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The Honorable Judith Robson The Honorable Glenn Grothman
Senate Chair ' Assembly Chair
Joint Committee for Review Joint Committee for Review
of Administrative Rules of Administrative Rules
Room 15 South, State Capitol Room 15 North, State Capitol

Madison, WI 53707 Madison, WI 53708

Dear Chairpersons Robson and Grothman:

The last biennial budget requested the Department of Commerce to prepare a report on interest
costs in the PECFA program and to provide that report to the Joint Committee on Finance and
the Joint Committee for Review of Administrative Rules. The report was to include
recommendations for action that could be taken to “reduce interest costs incurred by claimants
under the program under section 101.143 of the statutes including a review of schedules for
making progress payments to claimants”,

The Department has waited to prepare the report until it had more information on the impact of
the changes that were included in the last budget bill. Changes such as the provision of bond
funds to reduce the claim backlog and the implementation of additional strategies for moving
sites to closure including risk based decision making have obvious impacts on interest costs and
needed to be assessed. Although additional issues can always arise, we believe our report
provides a snapshot of PECFA interest costs and sound recommendations for interest expense
reduction.

If there are questions or items that you wish to discuss, please contact the Department so that we
can provide you the information that you need.

Sincerely,

Brenda J. Blanchard
SECRETARY
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Department of Commerce Brenda J. Blanchard, Secretary

March 23, 2001

The Honorable Brian Burke The Honorable John Gard
Senate Chair Assembly Chair

Joint Commiittee on Finance : Joint Committee on Finance
Room 316 South, State Capitol ' Room 315 North, State Capitol
Madison, WI 53702 Madison, WI 53702

Dear Chairmen Burke aﬁd Gard:

The last biennial budget requested the Department of Commerce to prepare a report on interest
costs in the PECFA program and to provide that report to the Joint Committee on Finance and
the Joint Committee for Review of Administrative Rules. The report was to include
recommendations for action that could be taken to “reduce interest costs incurred by claimants
under the program under section 101.143 of the statutes including a review of schedules for
making progress payments to claimants™.

The Department has waited to prepare the report until it had more information on the impact of
the changes that were included in the last budget bill. Changes such as the provision of bond
funds to reduce the claim backlog and the implementation of additional strategies for moving
sites to closure including risk based decision making have obvious impacts on interest costs and
needed to be assessed. Although additional issues can always arise, we believe our report

provides a snapshot of PECFA interest costs and sound recommendations for interest expense
reduction. '

If there are questions or items that you wish to discuss, please contact the Department so that we
can provide you the information that you need.

Sincerely,

Brenda J. Blanchard
SECRETARY
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Interest Costs Within the PECFA Program

Overview

A central tool used by the PECFA program, in accomplishing its goal of assisting site owners
and operators to complete the remediation of their properties, has been the reimbursement of
interest costs. The PECFA program is a reimbursement fund in that it allows an owner to apply
to the fund for “reimbursement” of expenses that they incurred in conducting their remedial
efforts. Because the responsible party must first complete and pay for the remedial work, it is
necessary for most individuals to have a means of carrying their costs until they are able to
qualify for reimbursement from the fund. Although a few individuals may have the resources to
self-finance their remediations, this is certainly not the norm.

Responsible parties obtain financing to allow them to conduct their remediation and this results
in loan origination fees, loan renewal fees and interest charges. In most cases, these costs are not
directly paid by the borrower but rather are capitalized into the loan (paid for out of the loan
commitment itself rather than the owner writing a check and paying the costs to the lending
organization). The interest costs that accumulate during the life of the loan and the loan

origination and renewals fees result in a total interest package that has general eligibility under
the PECFA program.

Although interest reimbursement has always been an element of the PECFA program, additional
attention has been directed to these costs in recent years. The increased attention resulted from
the escalation in the “percentage of total costs reimbursed” by the program that are interest and
other loan related costs. The trend in interest costs is illustrated by the following table:

Table 1

State Fiscal Year Percentage of Total Program Cost

SFY 01 31.00% (July through January Information)
SFY 00 27.43%

SFY 99 18.08%

SFY 98 13.51%

SFY 97~ 9.91%

SFY 96 7.67%

SFY 95 8.22%

In addition to the comparison of the percent of interest costs, it is helpful to consider the growth
in absolute dollars spent on interest. In SFY 95, the interest costs (including loan origination and
renewal fees) totaled $5,137,980. In SFY 00, the Joan cost had grown to $43,563,109. Viewed
in either the context of the percentage of total costs or absolute dollars reimbursed, interest costs
are an issue.

In exploring the interest issue, the PECFA program looked at a number of different topics and’
their relationship to the control of interest costs and the implications of making a change in

‘current rules or practices. The core question is, can changes be made that will reduce interest or

help control claimant interest costs while still allowing the program to achieve its legislative
purpose.
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The topics selected for discussion include:
1. Claim review backlogs and the reduction of backlogs through the use of bond funds.

2. Interest rate reimbursement levels.
3. Time to complete remediation work and the filing of claims at progress points.

Claim Review Backlog

A series of factors created the dramatic escalation in the interest costs incurred by PECFA
program in the last few program years. As PECFA had warned, as early as 1991, that increasing
claim demand had placed the program in a position where it was not able to fund all of the
claims that were being presented to the program. The static funding available to the program
was pitted against an increasing backlog starting in SFY 94. By the winter of SFY 2000,
reviewed claims, which were ready for payment but could not be paid because of a lack of funds,
had reached $209,000,000. This growth in the backlog was fueled by the submittal of claims
that reached as high as $28,720,000 in one month.

The extraordinary level of claim demand was a result of many factors including:

e A reliance on active engineered treatment systems to remediate properties. .

o The long term nature of remediations.

o A lack of tension to bring sites to closure.

o Lack of effective systems for requiring claimants and consultants to use the lowest cost
remedial approach for a site.

o Lack of risk based decision making in remedial design selection and closure decisions.

This level of claim demand, when placed against the annual funding of slightly over $94,000,000
per year, resulted in a backlog of approximately 2.2 years worth of payments. Although major
changes were made to the progress points at which claims could be filed with the program, .
claims were still being received by PECFA at over $75,500,000 per year. Given the continuing
claim demand, the assumption was that if the backlog was not infinite it was at least a decade in
duration.

" The outgrowth of the backlog was that claimant interest costs increased substantially. The

program was not able to pay down the balances that were generating the interest charges and
interest expense continued to accrue and compound. Remediation work continued and the base
that generated the interest charges continued to expand at the same time the fund was already
over subscribed. Interest expenses continued to be capitalized into loans and the dramatic

_increase in interest expense that is reflected in Table 1 was created.

There were a series of responses to the claim backlog including changes in statutes and
administrative rules that were aimed at additional cost control and incorporating risk analysis
into remediation decisions. Also in response to the backlog was an authorization of bonding to
generate the necessary funds to eliminate the backlog. In total, $270,000,000 was authorized.
Subsequent to the authorization, $170,000,000 was issued through a “Revenue Bond Series A”
with an interest rate of 5.53287%. An additional $80,000,000 of the remaining authorization was
issued in “commercial paper” with a weighted average rate of 4.384375%. Using simple
weighting based upon the volume of dollars outstanding, the blended interest cost associated
with the bond funds is 4.7518%.
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The bond funds provided to PECFA had a number of direct benefits. The funds:

o Reduced the financial burden on claimants by allowing them to be paid in a timely manner.

e Allowed the remediation process to continue on many sites where work had stopped or
would have stopped because of a lack of reimbursements from the fund. '

¢ Reduced the “carrying cost” of the backlog from the average interest rate on a PECFA loan
to the blended bond rate of $4.7518%, which generated savings for the program.

In estimating the savings generated by the reduced rate of the bond funds, it is first necessary to
determine what the blended interest rate was on the PECFA backlog. Although there is no true
average interest rate on PECFA loans as rates have varied based upon administrative rule caps
and the prime rate (at various points in time, interest rate reimbursement has been limited to two
points over prime, one point over prime and currently one point under prime or four percent
depending on the gross revenues of an applicant) it is possible to develop an approximation.

For purposes of comparison, an estimate of the average PECFA loan cost was developed by
averaging 100 claims in the current claim review line. Although this sample post dates the
claims paid off through bonding, information suggests that “historic” loans that date back prior
to the bonding period are still moving through and that current interest rates do not vary greatly
from earlier rates. Using the 100 claim sample, the average rate is 9.9225%. Comparing the
blended bond rate and the derived sample demonstrates savings, in interest cost, through bonding
of 5.1707%. This savings is dramatic when considering that the dollar amount of the backlog

was $209,000,000 and that at least a share of that amount would have been outstanding for more
than 2 years.

Another way of viewing the interest savings from the use of bond funds is by deriving the impact
of bonding on future costs. In this approach we attempt to compare the cost of bonding with
future PECFA costs if bonding had not been used to reduce the claim backlog. Attachment 1,to0
this report, is the detailed analysis of this question.

The analysis that has been prepared looks at the savings created by the $270,000,000 bond issue
and the reduction in compound interest that is achieved through applying funds to a claim
backlog that would have otherwise remained in place and generated additional costs for the fund.
In the analysis, we project that the fund will continue to experience claim demand higher than its
ability to pay (without additional bonding). ' '

NOTE: For the purpose of the analysis, claim demand is assumed to be an average of
$8,000,000 per month through 2012 and interest cost is projected at 10%. These
assumptions are used for the purpose of demonstrating the costs saved through bonding
and are not a formal estimate of future claim demand.

The savings generated by the bonding are measured by the amount of interest that is avoidable
through 2012 based upon the bond funds being available to reduce the claim backlog. Because
of the avoidance of compound interest, the savings by the end of the term are calculated to be
$226,000,000.

Although different assumptions can be made regarding the rate at which claims are received, the
total number of claims that will be received and the interest rate on claims, the relative savings



are still significant and reflect the impact and advantage of keeping claims on a “pay as reviewed
basis”. The bonding not only returned funds to the claimants but also will “pay back” an
additional 80% in interest savings over the course of the program.

Conclusion: Maintain the claim review process on a pay as vou go basis.

Interest Rate Reimbursement Levels

One of the traditional interest cost control strategies has been placing limits on the interest rate,
loan origination and renewal fees that can be reimbursed under the fund. Early in the program,
the reimbursement of interest costs was allowed at 2% over prime. That early level was
subsequently reduced to 1% over prime and in the last budget bill a furthér reduction was made
to either 1% under prime or 4% depending on the gross revenues of the claimant.

Changes in interest costs that can be reimbursed have a direct impact on total program cost. The
impact, however, takes a relatively long time to be observed. Because a large number of sites
have existing loans at any point in time it takes an extended period for the existing loans to be

fully utilized and new loans written or additions made which causes them to fall under the new
caps. -

The last budget bill changes are an example of the delayed impact of the interest rate caps. Ina
recent sample of 194 claims (included as Attachment 2), the number of sites that had loans that
fell under the new interest cap provisions was very low. A total of only four sites were actually
operating under the new caps. In comparison, a total of 48 sites (24.7%) were self-financing and
charging no interest to the fund.

The low percentage of sites falling under the new interest provisions can be partially attributed to
the bond funds and the elimination of the PECFA backlog. Paying off the backlog resulted in the
rejuvenation of a number of PECFA loans that had reached their maximum limits. The bond
payments resulted in freeing up room under the original loan commitment. Because a number of
loans were written so that the claimant could “borrow, repay and re-borrow” paying down the
Joan amount resulted in claimants being able to continue on with their remediation utilizing their
original loans and not being subject to the reduced reimbursement.

Although there is certainly a correlation between interest rate caps and PECFA costs, the impact
is not straight line. There are also some risks associated with interest caps. The first risk is that
the cap might be set too low and that lenders will move monies to other types of loans and ,
restrict or eliminate the ability of site owners to obtain remediation loans. This risk is increased
when the cap rate is set in relation to prime (e.g. 1% under prime) and prime is falling. PECFA
is a reimbursement program and it relies on the claimant being able to finance the remediation.

If the majority of claimants are not able to obtain loans, the remediation process comes to a stop.

A second risk is that with an interest reimbursement level keyed to large claimants (4% for those
over $25,000,000 in revenues) the impact may not be reduced but rather increased interest costs.
The goal of limiting interest reimbursement to the largest owners will not be achieved if the
message received is that 4% interest charges are expected from the largest claimants. When
24.7% of the sites are charging no interest, a process which would shift these companies from
0% to 4% could cost the program significant dollars.

Up until the most recent ¢hanges in interest rate caps, claimants had been routinely able to obtain
financing within the cap amounts. Consequently, a reduction in interest rates resulted in both a



reduction in cost to the claimant and the corresponding cost to the fund. The recent cap changes,
however, do not follow the same path. Although current information is limited, current lending
practices appear to vary by institution. Some financial institutions are providing loans at prime
or one point over prime and others appear to be making loans at one point under prime.

One of the clear goals of the last cap changes was to increase owner involvement in their
remediation. This is an important goal and responds to an issue that the program has
experienced throughout its history. The caps at one point under prime and 4%, however, do

establish a situation where, for the first time, interest costs may be reduced to the fund but
increased to the claimant.

Conclusion: Interest rate caps need to be set at levels that encourage lending to the average
claimant. Exclusion of the largest companies from recovery of interest costs should be
considered but the level of what constitutes “large” should be carefully considered and
should not incorporate municipalities.

Progress Payments

One of the code changes made in 1998 was a modification of the points at which a claimant
could apply for progress payments from the PECFA fund. Although the PECFA statute calls for
claimants completing their remediation before applying for reimbursement from the fund, it did
include a provision for progress payments in instances of financial hardship. In implementing
this provision, the PECFA program has taken a broad interpretation of financial hardship. Only
the very largest claimants are denied regular progress payments.

Although there has never been disagreement that a system of progress payments is beneficial, the
question has always been what constitutes a milestone and how often on-going activities should
be claimed. In 1998, when the fund was under severe financial pressure, the subject of progress
payments was revisited and the system of payments modified. The 1998 changes were made to
refocus attention on remediation progress (rather than on the simple spending of money) and
foster a continuity of work and performance on a site. In 1998:

e The progress payment for reaching a $100,000 in expenditures was eliminated: this
milestone emphasized spending money rather than remediation success.

e Two years of actual sampling, monitoring or operation and maintenance were required
before a claim could be submitted. Previously the simple passage of time and not actual
work qualified some sites for claim submittal.

Although the change in progress payments established a different process and focused attention
on actual remediation efforts, concerns were raised on the extent to which interest costs were
increased by the reduction in payments for persons who were in long term monitoring and
remediation.

As a means of considering the progress payment question, we again looked at the 194 claims that
had recently gone through claim review. In that review, we found that:

e 40 claims (21%) were filed within 3 months of meeting a milestone.

e 46 claims (24%) were filed within 4 to 6 months of meeting their milestone.

o 31 claims (16%) were filed within 7 to 9 months of meeting the criteria for a submittal.
e 16 claims (8%) were filed within 10 to 12 months after reaching their milestone.



o 47 claims (24%) were filed 13 to 24 months after the milestone was reached.
o 14 claims (7%) were filed two years or more after they reached their milestone.

A chart showing the time periods within which claims were filed is included as Attachment 3.

From the data that is available, it appears that interest costs could be reduced for a segment of
owners by allowing claimants to file after only 1 year of monitoring or operation and
maintenance. The data would seem to indicate that up to 69% of the sites could potentially
reduce their interest costs by being able to claim earlier payments if they maintain their same

promptness of claim submittal. This percentage, however, is overstated as a segment of owners
are already provided that flexibility.

Under the current administrative rules, claimants who employ “no more than 4 individuals, who
are not immediate family members, at any time during the year prior to claim submittal” are
allowed to submit annually for long term monitoring and operation and maintenance. This
provision allows small businesses and non-businesses to file on a yearly basis when in long term
monitoring or operation and maintenance.

A second point which is key when considering the impact of a change in the progress payment
schedule is that only a share of the sites, who are filing claims, are actually in long term
monitoring or operation and maintenance. With the shift away from engineered treatment
systems, there are significantly fewer sites with “operation and maintenance costs” to claim. For
those sites in long term monitoring, this action is now generally associated with monitoring for
natural attenuation and does not generate the higher dollar costs of earlier monitoring activities.

A final point to consider regarding modifying progress payment schedules is that a change will
pull higher claim costs into the fiscal year in which the change is made. This will impact the
dollars needed for claim payment and may put the program is a position where it will again
develop a backlog of claims waiting for revenue in order to be paid. If this took place, any
“savings” provided by the earlier claim filing would be negated by the delay in claim payment.
In addition, sites that are not in long term monitoring or operation and maintenance could be net
losers because they would not be filing their claims earlier but they could be impacted by a delay
in payment. : '

Although it is important to consider the potential savings that might occur with earlier progress
payments, it is equally important to avoid interest costs associated with the untimely filing of
claims. In the sample of 194 claims, some were filed almost 3 years after they reached a
milestone. This unnecessary delay clearly caused extra interest costs to be incurred.

Conclusion: Providing annual progress payvments for claimants involved in long term
monitoring and operation and maintenance might reduce interest costs for some owners.
Any creation of a new backlog, however, would negate the interest savings and penalize the
owners not in long term monitoring or operation and maintenance. Any change in
progress payments must continue to make the milestone “work based” and not simply the
passage of time. Interest costs can be reduced by creating a deadline for claim submittal,
after a milestone is reached, that reduces or eliminates interest reimbursement if a claim is
not filed in a timely manner.




Conclusions

Over the life of the PECFA program, interest costs have grown from a moderate cost tool for
accomplishing the program’s purpose to a very significant and expensive part of the program.
This increase in interest cost can be attributed to a number of factors including the over
-subscription of the PECFA program and the corresponding inability to make prompt
reimbursements. Also contributing to the high level of interest costs has been the frequently long
time that it has taken to implement effective remedial work after the claimant secured loans.

Although interest expense has grown to higher than acceptable levels, it remains an essential part
of the program. Most claimants simply do not have the ability to self fund their remediation.
Without participation by lenders and attendant interest costs (and loan fees) remediations would
not be moving ahead and groundwater protection would be severely reduced. Given that interest
expense is a valid part of the program, actions can be taken to reduce the interest cost levels
currently being experienced. Specifically, the following points should be considered:

1. Maintain the program on a pay as reviewed basis through the use of bond funds to

supplement regular claim payment funds. Allowing a backlog of reviewed claims to build

quickly escalates and compounds interest costs.

Maintain the progress payment focus on actual work performed.

A change to allow annual progress payments for claimants in long term monitoring and

operation & maintenance is possible but there is a reduced number of claimants that will be

impacted and there is the potential that some claimants might be penalized by the action.

4. Require claim submittal within a prescribed time period after a progress payment milestone
is reached.

5. Set interest rate caps at levels that will maintain lending for claimants that can not self-fund
their remediations. g

6. Eliminate reimbursement of interest costs for the largest non-municipal claimants.

W
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Attachment 1
Analysis of Interest Savings through use of Bond Funds
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