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OPTIONS FOR AN FY 1996 INFRASTRUCTURE FINANCING INITIATIVE

During the FY1996 budget process, the A{immiszrazzaﬂ will consider whether the budget should
. include pew resources to fund an initiative that would offer a distinctive Clinton Aémmzs:mta{m
approach to infrastructure. Two issugs-are bcf(}:c zi}c Deputies:

s what (3;32;(}:1 oF ogw}ns should be mzzszéercé during the budget process?

s doces this memorandum adegquately reflect the arguments that should be m&dc for and - -

against devoting new resources 10 an infrastructure initiative?

Scction | of this memorandum provides background on the Aémzmszraswﬁ s infrastructure policics
to date. Section II describes baseline infrastructure policics for 1995. Section I evaluates the
option that the Working Group believes should form the core of any large initiative. Section IV
considers four additional policy tools that the Administration might adopt cither as.a complement
tor the larger initiative, or as a substitute for it should the Admzmstmzmﬂ wish to pursue a smaller
initiative.

» I THE ADMINIS’I‘RA’I‘ION'S INFRAST RUCT URE POLICIES TO DATE
A BUDGET POLICIES. Despite very tight budgct caps, the Achmmstratmn has sought significant
_spending increases for infrastructure. The Administration's 1995 budget requested fuading for
infrastructure totalling $34.0 billion, This represented an 11 percent increase over 1993 spending
levels but tmly a1 percent increase from the 1994 enacted level

o The Administration's budget requests (scce TAB A) have-especially favored tramsportation
programs: the FY 1995 budget sought an increase of 3 percent over FY 1994 levels and 15
percent over FY 1993 devels. < The, proposed spending would have supported "full~funding”
of both federal-aid-highways and formula grants for transit capital spending.

,# The Administration’s 1995 Budget requests for wastewater treatment and safe drinking
facilitics were up 7 percent from 1994 levels and up 5 percent from 1993 levels.k.

yl

As part of NAFTA, the Administration sought $56 mitlion to capitalize lht: first tranche of the U8, capital
" contribution to the North American Development Bank. The NAD Bank will be instrumenad in providing 52 o §3
Biifion is eavicosmental infrasimeture for the 1.8.-Mexico boader region,
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The Administration had mixed success with its budget 'mqacsts. Total 1995 appropriations for
infrastructure were $33.2 billion, or almost 9 percent higher than FY 1993 levels. FY1995
appropriations for both wastewater treatment and for safe drinking water were 12 percent higher
than in 1993, Howevér, the Administration did not achieve its goal of "full- fuzzdmg“ for ISTEA
— the 1995 highway program level was $1.2 billion less than authorized while iranszz formula
grants were 3373 million less than authorized, .

B_PROGRAMMATIC REFORMS. In 1993 and 1994, the Administration pursued a' number of
programmatic reforms in federal infrastructure programs. Congress enacted none of the changes
sought by the Administration. The most important of these efforts included:

- » Reauthorization of the Safe Drinking Water Act (SDWA) and the Clean Water Act {CWA),
The Administration proposals would have crested and capitalized & "Drinking Water State
Revolving Fund” program and expanded thc existing Clean Water State Revolving Fund”
pragram .

* A ;}wiaeﬁai in the ?:cs;émzs 1995 btzdgct fo rescind $4.7 biiiion in "highway demonstration”
projects in order to make available enough funds to ftx%ly»fand the cote highway programs
authorized by ISTEA.

z

. ,& proposal 10 mstmcww the Federal Aviation Administratidn as-a public corporation,

Congress rejected the Administration's proposed reprogtamming of highway funids, and did not \
complete action on the other Administration proposals noted above. A comprehensive Hst of the
Administration's accomplishments related to infrastructure policies can be found at TAB B,

[l BASELINE INFRASTRUCTURE POLICIES FOR 1995

All agencies agree that the Administration should continue to prcés the general themes established
during the last two years. Aith{}ugh the spccific legislative strategy would depend on political
developments in coming months, in general the Administration would continuc to work on behalf
of the legislative initiatives noted above. 1n addition, the Admmzstrazicm wﬁuld probably proposc ‘
-or support Hmited programmatic reforms, These include:

e Reissuing Executive Order 12803, which would stimulate private investment in infrastructure
by allowing stafes and localities to sell certain federally~funded public infrastructure facilities
and use the proceeds to make additional public infrastructure investments (sce TAB C).

» Supporting legislation that would allow States to sct up revolving funds using their Federal
highway funds;

-« Administrative and regulatory actions to improve the Clean Water SRFS



III. THE CORE PROPOSAL: CAPITALIZE STATE INFRASTRUCTURE BANKS?
Under this option, the FY1996 Budget would include increased funding to capitalize "State
Infrastructure Banks” (S$1Bs).* -Although S1Bs could be capitalized at any level, the Working
Group belicves that funding on the order of $2.5 billion - $5.0 biltion over five ycars would be
nceded to induce states to form such Banks,

Permissible Use of Funds —— SiBs would be'a more flexible version of cxisting Clean Water
State Revolving Funds, SIBs would be allowed to: '

' make below-market loans, for local public infrastructure investment;

provide loan guarantees or other credit enhancements for local public infrastructure debt;
use the federal grants as a rescrve against which the SIB would borrow added funds;
_make subordinate loans in local private projects;

provide dovelopment risk insurance for private projects,

accept funds from state entitics; -

REEEN

‘chcragmg -~ The capitalization grants would be Ecvcrage:d by wqumng that the SIB finance
infrastructure projects worth a fotal of four times the amount of the initial. federal grants,

Beneficiary Pays ~~ To reduce local reliance on ﬁnancmg by general taxpaycrs S0me. pomon
of SIB loans would have to be used 0 construct or repair facilities that were paid for dircctly by
users {dedicated taxes could be used to repay otber SIB subsidies). The exact fraction specified
. in the Administration proposal would be detcrmined after consultation with the Congress.

Pro:

s During the campaign, the President emphasized the role of pubiic investment in economic
growth, The Administration bas continued 1o build a public case for the. importance of public
investment.  The 1994 Economic Report of the Fresident, for example, described at some’
length why "the Administration belioves the United States has underinvested in its public -
infrastructure.” Capitalizing SIBs would underscore the importance that this Administration
attaches to public investment, and would advance an imp&ﬁam part of the President's
economic agenda.

o SIB funding would be dramatically more efficient than current federal infrastructure programs.
SiBs would "reinvent” federal programs in five principal areas:

{1} SiBs m}a&f leverage federal ﬁmds fzi;* more than do current programs. - In most cxisting
infrastructure programs, cach dollar in federal spending is associated with- $1.25 in total

£

¥

2 A number of proposals have been made © oapitalize an eﬂ'—budgu fedeeal infrastructure bank. Tﬂﬁ 13 discusses
why the Working Gmnp appmes the many pmposals that hive been ﬁoate.d for such a bank

» Al sgemtics sgroe that SIBs would befar more efficient than current programs. In g:rmc:;aic,? SiBs maid b funded
By realiocating existing infrastructore cutiays. This memo assumes, however, that pﬁimm! constraiats require SHls
16 be funded as 2 supplemest to, mnt sabstitate for, existing outlays.
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infrastructure investment. SIBs, in contrast, wautd be mqwmd to cvcragc federal funds by |
f{mrwiowimc .
(2) Shallow subsidies would pmv:c?e incentives to fund w:iy the most pmda::{zvé investments,
Current federal transportation programs cover an average of 80 percent of project costs.
Because of the lcvcmgmg requirement, however, SIB loans and credit enhancements would
provide subsidics'that, on_average, were economically equivalent to about 23 percent of
project costs. (The SIB wnuifi tailor each loan or other subSIdy to fit local conditions. SIBs
could provide subsidics that-were economically equivalent to direct grants ranging from zero
up to 2 maximum of 50 percent of project costs.) The shallow subsidy provided by the SIB
would provide states and localitics with incentives 1o be more seleetive in the projects that
they choose to build. ‘

k.

(3} SIBs would give states greater flexibility in the use of federal funds. Comparcd 10 current
programs, SIBs could better tatfor solutions to fit local problems.  SIBs would have more
discretion over the type of infrastructure to be built, and the depth of the subsidy needed to
build it. Greater flexibility would lead to more efficient solutions to local problems.

{4} 5185 would increase the amaouns of private investment in infrastructure, The vast majority
of infrastructure investment s now undertaken by the public sector. SIBs would be allowed
1 join with private sector firms that wished to investment in infrastructure. The greater
private sector investment in zxzfx‘astmcmzc would result in competition for public providers;
greater., competition would bring a ‘more rapid adaptation to changes in demand and
technology, and would free pubixc resources for athz:r needed infrastructure projects,

(5) SIBs would reduce the need for general taxpayers to fund z‘nfms:mmre z‘nves*t:nen:s At
present, much infrastructure is paid for by taxpayers gencrally rather than those who use the
infrastructure.  The shallow subsidy rate provided by SIBs, together with the cxphclt
requircment that beneficiarics pay, would work to channel SIB subsidies to projects that were

“ more likely to be self-supporting, Increased payments by beneficiaries would provide new
revenucs for further investment and better signals about where and how much new investment
was needed. ’

o This initiative would provide new funding that could be used to support other Administration
policics, such as cfforts to address problems in urban areas. -
[ { '
Conz

+ Some believe that the requirements for leveraging and pricing would sharply limit the political
appea% of this imtiative. :

. Undcr‘taking this zmiraiwa would divert budgetary resources and political capital from other
Administration priorities, such as health care reform or welfare reform. :

o The Administration already has sought a limited "reinvention" of federal infrastructure
“programs through the prog,rammanc reforms undertaken to date. More extensive reinvention |
efforts could be pursued i in-the context of routine rcauthorlzahons

4



¢ Although mfmgzmcturc spending has fallen S%if:}ri of what the Administration had hoped to
achicve, it nonctheless has remained high refative to other prioritics -~ funding has been
prescrved and stightly increased at a time of severe budget constraints. Section I showed how
the budgetary and programmatic cfforts of this Administration have advanced the agenda of
those whoe would invest more - and more efficiently — in America’s infrastructure. Given
‘the Administration's infrastructure achievements to date, and the severity of existing budget
constraints, the limited available resources might be beiter spent on z}zhcr Administration
prioritics, : : :

¢ Congress might not enact any of the programmatic reforms embodied in this option, but
instead use proposcd funding simply to increase. spending on existing programs.  Yet
achieving programmatic reform would be one of the most important justifications for
. undertaking this initiative. Some agencies do not belicve that an adequate case has been made
for increasing spending on cxisting 1nfra<;tmcturc programs.

" » The options considered in this memo, would mnd to focus spending on projects that ¢an be
justificd on cconomic merit alone, and might give less weight to some of the distributiobal
concerns that are reflected in current programs. Specific provisions might need to be added
to the SIB proposal in order to address federal concerns about the distribution of SIB
subsidies. For cxample, special provisions might be neéded to insure that t}w subsidies
addressed the. infrastructure needs of economically troubled arcas.

- A UNRESOLVED DESIGN ISSUES. A number of issues remain open: projcct eligibility criteria;

whether the SIBs should provide special freatment for “federal priorities,” and whether the
program should be manéamzy or discretionary, -

1. Projcct Ejiﬁii}iiitv ~— all infrastructure or transportation only. A broad-based initiative
~ would cover all transportation and water—supply facilitics now eligible {or federal aid. Such
- a program would address concerns about underinvestment in "public infrastructure” gencrally,
and has the potential 10 gencrate the widest support among infrastructure advocates.

On the other hand, a broad-based initiative would run the greatest risk of being attacked as
being unnecessary in a time of fiscal constraint. Morgover, unless the SIBs receive substantial
resources, environmental advocates may want to focus all available resources on cxisting
Clean Water SRFs, rather than have water projects compete for the same pot of money 48
transportation projects. Nor would limiting the SiBs to transporiation projects necessanly
sacrifice the support of cnvironmentatists, for the conditions under which SIB subsidies-would
be made available are exactly those that environmentalists have championed for some time:
relatively low matching rates, greater reliance on beneficiary pays, and inereascd private seetor

investment in infrastructure, '

. "Federal Prioritics” Window ~~ SIBs would niot be well-suited to address specific federal
prlormcs, If desired, speeial provisions could be added to achicve various federal priorities,
SIBs could be required to allocate a specified portion of subsidies: for projects in dcmgaatzd
urban areas; for gualifying congestion relicf projects; for projects addressing regional or
interstate problems; and/or to make below~market loans o private entities that need to clean

* <



up “brownficlds” Adding such provisions would increasc the- tikelihood that the SIBs
furthered speeific federal goals, but would roduce state flexibility and Ite attendant benctiis,

- 3. Mandatory or Discretionary, Legislation establishing the SIBs could determine that fedoral
" capitalization grands were mandatory spending, discretionary spending, or both:

¢ :

" e A mandatory program could be paid for on a PAYGO basis. In addition, a mandatory
program would provide more predictable funding streams, allowing better planning and
more efficient resource use at the local level.  Congressional oversight would be
maintained through routine oversight hearings and the reauthorization process.

» A mandatory program might provide somewhat less Congressional oversight and afford
Congress somewhat less confrol over federal revenues. In addition, designating such a
program as "mandatory” would run the risk of opponents charging the Administration
with trying to avoid the integt of the Budget Enforcement Act'(opponents might charge
that the Administration was using artifical categonzanon in order to use P‘AYGO offsets
to fund spezzdmg that otherwise would %ze capped.) .

!

IV. OTHER OPTIONS. Nonc of the options below could provide an initiative of the scope
and magnitude of SIB grants. At the same time, the options that follow might be attractive cither
as coms}lmcnis to a larger SIB initiative, oras 2 sab&ﬁtazc for it should the Administration wish
© o to pmsuc a smaller initiative, .

A. CREATE A "TAXARLE INFRASTRUCTURE BOND". SiIBs, or pezhaps state and local g:;s%mmcms
generally, would receive a dircm federal subsidy for a portion of the interest that they pay on
taxable bonds issued to support specific classes of infrastructure projects. Taxable bonds would
be attractive.to SIBs if (1) the interest subsidy lowcred borrowing costs below what they could
achicve through tax-cxempt borrowing, or (2) it were made available. for projects that cannot
now get tax~exempt financing, ¢.g., privately- owncd roads and intermodal facilitics. -

The taxable bond interest subsuiy would be a mandatory appropriation in order 1o allay issuer
concerns that the subsidy might not continue for the life of the bond. The total subsidy paid out
each year would be capped by limiting the amount of debt eligible for subsidy cach year. The
market for taxable bonds would encompass . both those -investors that currently invest in tax—
exempt debt and those that do not now purchase tax—exempt bonds (c.g., pension funds and
foreign investors), Bond volume would be allocated to states either on a per capita basis (a la
the existing cap on tax~¢xempt, private activity bonds) or would be auctioned off by some
-federal entity, :

Pro

* Would give SiBs another tool to subs;ézzc state and-local izzfraszméwm fnvestment. This
option would have n(mc of the ceonomic incfficiencies associated svzﬁ: tax~cxempt financing.

» Pension fund managcrs may support this option, for it would allow them to carn taxable
retums on investment in public sector infrastructure, '

6
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« All of the objections raised against Option 1 apply equally to this option,

« Statc and local officials and the tax~exempt bond industry would be likely to oppose the
proposal strongly as a threat to the oxisting Federal subsidy for tax—exempt debt.  Fierce
opposition greeted a similar proposal by the Carter Administration. Some of the ﬁppﬂsitian
to this instrument might be blunted by providing direct interest subsidics only for bonds issued

by S1Bs or enly for projects that cannot now receive tax—exemp! financing,

s Would divert resources from the hasic eption.
T

Other 7

s Much of the budgetary cost of taxable bond subsidics would take place outside the budget
window. Unlike grants, which are scored as an up—front appropriation, the intercst subsidy
on'a taxable bond would only require an appropriation each year equal to the amount of
subsidy paid in that year. . ’

8. CREATE A "TAX-CREDIT INFRASTRUCTURE BOND". This option would be sumiar to the
taxable bond option in all but its budgetary effeets. . Under this option, SIBs would issuc taxable
bonds to support specific infrastructure projects. The holders of these bonds would receive a
subsidy from the Federal governrent in-the form of 2 non-refundable income tax credit (the
value of the credit would be included in grss income). The total Federal subsidy would be
capped by limiting the total amount of tax credit bonds that may be issued by a State.

Pros/Cons/Other -- same as taxable bond subsidies except ttl},atz

« Budget_considerations ~- unlike taxable bond subsidies, tax-credits would appear in the
budget as a tax reduction rather than as direct spending.

o Political considerations -~ Unlike taxable bonds, tax—credit bonds would not cnjoy the
support of pension funds {who Wwould be unable to invest profitably in tax—credit bonds), ' On
the other hand, tax~credit bonds would not carry. the albatross of the words “taxable bond.”
Some agencics believe, however, that all those who -oppose taxable bonds would equaily

" oppose the substantively similar tax—credit bonds,

C. EXPAND TAX-EXEMPT BOND SUBSIDIES. Siate and local governmwenis currently are able to

finance public infrastructure projects with bonds that pay interest that is exempt from Federal

Jncome tax. Most infrastructure projects with significant private involvement, however, either |
catnot be financed with tax~exempt bonds or clsc can be so financed only if a portion of the

relatively scarce State private activity bond volume cap is allocated 10 the project. Undcr this

option, the Admmzs!raimn would seck to:

» provide a partial cxemption from the state pnvatc«»actmty volumic cap for certain
infrastructure facilities;
» allow hzghw‘zys and intermodal facilitics to be finant:c;i with przvaw activ ity bonds.

H
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Pro

. Tax»&xz:'m;‘}z bonds provide only a shallow s&bsiéy. The value of tax~exempt financing varies
with interest rate levels, individual and corporate income 1ax maies, and-other factors affecting
the tax~-cxempt market.. At present, tax-cxempt financing provides a subsidy that is
economically equivalent to a direct grant for roughly 15-20 percent of a project’s costs.

+ Because these subsidies gencrally would benefit private fnvestments, they would lcad t¢
facilitics paid for by the beneficiarics rather than general taxpayers. ) o

& Easing constrainis on tax~exempt debt at the same time that a taxable bond option is proposed
might reduce fears that the zaxai}ia bond was intended to uadermine support for tax—cxcmpt
financing. e -

#

Con i : ‘v
o ‘

. Ali uf the 6bjccli0ns raised apainst Option 1 apply cqually to this option.

» Most cconomists belicve that tax«»cxcmpt ﬁnancmg is inefficient, for the benefits of lower
interest rates to issuers are smaller than the Federal revenue foregone’ through the grant of .
fax~ cxzmptmzz A rough estimate suggests that state and local borrowing costs are reduced
by about $90 dollars for every $100 in revenue that the federal government loses due to tax-
excmption for municipal bonds. ’

o Would take money from the basic option.
Other

e The tax Sub&dms would be scored as rcvcnuc losses, rathcr than direct outlays. Unlike direct
subsidics, which tequire an up~front appropriation of the present valuc of the subsidy being
offered, tax~excmpt bond subsidies would require budget resources equal to the annual loss
from the increased use of tax—exempt debt during the budget window.

D._PROVIDE TAX SUBSIDIES FOR PRIVATE ENVIRONMENTAL FACILITIES. The Administration
would seck two tax subsidics for private sector investors in wastewater treatment and drinking
water facilitics:

A

o aceelerated depreciation (the deprcmabie hfc of this prﬁpcny would be reduced ﬁwm thc

current levels of 15 or 20 years to a shorter period, e.g., 7 or 10 years). ;

¢« contributions in aid of construction (CIAC) —— CIACs arc contributions of capital assets .

or the cash cquivalent made “to investor-owned water utilitics by new customers to

:+ reimburse the utility for the cost of improvements needed 10 serve the customer (¢.g., the

land devciapzr) Current law includes the value of UIACGs in a rcgulated utility's gross

income subject to federal income tax. This epzm would allow etilities to exclude from

gross income the value of CIACs if such contributions were also cxcizzdcti from the
utility’s rate base.

=)



Pro

o These changes would pr{}wde relatively shallow subsidies. The accelerated dcprmiait(}n, for
example, would provide a subsidy that was economically equivalemt to'a direet grant for
something less than § percent of the amount of project costs. CIAC would provide a subsidy
roughly on the order of 30 percent of capital costs. - '

s The CIAC change would provide incentives to consolidate small, public systems into farger,
private systems. Larger systems may be more likely to comply with EPA regulations.

i

Con

-» These proposals would effectively reinstate provisions of the Tax Code that were repealed in
the 1982 Tax Act and the Tax Reform Act of 1986, In 1982, Congress repealed accelerated
depreciation for these facilities, arguing that depreciable lives for income tax purposes should
be at least sontewhat tied to economically useful lives. Similarly, Congress decided in the
Tax Reform Act of 1986 that CIACs should be treated for income tax purposes as
compensation for a service provided. Supporting a reversal of the 1982 and 1986 decisions

. would make it more difficult to oppose other exceptions to wka% the Admxmstz‘atmn believes
is good general 1ax policy. .

s All of the objections raised against Option 1 appi-y e{;zzaiiy to this option.
o Would take ‘riwney from the basic option.

Other

& The budgctar} cost of accelerated depreciation would be equal the annual differcnce between
depreciation' deductions under current mics and those imdcr the pmposcé roles mui&;}i&d by
the investogs' marginal tax rates.
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. PUBLIC INFRASTRUCTURE. SPENDING
' . o Table 1 . ‘

| Admxmsirafxo;z Budget Requests and Enacted Levels
©o for Major Infrastructure Categories

: ($ in billions) ’ -
© 1993 1994 | 1994 | 1995 1995

Request |- Enacted Request Enacted .

Transpotrtation 24.3 < 286 ) 274 283 . 27.2
Highways _I/ (17.4) 120.4) (159} (@00 (157
Tyangit (capital) iR (2.6} o) (3.4) gey | - ps
Railroads W (0.4) C w08 . ©.5)
A#r Transpont * {4.1) - {4.4) G- (:w} {3.5)
Water Treatment and | | - \

Supply | 30 2.5 30 | 3.2 34

Water Resource )

Development 22 1 1.9 22 1.6 ) 1.7

Other / CDBG 0.8 0.8 oe | 09 | 69

|Tom 306 38 | . 335 . 339 332

17 ~ excledes emergency spending

Infrastructure Spending Summary

The term “infrastructure” refers here to transportation, environmental, and water resources
facilitics. This definition corrcspimd*; to the role of infrastructure in supporting the national
ceonomy, and also to the areas in which the Federal govermment piays the largest role in
project selection and fundmg

Total Spending

Table 2 displays ggm:mzzzcm spending on major infrastructure categorics in 1990 Spending
by all Ievels of government on all forms of infrastructure (including operations} totalled $14'}’
billion in 199(F. Nct of Federal -grants, State and local governments &;x:zzt $110 billion, or’
75% percent of this total. .

i

? Congressional Budget {}ﬁ”zcc, August 1993
10 S



Cap;tal Smnémg,

For 1990, about 366 billion or 45% of total infrastructure spending was for capital purposes,

the remainder was for operations and maintenance.  The Federal governmont contributed

$26 billion or 40% of 1o0tal spending.  The vast majority {(83% or $21 billion) of this capitat

assistance was provided in the farm of grants or loans.

Debt Financing

Much of the 3110 billion in State and local spcndmg is financed with tax—exempt debt. In
1992, States and localities issued more than $78 billion in infrastructure debt; total

outstanding municipal debt was $1.2 trillion at the end of 1992. The Foderal tax exemption
for interest onstate and local debt provides a major subsidy to State and local infrastructure

" spending. In 1992, the Federal revenue loss from tax—cxempt delt on infrastructure bonds

- totalted $26 billion. Many Statc and §{>£:ai governments also cxempt such debt from State and

local taxes.
|

Table 2

1990 Capital Spending by Al Levels of Government for Infrastructure

( $ in billions - nominal $)

Federal Siate and | Federal as
Focal % of
Total
" | Highways "343 139 © 204 41%
I Transit 55 3.1 2.4 56%
I] Railroads 0.0 0.0 0.0 0%
| Air Transport 48 2.6 22 - 54%
Water Transport - 12 03 0.9 25%
Water ’li‘rcazmcnt and - 154 34 124
Supply ' . 19%
W;i»itcr Resource 4.7 28 1.9
Development 60%
Total 25.7 40.2 ' 39%

i
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Infrastructure Accomplishments & {)uistanding Proposals

Department of Transportation

Budget Summary; |

i

» The Administration’s budget requests have favored fransportation programs: the FY 1993
budget sought an increase of 3 percent over FY 1994 levels and 15 percent over FY 1993
levels. The proposed spending would have supported "fzziiwfandmg Qf both federal-aid
hlghways and formula grants for transit capital spending.

thcr Acwm plishments/Proposals:

* Innomtwc Financing Initiative. In March 1994, the Federal Highway Administration
established an Innovative Fimanced — Test and Evaluation Project (TE~045) to help
identify actions to epcourage increased investment in transportation.  Working with the
States, FHWA has identified projects, developed a plan of finance and offered those
projects as examples of creative financing solutions. With this initiative, FHWA hopes o
de—mystify the financial options made available by ISTEA and Title 23. FHWA is
clarifying for States what they can aiready do under current law, They are also making
FHWA guidance more flexible so States can take advantage of what ISTEA or Title 23
permits, Twenty-~six states have' submitted a total of 60 innovative fi inancing projects,
FHWA will use the findings of this cffort to examine the current operating and change
regulations or guidance where there is administrative discretion. Where the results suggest
that changing the statutory framcwcrk is ncccssaw the results will helpshape future
legislative pmpﬁsals

e Implementation of £.O. 12893. A Draft plan covering FHWA, FT'A, FRA, FAA, and
Coast Guard was submitted March 30; 1994, covering formula and discretionary grant
programs of these agencies. Final plan to be submitted shortly and incorporates several of
the items discussed below, especially Infrastructure Investment Criteria,

o Infrastructure Investment Criteria FHWA and FTA issued gnidance for conducting the
ISTEA-required major investment studies of significant transportation investments in
metropolifan arcas. FTA also issued criteria for funding of transit new start projects.

FAA has developed criteria for award of airport discretionary grants, which include
benefit-cost analysis for large projects, and for-signing Letters of Intent to award futurc-:
year grant funds. ‘As DOT grant recipients comply with these requirements, transportation
decisionmakers will have better information to make mfomxcd decisions’ on proposcd
infrastructure investments.

L

¢ Manapement and Monitoring Systems. Interim Final Rule published in the Federal
Register on December 1, 1993, implementing the ISTEA requirements for State

‘ 12



management systems for (1) highway pavement of Federal-aid highways, (2) bridges on
and off Federal-aid highways, (3) highway safety, (4) traffic congestion, {5) public
transportation facilitics and equipment, and (6) intermodal transportation facilitics and
systems. These systems will enhance the States écc:swn—makmg, process for use of
zrampmtauon funding.

Statewide an{i Metropolitan Planning. Final rules published in the cheral Register on
October 28, 1993, implementing the ISTEA requirements for revised statewide and
metropolitan planning processes for the Federal highway and transit programs. These rules
requite a comprehensive approach to planning and programming transportation projects at
the State and urbanized area levels that will improve the gverall decision—making for, )
furzdmg transportation projects and assure that transportation projects help mect Clean Air
Act air pollution improvement g{}:ﬁi&

“x

Highway Lifc-Cycle Cost Analysis (LCCA). Interim poitcy statement published in the
Federal Register on July 11, 1994, establishing LCCA prineiples to be applicd by FHWA
in its infrastructure analysis and in evaluating the adequacy of Statc highway agency
procedures used for evaluating projects funded by the Federal-aid Highways program.

Highway Economic Requitements System {HERS). The FHWAwdcvclopcd HERS model
is undergoing final internal and external review prior to being applied by FHWA in the
dev ciapment of the system-leve! highway "needs” report duc to Congress in Jaauary 1995,
. The HERS mode! overiays an cngincering-based needs maodel with an
mycstmcnﬁf’pcrfonnancc model that incorporates benefit—cost analysis,

. Congestion Pricing. A cooperative agreement was signed in August 1993 with the
California Department of Transportation and the Metropolitan Transportation Commission
for the first project under the Congestion Pricing Pilot Program authorized by ISTEA. The
program was funded with contract authority of $25 million per year for FY 1992 throigh
FY 1997. To expand opportunitics for additional projects, the initial project solicitations -
have been cxtended indefinitely and criteria for acceptable projects have been refined. In
addition, pre-project development studics have becn made ¢ligible for funding.

National Highway Svstem (NHS/National TranSportation System (NTS). The Department
apnouneced and submitted to Congress its NHS map and designation in December 1993,
At the same time it started an offort to Wentify a National Transportation System. Both
concepts are important for helping o set priorities for investment and for focusing the
“Nation's attention on an integrated transportation system designed to meet mobility and
cconomic necds in the most cost~effective manner possible,

Intelligent Vehicle-Highway Systems (IVHS). The IVHS program has moved
aggressively 1o establish the structure and process by which the Department will make use
of improvements in information infrastructure to promote morc efficient use of the
physical infrastructure.  Automated Highway developments along with operational tests
and research and development have pushed the envelope on techniques to enhance |

" highway/transit systems productivity. The program covers a whole range of diverse
information and control technologies to make highway use safer and more cfficient, Self-

£
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diagnostic sensors on, for cxample, "smart” bridges, report when a bridge nceds mpaxm
and can hcip target mzzzntcnance and renewal when it is most timely.

¢ Next Geperation High-Speed Rail. The I}cparimcnz has developed a program that will
support the advancement of high-speed rail, particularly on existing, infrastructure.
Proposed legislation —— which has passed both Houses of Congress ~— would establish
Federal programs to support both high-speed rail corridor planning and the development,
testing and: demonstration of high-speed tcchnologies for application in existing rail
corridors. The Department is working on a high-speed rail commercial feasibility study
that will be vsed to support the development of a comprchcnswc national policy that will
form the basis for establishing a long~range Federal role in high-speed ground
tmzwpomt;{}zz development.
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Environmental Protection Agency

Budget Summary:

s The Administration's 1995 Budget rcquests for wastewater treatment and safe drinking

© facilities were up 5 percent from 1994 levels and up 7 percent from 1993 Jevels. (As part
of NAFTA, the Administration sought $116 mitlion to capitalize the North American
Development Bank, which will be instrumental in providing $2 to 33 billion in
environmental infrastructure for the 'U.S.~Mexico border region.)

Other Accomplishments/Proposals:

® As noted in Section 1.B,, the Administration has proposed improving investment in the
Nation's water infrastructure through reauthorization of the Safe Drinking Water and Clean
Waier Acts. The Administration's specific recommendations include the following:

i

Safe Dnnking Water Act £

& Increase flexibility for communitics to meet SDWA requirements and better target
" resources to cffective protection of the environment and public health;
» Extend eligibility for DW-SRE asszstancz: to all pubizc, mn—pwﬁt and private wmmumty
water systems;
o Protect sources of drinking water to reduce the need for costly treatment infrastructure;
» Ensure the viability of small systems to maximize the Nath}s investment in drinking
water infrastructure; :
® Establish treatment technology standards specific to small systems to lower the cost and -
~ increase the efficiency ‘of $ystems unable to benefit from economics of scale; ‘
# Implement a comprchcnswc systcm of operator trammg and certifi cat:tm to ensure efficient
use of infrastructure;
# Increase flexibility for selactmg dnnk:ng water contammants to be rcgnlatc:j and for
* setting compliance time~frames to help control infrastructure costs;
e Streamline and strengthen the enforcement provisions of the SDWA to improve
compliance with the law and to.encolirage needed investment in infrastructure,

Clean Water Act

To continue.and cxtend the suceess of the Clean Water SRF pmgmm, the A{imimstmimn
proposed continuing Federal capitalization of the program through 2004 at a level sufficient to
allow CW-SRFs to provide a least 32 billion (in 1994 dollars) per yéar in assistance over the
long term. ‘The recommended. authorizations are: §
FY 1995 —— $2.00 billion

FY 1996 ~~ $2.00 billion

FY 1997 ~- 32.00 billion . X

FY 1998 — $2.00 billion - . : B '
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FY 1999 -~ $1.50 billion
FY 2000 ~- $1.25 billion

FY 2001 -~ $1.00 billion

FY 2002 -~ $0.75 billion \

FY 2003 -~ $0.50 bitlion ' |
FY 2004 ~- $0.25 billion : -
Total ~ $13.25 biltion

The Administration also made the following recommendations 10 better target Federal
resources to critical projects and to provide flexibility to States and local governments in
protecting and cleaning the Nation's waters: '

o Expand the cligibility for CW~SRF assistance (0 include activities such as poiiutian‘
prevention and watcr use cff’ iciency that can reduce the need for costly imaﬁmeni '
infrastructure;

® Remove restrictions on CW-SRF funding of combined sower overflows, storm ‘water .
controls, and sewer rehabilitation, which represent eritical infrastructure needs for some
communitics; '

¢ Remove certain Federal requirements for enginecering and pianz‘iiug: from assistance to
small communities in order to reduce the cost burden of wastewater projects; ’

¢ Authorize States to provz&c additional subsidics to cconomically. cizsaévamagcé
communitics through the CW-SRF program with ne,gatzvc interest rate loans, principals
writc~downs, or sunliar mechanisms;

. @ Remove impediments to pmfatc investment i municipal wastewater facilities by defining
the term "publicly—owned treatment works” in a manner that would. ensure equitable
permitting and enforcement for all public—purpose facilities, regardless of ownership
structure (this provision would not extend eligibility for WwSRF assistance to private

wastewater entities). :

: - T i

Tae g o oo om
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.+ Water Resources Infrastructure
[Anny Corps of Engineers & Interior's Bureau of Rct:iamazzan}

Budget Summary:

* The Administration sought a decrease in water resource programs (c.g., dams, ports and
- harbors), -

Other Accomplishments/Proposals:

e Prior to authorization for construction, water resources infrastructure projects must be
evaluazcd for cc:mom;cai feasibility and cnvzwnmcmai acceptability,

® The Army Cnrps of Engincers received more than SI .7 billion in 1994 to continue work
on about’ 160 projects. In 1994, the Burcau of Reclamation received about $0.4 billion for
various. construction projects.” The Burcau of Reclamation deveted substantial funds to the
completion of its last multiple objective, water resources development (the Central Arizona
Project). Funding cnacted for water resources mfrastrucmrc investments decreased
between 1994 and 1995,

. &msiszez}t with E.O. 12893, Principles for Federal Infrastructure Investment, both the
Corps and Bureau arc making serious effoits to operate existing infrastructure more
cffccmcl}* and efficiently. In fact, the Corps entire operations and maintenance program
“(not part of the table of infrastructure investments) is included in its GRPA g:xiot pw;eci

HUD‘s*-— Communlty Development Block Grant (CI}BG) ngram

CDBG funds can be used for wide range of cllgiblc activities related t{} housing, economic
developmoent, public services, and pubilc works. Choice of which eligible activitics to fund is
made at the local level, Based on available information, about 20% of CDBG funding is used
for infrastructure (i.c., strect and sidowalk repairs, water, sewer, flood control, and drainage
"systems), Most CDBG funds arc used for housing-related activitics, construction of public
buildings, economic development activities, and planning/administration.

| Budget Summary: . -

o The Administration sﬁught minor increases for HUD's Community Development Blogk
© Grants program related to infrastructure.  About 20% of the CDBG program gocs to
pubhc works” type mveatmcnts L,

Other Accamp}ishmcn;sﬂ’mposals: o ’ . ) .

HUD's FY 96 budget may include 2 new cconomic dcvelopmcm proposal that would provide
additional funding for infrastructure f{}r distressed cammumm:s
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TAB C

Revise 1%;.{},}2803, *Federal Interests in State and I_ncalrlnfmstmctﬁre Investments. "

i

i

The Working Group recommends that the Administration issuc a revised Executive Order 12803,
. The Deputies will receive a separate decision memorandum outhining this recommendation In
more detail.

. Background S ‘

E.O, 12803 was issucd by the previous Administration to encourage Federal, State and local
governments to scll public investments in infrastructure. The orderreduced federal recoupment
requirements for the sale of existing assets, and instructed agencies to romove regulatory and
other barriers to State and local sale of infrastructure assets that bad been financed in pant with,
federal funds. .

Discussion ;

To date, no state or Jocality has taken advantage of the provisions of E.0.12803. The reviscd
, order would be designed to end the uncertainty that has samﬁné«:{i the current order and to
encoyrage more private investment to supploment existing putzizc investment in infrastructure.
The proposed new Exccutive Order would: (1) remove efements of the current order that favor
private sector ownership and operation over continued public ownership and operation; (2) Hmit
the usc of State and local proceeds to new or expanded infrastructure investment; (3) clarify the
rules for disposing of federally—financed infrastructure; and {4) accommodate the Uniform
Admuinistrative’ Requirements for Grants and Cooperative Agreements to State and Local
Governments or "Common Rule”
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| ~ TabD | B .
Mational Iofrastructure Corporation

Several groups have proposed creation of an off-budget “infrastructure bank” or National
Infrastructure Corporation (NIC). Such an cntity was envisioned, for example, in Financing the -
Future, the 1993 repost of the Conmmission to Promote Investment in America’s Infrastrocture.
Most recently, an NIC is the subject of H.R. 2150, the National Infrastructure Development Act
of 1994,

Typically, an NIC would be a government-sponsored enterprise (GSE), capitalized in whole or
in part with Federal funds, and with at least three branches and functions. First, an infrastructure
insurance sab@zézaz’y {termed the Infrastructure Insurance Company or 1IC in Fmancmg the
Future) would insure and reinsure certain taxable and fax~exempt senior infrastructure debt issues
that other bond insurers will not handle. Its acrivities would be similar to those currently carried
- out by the GSE Connic Lec within the narrower college construction foan sector. Second, the
NIC would use borrowed or appropriated funds to invest in senior or subordinated securitics.
Third, a dcvulopmcnt insurance service would provide insurance to infrastructure projects for the
initial development stages, when financing may be difficult. An NIC could raise funds in several
ways, including issuance of equity sccuritics. In conjunction’ w1th cstablishing an NIC, Financing
the Future and H.R. 2150 recommend creation of an infrastructure sceurity for pension funds that
could be distributed tax-free to participants at retiement.

The proposed HC was modeled afier the College Construction Loan Insurance Association
(Conni¢ Lec), an cxisting GSE, which is authorized to insure and reinsure certain academic
facility'bonds. Shortly after Financing the Future was released, Connie Lec proposed legislation
to authorize it to insure and winsure infrastructure bonds. On February 17, 1994, the
Administration submitted Icgislation t0 Congress-that would authorize Connie Lee to insure and
reinsure clementary and sccondary cducatign bonds. No action has been taken on this legistation.
By lowering the hurdle rate of return pecessary for an investment to achirc funding, the lending
and insurance activities of an NIC would stimulate additional invéstment in infrasiructure. As
a GSE, it would also have some budgetary advantages over an on~budget program or corporation.
Its equity and debt securitics would be taxable, and therefore would facilitate infrastructure
investment by pension funds.. Finally, an NIC could in theory provide a vehicle for implomenting
a consistent and coherent  infrastructure investment stratcpy, with an extensive mle for
public/private partncrsh:ps

However, the Working Group does not support calls for an NIC. The Federal Government has
generally opposed proposals for new or expanded GSEs because of concerns about increased
taxpayer exposure, potential distortions of private credit markets, possible increases m 'I”rcasur}'
borrowing costs, and potential nisdirection of the Government subsidy,

'i :
One problem is that the carnings pﬁwntial of an NIC is questionable. Without additional federal
subsidics, it may not be able 10 overcome the problem of using taxable—rate-debt and equity
issucs to finance the purchase of tax-cxempt municipal infrastructure bonds. At the same time,
financing or insuring below-investment-grade issucs would be risky, and few issuers might wish
to pay the premiums required to make such NIC activities profitable.

t
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The need fcr the NIC's insurance réle is also questionable. ‘The bond insurance maz’kez is very
mmpczz:znc and is growing rapidly. Although market imperfections may exist, there is no
mnvmcmg evidence that inherently profitable investment opportunitics cannot find private

insurance. Private bond insurers would certainly object to what they would consider needless and

unfair competition from a fcdcrailymback@é GSE.

A GSE also has $evcm§ dimévazzwgcs in terms of contro! and accountability. As a private
corporation,’its investment policy is outside the direct control of the g{}vcrmﬁcm its activitics
would not be subject to explicit on-budget review concerning its ongoing cffectiveness and

justification in terms of current public policy prioritics. Accrued changes in its net worth are not

reflected in any federat accounts, but the government may be’forced to recapitalize the NIC, at
great cost, if it becomes insolvent. This implicit federal guarantee of the NIC's investors and
creditors ¢ould ¢reate a moral hazard problem in which the NIC undertakes more risky
investments than would an ordinary private company.

In response to an NIC's atiraction as 2 focus for pension fund investments in infrastructure, many
observers would point out that money is fungible. The fact that pension funds do not invest in
tax-cxempt securities does not necessarily timit the supply of funds to the taxﬂc%cmpz market.
The proposal for preferential tax treatnient of withdrawals of pension investments in infrastructure
- securitics is also problematic, and raises significant ‘tax policy concerns. This incentive is
insufficient to make tax—exempt bonds ‘as attractive to pension funds as corporate bonds or other
taxable—rate issues, even if returps from the latter could not be distributed tax—{free, Relative to
municipals, the taxable securities would have roughly the benefits’of tax deferral; paying tax at
the time of distribution will generally be preferable to’ accepting a lower, tax-exempt rate
- throughout the hfc of the investment.
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