conclusion.  Applicants should gain a thorough understanding of how and when funds will be advanced by the funding sources for their project and arrange their agreements with consultants, engineers, and contractors accordingly.

Environmental reviews.  Projects financed by the SRFs or WWD funds must undergo an environmental review.  WWD reviews include the NEPA requirements as well as other related laws and executive orders.  The States for SRF-funded projects must either use NEPA or a NEPA-like process.  The other Federal funding sources use review processes based on NEPA.  It would seem that the reviews would be very much the same.  They usually are, but when there are multiple funding sources, the differences can be frustrating, if not onerous to applicants.  NEPA contemplates a single Federal review with a goal of better projects.  The agencies often require applicants to employ an expert to provide the information to allow them to complete the review.  Some agents of the States and the Federal agencies involved seem to be more concerned about the form and format of the review than using the process to better inform the public and to make better projects.  

Conclusion.  During the preliminary phases of any project, applicants should consider the environmental impacts and assemble information the funding agencies will need.  To the extent possible, agencies’ environmental staffs should get together with applicant representatives to decide how they will cooperate.  Applicants can and should “push” the agencies to get together on the environmental review.  There should be only one environmental review per project no matter how many funding sources.

Recommendation.  The Federal water and wastewater funding agencies have been working on this issue for years.  Progress is being made.  The existing rules are by-and-large flexible enough; but staff charged with doing the reviews, often do not take advantage.  An idea that is currently being discussed is an automation tool.  If such a tool were available and accepted by the funding agencies, the frustrations on the part of applicants and their consultants would be greatly reduced.  An automation tool to prepare environmental reviews should be constructed.

Other Issues

Allocation formulas.  The formulas for allocating SRF and WWD have a lot in common – they are based on need factors.  The most significant element is population.  The WWD program uses rural population and the SRFs use total population.  Given the program purposes, this difference is appropriate.

The SRFs allocate a minimum of one percent to each State no matter if the need factors are less.  WWD has a small base allocation that is about the average loan/grant amount from the pervious year.  This allows at least one average WWD project per State.  The SRFs, on the other hand, give the small need States a much larger allocation than they would otherwise get.  This has the effect of reducing the allocations for high need States and the potential of encouraging poor investments in some States just to get the money out.

Recommendation.  The EPA should consider revising the allocations of the SRF capitalization grants to reduce the one percent base, making the allocations closer to the need factor.  Some base is important so that the small States have enough funding to have a viable program, but care should be taken not to rob too much from States that have higher need factors.  This will take statutory changes to implement.

Potential improvements to improve the usability of the SRF and WWD programs.  Several recommendations have been included above.  Some additional ideas are discussed here.

· Adopting a single application form that is accepted by RUS for the WWD program, the States for the SRFs, and other programs is an idea that has been discussed for years.  Some States actually come close – Montana for example.  It’s really not the application forms, per se, that are the problem in most States.  The WWD form is a standard Federal form (SF 424) that is used by many Federal agencies.  Basically it is a cover sheet that requires basic information about the applicant, a page of certifications that simply must be agreed to, and a blank page to describe the project.  Many of the SRFs’ forms are not that much different.  The difficulties for applicants are mostly related to the “stuff” that must be attached.  While the application forms may be hard to change, the information for particular types of projects that is to be attached to make full applications could be agreed to by agency staffs at the State level.

· Staff at the headquarters level of the EPA and RUS have worked on ways to coordinate the SRF and WWD programs for years. However, the programs are operated at the State level.  EPA program managers for the SRFs believe – rightfully so – that the laws authorizing the SRFs do not give the authority to regulate anything unless it’s in the law.  WWD program managers, while having the authority to mandate strict operational consistency across the States, continue to believe that it is in the best interests of the program to permit their State program managers to have maximum flexibility.  Therefore, coordination between the programs is possible.  The problem is the people involved and human nature being what it is – they tend to operate their programs in a partisan way.  While interjecting an element of competition between the SRF and WWD programs is not all bad – it does need to be tempered.  For example, it is very inefficient on the part of applicants and the agencies to be competing over the same applicant.  EPA and RUS at the headquarters levels must lead by example to foster cooperation at the State level among the staff involved.

Exhibit A

Comparison of Selected Issues

RUS-Water and Waste Disposal, Drinking Water SRF, and Clean Water SRF
	Issue
	WWD
	DWSRF
	CWSRF

	Applicant Eligibility:
	
	
	

	  *Public bodies
	Yes
	Yes
	Yes

	  *Nonprofit entities
	Yes
	Yes
	No

	  *For-profit community
	No
	Yes
	No

	  *For-profit non- 

    community
	No
	No
	No

	Program Management
	Federal
	State
	State

	Land and Rights:
	
	
	

	  *Related to primary 

    facility
	Yes
	Yes.  Must be a willing seller.
	No, except when the land is an integral part of the treatment process such as the land for land treatment.

	  *Other, e.g. conservation 

    easements, source water 

    protection
	Yes, but must be related to protecting a financed facility.
	No, except States may use up to 15 percent of the capitalization grant.
	Not in connection with a sewer project.

	Maximum Loan Term
	40 years.
	20 years, 30 years for hardship cases.
	20 years

	Interest Rates Recent to February 2004
	4.5% to 4.625%, revised quarterly
	0.4% to 4.3%, 2.5 % avg.
	0.0% to 4%, 2.2% avg.

	Forgiveness Provisions
	No
	Yes, for disadvantaged communities.
	No

	Negative Interest Rate
	No
	Yes, for disadvantaged communities.
	No

	Set aside for under 10,000 population
	100 percent for areas outside cities and towns of over 10,000.
	15 percent if eligible projects are available (42 U.S.C. 300j-12(a)(2))
	No requirement and no prohibition


	Refinancing of existing debt:
	
	
	

	  *Short term
	Yes, when repaying interim construction debts 
	Yes, when repaying interim construction debts 
	Yes, when repaying interim construction debts 

	  *Long term
	No, except in unusual circumstances such as when necessary for making a sound loan, existing lender(s) refuse to modify terms, and it is a secondary part of the loan.
	Yes, for projects initiated after 7/1/1993
	Yes, for projects initiated after 1/28/1988

	Interim Financing Required
	Yes, except when the loan is less than $500,000 or when the applicant cannot obtain an interim loan.
	No requirement and no prohibition
	No requirement and no prohibition

	Other Credit  Limitation (applicant must be unable to obtain financing at reasonable rates and terms from a commercial lender)
	Yes
	No, but the availability of other credit could be a priority consideration.
	No, but the availability of other credit could be a priority consideration.

	Graduation to Commercial Credit
	Yes, borrowers must agree to refinance with commercial credit when they can.
	No
	No

	Grant Funds
	Yes
	No
	No

	Guaranteed Loans
	Yes
	Yes
	Yes

	Service Area Protection
	Yes, 7 U.S.C. 1926(b) protects the service area of WWD-financed facilities.
	No Federal protection
	No Federal protection

	Contract operations
	Yes, with RUS approval
	Yes, with State approval
	Yes, with State approval

	Loan Issuance Fees
	No, but borrowers are responsible for costs such as legal fees associated with the loan. These costs may be eligible project costs.
	State discretion
	State discretion

	Joint Funding Possible
	Yes
	Yes
	Yes
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