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Executive Summary

With the passage of Senate Bill 1332, the 80" Legislarure assigned responsibility for the Debt
Affordability Study (IDAS) to the Texas Bond Review Board in consultation with the Legislative
Budget Board. This report is the second such Debt Affordability Study after the original was
published in February 2007.

This study provides data on the state’s historical, current and projected debt positions and develops
financial data from which policymakers can review various debt strategies by use of the study’s Debt
Capacity Model (DCM). Using debt affordability to define acceptable levels of annual debt service
and thereby total issuance will assist policvmakers to use available revenues to meet the state’s
highest priority needs.

The DCNM s used to assess the impact of the state’s annual debt service required for current and
projected levels of not self-supported debt on general revenue over the next 5 years. The model uses
a series of five ratio calculations to measure the state’s debt capacity. [t s important to note that
rating agencies examine varations of these debt capacity measures to assess the state’s debt burden,
a key factor affecting the state’s credit rating and thus capacity for debt issuance.

Overview of Current State Debt

The state uses long-term debt financing for a variety of projects and program areas. At the end of
fiscal year 2007, Texas had $26.37 billton in debt outstanding. Of this amount, 44 percent is for
business and economic development, 32 percent is for higher education, and 16 percent 1s for
natural resources. The remaining debt is allocated among criminal justice and public safety, 0
percent; health and human services, 1 percent; and general government, 1 percent.

The state’s total debt outstanding has increased from $11.81 billion 1n fiscal year 1997 to the current
$26.37 billion as of August 31, 2007. Of this amount, not self-supporting debt comprised $2.8
billion and self-supporting debt comprised $23.6 bilion.

As of the same date the Constitutional Debt Limit calculation was 1.45 percent for outstanding debt
and 1.99 percent for outstanding and authorized debt. The Texas Constitution prohibits the
legislature from authorizing additional state debr if the annual debt service in any fiscal year on state
debt payable from the General Revenue Fund exceeds 5 percent of the average of unrestricted
general revenue from the preceding three fiscal years. The Texas Constitution also stipulates that
state debt payable from the General Revenue Fund does not include debt that, although backed by
the full faith and credit of the state, 1s reasonably expected to be paid from other revenue sources
and 1s not expected to create a general revenue draw.

When compared to the top ten populous states, Texas temains below the median for four debt-
burden measures calculated by Moody’s. See Chapter 4 for a discussion of how Texas compares on
state and local debt.
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Changes in the Constitutional Debt Limit and the Five DCM Ratios: February 2007 to
January 2008 '

The 80" Legislature passed and the general public authorized nearly $10 bilion in new general
obligation debt. Of this debr, §9.25 billion may be considered not self-supporting. The impact of
this newly authorized debt on the state’s Constitutional Debt Limit is illustrated in Figure 7.

Figure 1
COl’lStItutIOﬂal Debt L1rmt Includ.mg Newly Authonzed Debt

Consututlon : .:‘Debt Lzrmt > LA thonzeﬂ Deb ¢

As of Amgust 31, 200"’ 1.99%
With newly authorized debt (excluding $5 billion for transportation) 3.21%
4.64%

With newly authorized debt (including 35 billion for transportation)
SOURCE: Texas Bond Review Board.

The 80" Legislature also appropriated general revenue to the Texas Water Development Board for
not-self supporting water programs including State Participation, FEconomically Distressed Areas
Program (EDAP), Water Infrastructure Fund (WIF) and significant capital improvement projects.

Based on existing and new authorizations, approximately $7.06 billion in new, not self-supporting
debt is expected to be issued between fiscal years 2008 and 2012. The umpact of these issuances on
each DCM ratio is depicted in Figures 1 thru 5. Furthermore, an additional $3.50 billion is planned to
be 1ssued from 2013 thru 2017.

Ratio 1: Debt Service as a Percentage of Unrestricted Revenues

Although the legislature has not established target -or cap guideline ratios, historically Texas has
appropriated less than 2 percent of its unrestricted revenues for not self-supporting debt service.
This study utilizes the historical appropriations level of 2 percent as the targert ratio and 3 percent for
the maximum (or cap) ratio. Figwe ! shows debt service as a percentage of projected unrestricted
revenue for fiscal years 2008 through 2012 before and after the new debt authorizations (February

2007 and January 2008, respectively).

Figure 2
Ratio 1: Debt Service as a Percentage of Unrestricted Revenues - February 2007 to

January 2008

A |2 20087 | 2009 .| 12010 "' 201
February 2007 1.28% 1.35% 1.36% 1.24% 1.11%
anuary 2008 1.33% 1.57% 1.91% 2.18% 2.33%

SGURCE: Legislative Budger Board and Texas Bond Review Board.

Using the 2 percent target guideline, approximately $228.7 million would be available for additional
debt service in fiscal year 2008 and up to 3571.2 milion would be available at the 3 percent cap level.
This debt-service capacity would support an estimated $2.5 billion at the target guideline and up to
$6.5 billion at the cap level in new debt capacity at current interest rates. If issued, debt authosized
after 2012 will utilize some of the projected capacity.

Ratio 2: Debt Service as a Percentage of Budgeted General Revenue

This ratio 1s sirmilar to Ratio 1 but is more restriciive because the pool of available general revenue in
this ratio s limited to budgeted general revenue, a figure that is less than unresiricted general
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revenue available for debt service. Historically, Texas’ not self-supporting debt-service commitment
has been less than 1.5 percent of budgeted general revenues. Figure 2 shows that debt service as a
percentage of budgeted general revenue remains below 1.5 percent through fiscal year 2009 even
~ after including the timpact of the new bond authorizations.

Figure 3
Ratio 2: Debt Service as a Percentage of Budgeted General Revenue - February 2007 to

January 2008

, 2008 | 2009
February 2007 1.34% 1.33%
january 2008 1.14% 1.39%

SOURCE: Legislatve Budget Board and Texas Bond Review Board.

Ratio 3: Not Self-Supporting Debt to Personal Income

Ratto 3 1s a strong indicator of a governmental borrower’s ability to repay debt obligatons by
transforming personal income into governmental revenues through taxatdon. This ratio plays an
important role in determining the state’s credit ratings. {Standard and Poor’s considers up to 3
percent to be a low debt burden for this ratio.}

Figure 4

thio 3: Not Self-Supporting Debt to Personal Income - February 2007 to January 2008
| 2008 ) 2009 F2010 ) 2011 | 02012

February 2007 0.34% 0.31% 0.28% 0.23% 0.19%

January 2008 0.37% 0.45% 0.55% 0.65% 0.69%

SOURCE: Legislanive Budger Board and Texas Bond Review Board.

Ratio 4: Not Self-Supporting Debt per Capita

Ratio 4 measures the dollar amount of debt per person. Like Ratio 3, Ratio 4 plays an important role
in determining the state’s credit raung. When comparing Texas to a peer group of the ten most
populous states, Moody’s reports that Texas has the lowest debt per capita.

Figure 5

R:ﬁio 4: Not Self-Supporting Debt per Capita - February 2007 to January 2008
oo 20080 2009 0 2010 2004 02012

February 2007 $ 11924 1 $ 11439 | $ 10787 % 934513 8033

January 2008 $ 13648 1§ 170321 § 21953 | § 27013 | § 299.38

SOURCE: Legislative Budget Board and Texas Bond Review Board.

Ratio 5: Rate of Debt Retirement

This ratio highlights the rate at which the state’s not self-supporting debt s retired. A high ratio
indicates rapid debt retirement. The rating agencies consider a retirement rate of 50 percent principal
at 10 years to be the average. Texas’ rate of retirement is higher than the average because most of
the not self-supporting debt is issued by the Texas Public Finance Authority, which uses a level

principal debt-service structure.
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Figure 6

Ratio 5: Rate of Debt Retirement - February 2007 to January 2008

Not Self-supporting | Self-supporting
February 2007 78.3% 39.7%
January 2008 71.9% 35.1%

Other Considerations

SOURCE: Legistatve Budget Board and Texas Bond Review Board.

Policymakers may wish to review both tax-supported debt service as well as other state-supported
debt-service commitments to have a full perspective on general revenue debt-service expenditures.
Chapter 3 and Appendix F show the impact on Ratio 1 of funding special commitments such as
tuition revenue bonds, the Instructional Facilities Allotment and the Existing Debt Allotment.
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Chapter 1 - Introduction

The 80" Legislature assigned responsibility for the Debt Affordability Study (DAS) to the Texas
Bond Review Board in consultation with the Legislative Budget Board, with the passage of Senate
Bill 1332. This report 1s the second such Debt Affordability Study after the original was published in
February 2007

This study provides data on the state’s historical, current and projected debt positions and develops
financial data from which policymakers can review various debt strategies by use of the study’s Debt
Capacity Model (DCM). Using debt affordability to define acceptable levels of annual debt-service
and thereby total issuance will assist policymakers to prioritize the use of available revenues to meet
the highest priority needs.

‘The DCM s used to assess the impact of the state’s annual debt-service requirements for current
and projected levels of not self-supporting debt on general revenue over the next 5 years. The model
uses a series of ratio calculations to measure the state’s debt capacity. [t is important to note that
rating agencies examine varattons of these debt capacity measures to assess the state’s debt burden,
a key factor affecting the state’s credit rating and thus capacity for debt issuance.

Defining Debt Affordability

Debt affordability 1s an integrated approach that helps analyze and manage state debt by factoring in
historical debt use, financial and economic resources of the state and long-term goals for capital
needs. A key component of debt affordability 1s the determination of the state’s additional debt
capacity. The DAS presents the state’s current debt burden with an overview of the state’s historical
and current debt.

Benefits and Goals of Using a Debt Affordability Study
Other states have used a debt affordability study to assist in managing the state debt and making
financing dectsions. The major benefits of using a debt affordability study include:

¢ Provides an overview of the state’s debt position;

¢ Matches available debt funding with prioritized capital needs by providing a tool to integrate
debt management in the capital planning process;

¢ Establishes a systemic approach to debt management;

¢ Helps centralize debt management and authorization decisions;

¢ Helps assess the impact of individual or a group of new debt authorizations on the state’s
debt burden;

* [Livaluates the effect of fluctuating revenues on the state’s ability to meet existing debt-service
obligations and to 1ssue new debt;

¢ [Ensures sufficient cash balances and reserves;

* Provides important data to the credit rating agencies to protect the state’s bond rating and
outlook; and

® Helps achieves the lowest cost financing for taxpayers.

States primarily use available revenues and/or debt proceeds to fund long-term capital and program
needs. Legislators must strike a balance between prioritizing those needs and using available
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revenues for debt-service to fund them. .\ debt affordability approach assists in maximizing
resources for debt financing.

Debt Management in Texas

Texas has a decentralized approach to debt management. When the legislature considers the
issuance of new debt, the authonzing legislation is typically considered by legislative finance
committees. The legislature usually appropriates debtservice payments for existing debt in the
General Approprations Act which i1s otganized by article based on governmental function.
Subsequently, this process leads policymakers to teview, develop and approve proposed budget
requests by agency or program. (More information on this process is available in Appendix B.)

Projected Debt Issuance

The 80™ Legislature authornized $9.75 billion in additonal general obligation (GO} debt that was
approved by the voters in the November 2007 general election. Of the $9.75 billion, $9.25 billion
may be not self-supporting. Based on existing and new authorizations, approximately $7.06 billion in
new, not self supporting debt is expected to be issued between fiscal vears 2008 to 2012. For
purposes of this Debt Affordability Study, the new debt issuances listed above are included in each
of the Ratio analyses. -
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Chapter 2 - Current Debt Position of the State

Debt used by the state of Texas falls into one of two major categories: 1) general obligation (GO)
debt and 2) non-general obligation (revenue) debt. GO and revenue debt atre typically issued to
provide long-term financing for projects. Texas employs debt financing to achieve a varety of
program goals. Figure 7 provides program examples for each type of debt.

Figure 7
Debt Type and Program Examples
Bond Type Debt Type Bond Program

General Obligation  |Not self-supporting  |Water Development Bonds - State Participation
Higher Education Constitutional Bonds

General Obligation  |Self-supporting Mobility Fund Bonds
Veterans' Land and Housing Bonds
Revenue Not self-supporting  |Texas Military Facilities Commission Bonds

Parks and Wildlife Improvement Bonds
Revenue Self-supporting Permanent University Fund (PUF)
Texas State Affordable Housing Corporation Bonds

SOURCE: Texas Bond Review Board.

Growth in Debt Outstanding
Texas” use of debt financing has increased over the last decade. At the end of fiscal vear 2007, the

state had approximately $26.37 billion in total debt outstanding (Figwre 8).

Figure 8
Debt Outstanding by Bond Type, Fiscal Year 2007

Bond Types Self-supporting | Not Self-Supporting Total
General Obligation  {§  7,363,334,000 | S 2,231,003,000 | §  9,594,337,000
Revenue $  16,258,257,000 | $ 520,295,000 1 § 16,778,552,000
Total $23,621,591,000 | $ 2,751,298,000 | $ 26,372,889,000

SOURCE: Texas Bond Review Board.

The state’s total debt outstanding has increased from $11.79 billion in fiscal year 1998 to the current
$26.37 bilhon, an increase of 124 percent over the 10-year period. Although the growth came in
both GO and revenue debt, GO bond debt increased 85 percent from $5.20 billion in 1998 to $9.59
billion 1 2007 while revenue debt increased 155 percent from $6.60 billion in 1998 to $16.78 billion
in 2007, Figure 9 shows Texas’ debt outstanding from 1998 thru 2007 by type of debt.
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Figure 9

Texas’ Debt Outstanding: Revenue and General Obligation, Fiscal Years 1998 to 2007

$30.0
$25.0 |

$20.0

$15.0

Debt Ourstanding (in hilkions)

1V98 1999 2000 2001 2002 2003 2004 20305 2006

| REV  $606 369  §7.0 £7.8 S11.3 5123 35141 S14.4 S13.8
$5.2 55.3 35.6 $5.7 35.8 $5.8 35.9 57.0 57.5

O Go

SOURCFE: Texas Bond Review Board.

2007
$16.8

9.6

The increase in total debt outstanding occurred in self-supporting debt while not self-supporting
debt actually decreased during the period. As noted in Figure 70, at fiscal year-end 2007, self-
supporting debt which is repaid with program revenues increased 176 percent from $8.55 billion in
1998 to $23.62 billion in 2007. Durng the same ttme period not self-supporting debt which is
typically repaid with General Revenue, decreased 15 percent from $3.24 bilion in 1998 to §2.75

billion 1n 2007

Figure 10

Texas® Debt Outstanding: Self-supporting and Not Self-supporting, Fiscal Years

1998 to 2007
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SOURCF: Texas Bond Review Bourd.

Debt Affordability Srady — January 2008 Page 4

2007
204 23.6
3 2.8
Chapter 2



Self-Supporting Debt

The imncrease in self-supporting debt from fiscal years 1998 to 2007 was 315.07 bidlion or 176
percent. As of fiscal year-end 2007, the state had a rotal of $23.62 billion in self-supporting debt
outstanding. Such debt which is repaid with program revenue, has increased as a percent of total
debt outstanding from 73 percent in 1998 to 90 percent in 2007. Self-supporting debt mcludes GO
bonds such as Veterans’ Land and Housing Bonds and revenue bonds such as Permanent University

Fund Bonds.

Of the total self-supporting debt outstanding as of fiscal year-end 2007, 69 percent was revenue debt
and 31 percent was GO debt. This allocation between debt types 1s consistent with the state’s
historical outstanding debt levels. From fiscal years 1998 to 2007, revenue debt comprised from 69
percent to 80 percent of self-supporting debt, and during the same period GO debt has comprised
22 percent to 31 percent of self-supporting debt.

A varety of programs and areas use self-supporting debt as shown in Figure /1, Of the $23.6 billion
outstanding at the end of fiscal year 2007, 48 percent was issued for business and economnic
development projects such as roads; 36 percent was issued for higher education (7 percent was
issued for tuition revenue bonds); 16 percent was issued for natural resources and less than 1
percent was issued for public education.

Figure 11
Self-supporting Debt Qutstanding, Fiscal Year 2007

fPublic Education
Natural Resources <1%

16%

Tuition Revenue
Bonds

7% Business and

Economic
Davelopment
48%

Higher Education
29%

SOURCE: Texas Bond Review Board.

The amount for higher education in Figwe /7 reflects $6.74 billion of university revenue bonds of
which $1.70 billion were tuition revenue bonds. All college and university revenue bonds are equally
secured by, and pavable from a pledge of all or a portion of certain revenue funds as defined by
Chapter 55, Texas Education Code, of the applicable system or mstitution of higher education.
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Historically, the state has appropriated funds to the schools in an amount equal to all or a portion of
the debt-service for tuition revenue bonds.

Not Self-Supporting Debt
Not self-supporting debt is typically repaid with General Revenue Funds and currently comprises 10
percent of the state’s total debt outstanding. Not self-supporting debt includes both GO and
tevenue debt. At the end of fiscal year 2007, the state had a total of $2.75 billion in not self-
supporting debt outstanding as shown in Figwre /2. 'This represents a decrease over the last decade of
$484.1 million or 15 percent.

Of this debt, 81 percent is GO debt and 19 percent is revenue debt. This allocation between debt
types is consistent with historical outstanding debt: from 1998 to 2007, GO debt has comprised 78
percent to 81 percent of not self-supporting debt; during the same period revenue debt have
comprised 19 to 22 percent of not self-supporting debt.

Most of the state’s not self-supporting debt is issued by the Texas Public Finance Authority and 1s
used to finance projects in a variety of programs and areas. Of the $2.75 billion debt outstanding at
the end of fiscal year 2007, 55 percent was issued for criminal justice and public safety; 11 percent
was issued for general government; 15 percent was issued for natural resources and 12 percent was
issued for health and human services. The remaining was divided among the following areas: higher
education, 4 percent; business and economic development, 3 percent; public education, less than 1
percent and regulatory, less than 1 percent

Figure 12
Not Self-Supporting Debt Outstanding, Fiscal Year 2007

Business and

Economic
) . Development
Higher Education 2%,
4% Public Education
- . <1%
Regulatory
Health and Human <1%
Services
12%

Criminal Justice and
Public Safety
55%

Natural Resources
15%

General
Government
11%

SOURCE: Texas Bond Review Board.
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Volume of Debt Issued

The volume of debt financing for capital projects and other critical needs has increased over the last
decade. The average annual 1ssuance of new-money bonds and refunding bonds from 1998 to 2007
has been $3.07 billion. Duging fiscal vear 2007, the state issued $4.08 billion in new-money bonds
and $1.79 billion in refunding bonds for a total of $5.87 billion. This represents an increase of 72
percent from fiscal year 2006 when $3.41 billion was issued. The current estimate for issuances for
fiscal year 2008 totals $9.6 billion with mncreases largely attributable to capital projects for certain
agencies including the Texas Public Finance Authority, Texas Department of Transportation, Texas
Water Development Board and revenue financings for institutions of higher education including
tuition revenue bonds.

Debt-Service Commitments

The state’s total annual debt-service payments for both not self-supporting and self-supporting debt
have increased 84 percent over the last decade, rising from $1.14 billion in 1998 to $2.11 billion in
2007. Not self-supporting debt increased 24 percent from $324.6 million in 1998 to $403.1 million i
2007. Self-supporting debt-service has doubled, tsing 108 percent from 3817.4 nullion to $1.70
billion over the 10-year period. Figwre 13 shows the historical annual debt-service for not self-
supporting debt for fiscal years 1998 thru 2007.

Figure 13
Historical Annual Debt-Service for Not Self-Supporting Debt, Fiscal Years 1998 to 2007
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[Fiscal Year
NOTE: [n FY2003, TPFA restructured S48.425M of GO debt to later fiscal periods in response to fiscal constraints and decreased

debt-service appropriations by the 78th Legislature.
SOURCE: Texas Bond Review Board.
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Projections for future annual debt-service will be a major determinant for the additional not self-
supporting debt burden the state can accommodate. (Debt ratios and debt guidelines are mtended as
decision-making tools for state policymakers and are discussed in more detail in Chapter 3.)

Rate of Debt Retirement

As part of their analysis, credit rating agencies review the length of time necessary for debt
retirement to occur. They prefer to see an average principal retirement of 50 percent in 10 years. For
Texas” not self-supporting debt, 71.9 percent of the outstanding principal will be retired in 10 years,
indicating rapid debt retirements. However for the state’s self-supporting debt, 35.1 percent of the
outstanding principal will be retired in 10 years. The faster rate of retirement for the not self-
supporting debt creates additional capacity in future years. The DCM utilizes the rate of debt
retirement in its computations as Ratio 4. (Refer to the Chapter 3 and Appendix E for tore details.)

Credit Ratings

The three major rating agencies are Moody’s, Standard & Poot’s and [itch. Ratings from these
agencies provide investors with a measure of an ssuer’s risk and financial soundness and have a
direct bearing on the interest rate the issuer must pay on debt issues. Fligher credit ratings result in
lower financing costs.

Ratings for the state’s general obligation debt are the most important because GO debt pledges the
state’s full faith and credit to the repayment of the debt and thus sets the benchmark rate for all the
state’s other debt. Figure 74 shows the current bond ratings for Texas. Currently, Texas” GOs recetve
the second highest rating from Moody’s and Fitch and the third highest rating from Standard &
Poor’s. (Each rating agency has similar rating scales detailed in Appendix C.)

Figure 14

State of Texas General Obligation Bond Ratings
Credit Agency Credit Rating | Outlook

Fitch AA+ Stable

Moody’s Aal Stable

Standard and Poor’s AA Stable

SOURCE: Fitch Ratings; Moody’s; Standard & Poor's.

Rating agencies consider four factors in determining a state’s general obligation bond rating:
economy, finances, debt and management. Specific items considered are shown in Fignre 15.

Texas 1s generally percetved tn the municipal bond market as a strong credit. As such, the state’s,
long-term debt usually trades at interest rates within 10 basts points of A\ \-rated states. However,
the credit rating agencies cite a number of reasons why the state’s general obligation ratings are
unlikely to be upgraded in the near future. These include rapid population growth and resulting
capital needs for state-financed infrastructure, the state’s heavy reliance on the sales tax for general
revenue, continuing concerns about school finance issues and the state’s modest reserve levels
mncluding the Ramny Day Fund.
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Figure 15

Factors Affecting State General Obligation Bond Ratings

Economy

Finances

Population trends
Wealth

Economic diversity
Economic stability
Infrastructure needs

Change in major general revenue sources
Change in permanent or FTE positions
Spending per capita

General fund balances, rainy day fund balance
Accounting and financial reporting practices
Tax and revenue administration

Investment practices

Debt

Management

Pay-down price for net long-term debt
Net debt per capita

Net debt as a percent of personal income
Net debt as a percent of tax valuation

Annual debt service on net debt as a

percentage of general fund

Coherent structure of governance
Constitutional constraints
Inittatives and referenda
Executive branch coatrols
Mandates to balance budget

Fund reserve policies

SOURCE: Texas Bond Review Board.
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Chapter 3 - Debt Ratios in the Debt Capacity Model

An analysis of state debt ratios helps to assess the impact of bond issues on the state’s fiscal
position. Credit rating agencies use ratios to evaluate a state’s debt position and to help determine its
credit rating. In developing a mechanism for the state to determine debt affordability or the amount
of debt the state can prudently accommodate, the Debt Capacity Model (DCM) calculates five key
rattos that provide an overall view of Texas’ debt burden. Projections of these ratios under varying
debt assumptions can provide state leadership with guidelines for decision-making for future debt
authorization and debt-service appropriations.

[One of the ratios in this edition of the Debt Affordability Study has been renumbered from Ratio 5
in the first edition to Ratio 2 (not self-supporting debt-service as 2 percentage of budgeted general
revenue} to reflect its relative importance in the debt-ratio analysis.|

Constitutional Debt Limit

Article ITI, Section 49-j of the Texas Constitution prohibits the legislature from authorizing
additional state debt if the annual debt-service in any fiscal year on state debt payable from the
General Revenue Fund exceeds 5 percent of the average of unrestricted general revenue from the
preceding three fiscal years. The Texas Constitution also stipulates that state debt payable from the
General Revenue Fund does not include debt that, although backed by the full faith and credit of
the state, is reasonably expected to be paid from other revenue sources and is not expected to create
a general revenue draw.

As of August 31, 2007, the debt limit was 1.45 percent for outstanding debt and 1.99 percent for
outstanding and authorized debt. Appendix H provides further discussion of the Constitutional
Debt Limit and the historical debt limit calculations from 1997 through 2007.

The 80" Legislature authorized $9.75 billion in additional general obligation (GO} debt that was
approved by the voters at the November 2007 general election. Of the $9.75 billion, $9.25 billion
may be not self-supporting. These include HJR 90 (Proposition 15} for $3 billion to finance cancer
research; S|R 65 (Proposition 4) for $1 billion to finance capital projects for certain state agencies;
SJR 64 (Proposition 12) to finance $5 billion for transportation projects and SJR 20 (Propositon 16)
for $250 million to fund water projects. The impact of the newly authotized debt on the
Constitutional Debt Limit is shown in Figure /6.

The $5 billion for transportation projects {(SJR 64 - Proposition 12) has no enabling legislation and
will require further legislative action before the debt is issued. Specific details such as whether or not
the debt will be self-supporting will be determined by the legislature. For purposes of this study, this
debt was assumed to be not self-supporting.

Figure 16
Constitutional Debt Limit Including Newly Authorized Debt
Constitutional Debt Limit Outstanding Debt g::;?;_‘f:ggnﬁ‘i
As of August 31, 2007 1.45% 1.99%
With newly authorized debrt (excluding 33 billion for transportation) 1.45% 3.21%
With newly authorized debit (including S5 billion for transportation) 1.45% 4.64%
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Projected Debt Issuance

Based on exssting and the new authorizations approved by voters in November 2007 and for which
the approximate timing for issuance is known, approximately $7.06 billion in new, not self-
supporting debt 1s expected to be issued between fiscal years 2008 to 2012. These figures include
authorized but unissued debt but exclude tuition revenue debt. This debt is comprised of the
following items: :

¢ $392.6 milion in GO debt for capital projects for certain state agencies {IPFA);

¢ $95.0 milhion in GO debt for Colonias roadway projects (IPFA);

¢ $1.00 billion in GO debt for capital projects for certain state agencies (IPEA), related to
Proposition 4;

®  53.00 billion 1n GO debt, related to Proposition 12 for transportation projects (['TC);

e $1.50 billion in GO debt, related to Proposition 15 for cancer research (TPFA);

e  $249.5 million in GO bonds for the Texas Water Development Board EDAP sernes;

e 34492 million in GO/Revenue bonds for the Texas Water Development Board WIF series;

*  $326.1 million in GO bonds tor the Texas Water Development Board SP series; and

¢  $52.5 million in GO bonds for Higher Education Fund (HEF) Bonds.

For purposes of this Debt Affordability Study, the debt issuances listed above are included in each
of the ratio analyses.

Ratio 1: Debt-Service as a Percentage of Unrestricted Revenues

Ratio 1 1s calculated by dividing not self-supporting debt-service by unrestricted revenues. This ratio
is a critical determinant of debt capacity because both the ability to generate revenue through
taxatton and to appropriate funds for debt-service ate within the state’s control. State revenues
available to pay debt-setvice are determined by legislatively-determined taxation on such items as
sales, business franchises, fuels, crude ofl production and natural gas producton. The legislature
then appropriates required debt-service based on the amounts needed for both existing and newly
authorized debt.

By setting target and cap limits for Rato 1, the legislature has more realistic benchmarks against
which to weigh the fiscal impact of new bond authorizations. For the purposes of this report,
guideline ratios include a 2 percent target ratio and a 3 percent maximum, or cap. Two percent is
used as the target ratio because not self-supporting debt-service as a percent of unrestricted revenues
has historically been less than 2 percent as shown in Figmre /7. (Neither Figmre 17 not Ratio 1 should
be confused with the Constituttonal Debt Limit calculation. See Appendix H for further discussion
of the Constitutional Debt Limit.)
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Figure 17

Historical Debt-Service as a Percentage of Unrestricted Revenues, Fiscal Years 1998 to 2007
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SOURCE: Texas Bond Review Board.

At the 2 percent target guideline, approximately $228.7 million would be available for additional
debt-service for fiscal year 2008 and up to $571.2 million would be available at the 3 percent cap.
Fignre 18 shows available debt-service capacity by fiscal year from 2008 to 2012.

The required annual debt-service amounts on authorized, issued, unissued and projected not self-
supporting debt from fiscal vears 2008 to 2012 will increase from $456.2 million to $905.3 million
through fiscal 2012. If unrestricted revenues and debt-service appropriations remain stable, debt-
service as a percentage of unrestricted revenues will increase from 1.33 percent to 2.33 percent
during the five-year period of fiscal years 2008 to 2012.

Figure 18
Ratio 1: Debt-Service as a Percentage of Unrestricted Revenues, Fiscal Years 2008 to 2012
Fiscal Year 2008 2009 2010 2011 2012
Projected Unrestricted Revenues 3 33,852837548 |5 353991782476 | S 37341090181 [ S 38892657222 |5 45,388,235065
Not Self-Supporting
Authorized and [ssued Debt s 4193637781 8 121248829 | § 376518764 | 3 3538801900 | 3 326,935,638
Authorized and Unissued Debe 3 3339953713 127,093,396 | S 338,884,366 [ 3 129146826 | S 543,690,624
Projected Debt 3 33881258 6,776,375 | § 16,230,000 | § 26671980 |3 34683302
Totwl Debr Service 3 456131440 | 5 335,118,600 1 8 681,633,030 | S 314623706 | S 905,309 623
Debt Service as a ®» of Unrestricted Revenues
Authonzed and Tssued Debt 1.22% 1.19%% 1.05% 0.96% 0.34%0
plus Authorized and Unissued Debt 1.32%% 1.55%% 1.86% 2101 224
plus Projected 1.33% 1.37%% 191 2.18% 2.33%%
Additonal Debt Service Capacity
Target (2.0%%) S 228719107 | 3 151377259 (3 329383718 (66,433.507) § (127,829.30™
Cap (3.0%%) M 571154380 3 304,625,188 | § 300224072 [ 5 763159345 260,910, 1

SOURCE: Texas Bond Review Board.

[t is important to note that Fime 18 only considers the projected debt-service ratios for not self-
supporting debt for which the state’s general revenue is required for repayment. Figure /9 shows the
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impact on Ratio 1 of the use of general revenue for certain special debt commitments such as nution
revenue bonds (I'RBs) for higher education and the Existing Debt Allotment (EDA) and
Instructional Facilities Allotment (IFA) for public education.

Figure 19
Impact of Special Debt Commitments on Ratio 1, Fiscal Years 2008 to 2012
Scenarig 2008 2009 2010 2011 2012
Debt Service
Annual Debit Serviee 5 156,131,440 | S 355,118,600 | 5 681,633,030 | 3 BUIHG23,706 | 3 003,309,623
with Twnien Revenue Bonds (TRBs) S 01940921 | 3 901,683,293 1 % 33166225 124330051 |8 1214, 459 83~
with TRBs and all special debt commitments 5 14360091148 1.763,261,766 | S 1310310222135 1912827279 |35 1074633, 141
Delyt Service as a Percent of Unrestricted Revenues
Annual Debt Service 1.33% 1.57% LO1" 2A4% 2.33%,
with Tuttion Revenue Bonds (TRBs} 233% 2.536% 2740, 298%, 3.10%y
with [RBs and all spectal debt commumments 4.49%, 1998 307 5.01% 34087
Additionzal Debt Service Capacity
Target (2.0%)
Actual 5 228719107 [ § 151377239 [ 8 329383703 (66,433,507} 8 (127329407}
with Twnon Revenue Bonds (IRBs) 3 (113,780,670} 5 (197605088 § {267 971.,223)) 3 370008001 3 (430, 143,597)
with TRBs and all special debt commitments s B51,1383067)] § (14056,763,908); § (1,095,738.321)) 3 (L 164637 0803 § (1197,155.324)
Cap (3.0%)
Actual 3 37154380 | 5 4,625,188 (5 32240723 T 631593 | 8 260.910,101
with Twhon Revenue Bonds (TR Bs) 3 226800456 | S 134435008 | S 4701476 |5 3802388 | % (37070478)
with TRBs and all special debr commimments 3 (308,703.294| 5 [T ] (738.453,120)] § 790,571.980)| 8 (B08.415.416)

SOURCE: Texas Bond Review Board.

Although the special debt commitments do not count against the Constitutional Debt Limit, they
are paid from general revenue and therefore impact the state’s financial flexibility to meet other
needs. For not self-supporting debt only, Ratio 1 equals 1.33 percent in fiscal year 2008. The ratio
mncreases to 2.33 percent with the addition of tuition revenue bonds, and with the inclusion of all
special debt commiutments (IRBs, ED.\, and IFA), Rato 1 for fiscal year 2008 mncreases to 4.49
percent. (See Appendix F for more information on the impact of special debt commitments.)

Ratio 2: Not Self-Supporting Debt-Service as a Percentage of Budgeted General Revenue
This ratio measures the percentage of the state’s general revenue budgeted for debt-service. This
ratio 1s stmilar to Ratio 1 but is more restrictive because the pool of available general revenue in this
ratto 1s limited to budgeted general revenue which is less than all unrestricted general revenue
available for debt-service. To the extent that the percentage of the budgeted general revenue
reserved for debt-service increases, the state has less financial flexibility for responding to economic
slowdowns, unexpected expenditures or changes in budget priorties for operational or capital
expenditures. Historically, Texas’ not self-supporting debt-service commitment has been less than
1.5 percent of expended general revenues as shown 1 Figure 20.

Texas expended from 1.31 percent in fiscal year 2000 to 1.14 percent m fiscal 2007 of budgeted
general revenue for not self-supporting debt-service. Based on the amounts in the 2008-09 General
Approprations Bill, the current biennium projections are 1.14 percent for fiscal year 2008 and 1.39
percent for fiscal year 2009 including debt-service for authorized and issued, authorized and
unissued as well as projected debt (Figure 20).
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Figure 20
Ratio 2: Debt-Service as a Percentage of Budgeted General Revenue,
Fiscal Years 2000 to 2009
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SOURCE: Texas Bond Review Board.

Ratio 3: Not Self-Supporting Debt to Personal Income

Ratio 3 1s not self-supported debt divided by total personal income and is a strong indicator of 2
governmental borrower’s ability to repay debt obligations by transforming personal income into
governmental revenues through taxation. This ratio plays an important role in determining the
state’s credit ratings.

Figure 21 shows that Texas’ ratio projections range from 0.37 percent in 2008 to 0.69 percent for
fiscal year 2012, Standard and Poor’s considers up to 3 percent to be a low debt burden for this
ratio.

Figure 21
Ratio 3: Not Self-Supporting Debt to Personal Income, Fiscal Years 2008 to 2012
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SOURCE: Texas Bond Review Board.

Ratio 4: Not Self-Supporting Debt per Capita

Ratio 4 15 the amount of not self-supporting debt divided by the state’s population and measures the
dollar amount of debt per person. Like Ratio 3, Ratio 4 plays an important role in determining the
state’s credit rating

Debt Affordability Study — January 2008 Page 14 Chapter 3



The not self-supporting debt per capita is $136.48 in fiscal 2008 and is projected to increase to
$170.32 and $219.53 in fiscal 2009 and 2010, respectively (Figwre 22). Standard & Poot’s considers
less than $1,000 of state debt per capita to be low. Although tax-supported debt per capita and as a
percent of personal mncome at the state level is low, it is important to note that Texas’ local debt
burden 1s relatively higher than other states. Among the ten most populous states, Texas ranks
second in population, ninth in state debt per capita but third in local debt per capita with an overall
rank of sixth for total (state and local) debt per capita. In T'exas, 84 percent of total debrt held is at
the local level.

Figure 22
Ratio 4: Not Self-Supporting Debt per Capita, Fiscal Years 2008 to 2012
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SOURCH: Texas Bond Review Board.

Ratio 5: Rate of Debt Retirement

The rate at which long-term debt is repaid measures the extent to which new debt capacity is created
for future debt issuance. As stated previously, credit rating agencies examine the length of time it
takes for debt to be retired with the expectation that on average, the prncipal amount of debt with a
20-year matunty 1s 25 percent retired in five years and 50 percent retired in 10 years.

The focus of this Debt Affordability Study 1s Texas’ not self-supporting debt. For fiscal years 2007
to 2016, this debt 1s retired at a rate of 71.9 percent, far exceeding the rating agencies' benchmark of
50 percent. This rapid rate of debt retirement is primarily due to the fact that the Texas Public
Finance Authonty (TPIFA), the agency that issues most of the state’s not self-supporting debt
structures general revenue supported debt with level principal payments rather than level debt-
service. When bonds are structured with level principal payments, the principal payments are the
same throughout the amortization pertod. Although annual debt-service will be higher in the earlier
years, it will steadily decline as the bonds are paid off.

In comparison, bonds can be structured with level debt-service payments each fiscal period much
like a home mortgage or car loan. Since the payments are the same in each fiscal period, level debt-
service can be easier for budgeting purposes, and level debt-service is frequently appropriate for
revenue-based financings where project revenues support the debt-service such as low-income
housing or water utilities. However, level debt-service results in a slower repayment of principal in
the early years of the debt and thus more interest is paid over the life of the debt than with the level
principal amortzation structure.
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Approximately 35.1 percent of the principal amount of Texas” self-supporting debt 1s retired i 10
vears, less than the rating agencies’ standard of 50 percent. The slower rate of retirement for self-
supporting debt 1s due in part to the use of level debt-service or other forms of delayed principal
repayment as well as the tssuance of debt with maturities of 30 years or more to match the useful life
of the projects financed such as housing and water development programs.
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Chapter 4 - Comparison to Other States

The use of debt affordability studies and debt capacity models 1s becoming more common,
particulatly by states with a “highest” or “high” credit rating from rating agencies. Of the nine states
that recetve a Aaa rating from Moody’s, five of them — Georgia, Maryland, North Carolina, South
Carolina, and Virginia — use a debt affordability tool. In addition, California, Florida, Kentucky,
Minnesota, New York, Ohio, Oregon, Washington and West Virginia use a debt affordability tool.
Figure 23 provides a comparison of highly-rated states and those that use debt affordability tools.

Figure 23
Comparison of Highly-Rated States and Debt Affordability Usage

State Debt Affordability Moody’s Standard & Fitch

Study? Poor’s

Delaware No Aaa AAA AAA
Georgia Yes Aaa AAA AAA
Marviand Yes Aaa AAA AAA
Missourt No Aaa AdA AAA
North Carolina Yes Aaa AN AAA
Utzh No Aaa AAA AN
Virginia Yes Aaa AAA AAA
Minnesora Yes Aal AAA AAA
South Carolina Yes Aaa AAA AA+
Florida Yes Aal AAA AA+
Vermont No Aaa AAT AA+
Nevada No Aal AA+ AA+
New NMexico No -Aal Not Rated ANt
Ohio Yes Aal AN+ AA+
Tennessee No Aal AA+ AN+
Texas Yes Aal AA AA+

Souvrct: Moody's, Standard & Poor’s and Fitch Ratings.

Moody’s annual State Debt Medians report provides a helpful framewotk to compare Texas’ debt-
burden with other states. This report tracks four major debt measures: net tax-supported debt, gross
tax-supported debt, net tax-supported debt per capita and net tax-supported debt as a percentage of
personal mncome. The measure of gross tax-supported debt 1s mtended to capture the extent to
which a state has indirectly leveraged it resources, providing a more complete view of debt while net
debt is only that debt issued for not self-supporting programs. Moody’s cites these debt-burden
measures as the most commonly used measurements in determining state bond ratings. (The
numbers listed throughout this section for Texas are shghtly different from the calculations in the
DCM due to tuming differences for data available to Moody’s at the time its report was created.)

As shown in Figure 24, compared to peer states based on population, Texas ranks below the median
on all four measures of debt-burden. For net tax-supported debt, Texas ranks seventh with $9.8
billion, compated to the group median of $10.90 billion. For gross tax-supported debt, Texas ranks
seventh with §13.10 billion, compared to the group median of $318.00 billion. For net tax-supported
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debt per capita and net tax-supported debt as a percentage of personal income, Texas 1s lower than
both its peer group and national medians. For net tax-supported debt per capita, Texas ranks tenth
with $415, compared to the group median of $945. For net tax-supported debt as a percentage of
2005 personal income, Texas ranks tenth with 1.3 percent, compared to the group median of 3.0
percent.

Figure 24
State Debt: Texas Compared to Ten Most Populous States, 2007
State Population M(i)udy'f Net Tax—S‘u;‘)ported Gross Tax-.Slfppotted Net Tax-Suppo‘ned g:;;r::;sozpop ro;(t];(;
Credit Rating Debt (billions) Debt (billions) Debt pet Capita petsonal income
California 36,457,549 Al 39.2 1 66.” 1 31,623 1 44 3
Texas 23,507,783 Aal 9.8 7 131 7 415 10 L3 10
New York 19,306,183 Aad 320 2 52.0 2 2,694 ] [ 1
Flarida 18,089 883 Aat 18.3 4 226 4 1020 2 3.1 3
Minois 12831970 Aald 25.4 3 257 3 1976 4 3.3 2
Pennsylvania 12, 10,621 Aal 19.6 6 14.1 6 852 9 24 -
Ohia 11,478,006 Aal 1.2 3 1.3 3 94 8 R 3
Michigan 10,195,643 AaZ o5 v 1Y 5 T4 3 2.2 9
Georgia 9363041 RET 8.6 3 8.6 B al6 3 3 6
North Carolina 8,856,505 Aaa 0.4 10 6.4 10 728 N 24 8
Ten Most Populous Mean $20.92 $24.24 51,195 3.4%
Ten Most Populous Median $10.90 $18.00 $945 3.0%
National Mean $1,101 3.2%
National Median $787 2.4%

SOURCE: Texas Bond Review Board; Maoody’s lnvestors Service;, LS. Census Burea.

For comparson purposes, Fgure 25 provides selected tax-supported debt measures for all fifty
states. Texas’ net tax-supported debt as a percent of 2005 personal income is 1.3 percent, forty-first
among the states and below the national median and mean of 2.4 percent and 3.2 perceat,
respectively. With net tax-supported debt per capita at $415, Texas ranked forty-first and below the
national median of $1,101 and mean of $787.

As of fiscal year 2006 (the latest year for which data are available), Texas local governments had
$127.42 billion 1n debt outstanding which represents a 34.2 percent (or $32.5 billion) increase since
fiscal year 2002. In recent years, the majority of local debt issued has been used for school facilities
(37.4 percent), water-related infrastructure (19.8 percent) and general purpose (18.6 percent).
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Figure 25
Selected Debt Measures by State

Net Tax-Supported Debt
State Moo.d y's as a % of 251?5 Personal Rank Net Tax-Suppo'rt ed Rank
Rating Debt Per Capita
Income

[ lawaii Aa2 10.6% 1 $3,630 3

Massachusetts Aal 9.4%% 2 1,153 1

Connecticut Aal 7.8% 3 3,713 2

New [ersev Aad 7.6%% 4 3317 4

New York Aad 6.7% 3 2,694 5

Mineis Aad 3.53% 6 1,976 7

Delaware aa 5.5%% - 1,998 6

New Mexico Aal 5.3%% 8 1,435 12
Washington Aal 5.1% 9 1.765 8

[.ouisiana A2 1.9% 10 1.204 14
Mississippt Aade 4.9%% 11 1,247 15
Oregon Aad +.6% 12 1,464 11
Rhode Isiand Aad +.6% 13 1,687 9

California Al +.4%% 14 1,623 10
Kentucky Aal* 4.3%% 13 1,204 17
Wisconsin Aad 1.20% 16 1,405 13
West Virginia a3 3.9% - 1,071 19
Mansas Nal- 3.7%% 13 1,218 16
Florida Azl 3.1% 19 1,020 20
Georgia MAaa 3.0% 20 916 23
Ohio Aal 3.0%% 21 974 21
Maryland Aaa 2.8% 22 1,171 18
Alaska Aa2 270% 23 939 22
Pennsylvania Aa2 24% 24 852 24
North Carolisra Aaa 2.4%, 25 728 kE
Utah Naa 2.3% 26 621 32
South Carolina Aaa 3.3% 2” 630 31
Michigan Aald 2,2%% 28 47 26
Minnesota Aal 2.9 29 827 25
Vermont Naa 2.1%% 30 00 28
Indiana Mals 2.1%% 31 037 30
Alabama Aa2 2.0% 32 390 37
Arizona Aald* 2.0% 33 394 33
Missourt Aaa 1.9%% 34 613 33
Maine Aal 1.9%% 35 603 34
Virginia Aaa 1.8% 36 6492 29
Nevada Aal 1.7%% 3" 391 36
Oklahoma Aald 1.5%% 38 450 39
Montana Aal 1.5% 39 434 4
Arkansas Aal 1.4%% 40 370 12
TEXAS Aal 1.3% 41 415 41
New [ampshire A2 1.3% 42 492 38
North Dakora a2t 1.0°% 43 32 34
Colorado NGO~ 0.9%% 44 343 13
South Dakora NGO== 0.8% 15 261 15
Tennessee Aal 0.7%% 16 213 36
[daha Nalt 0.6% 47 137 47
[owa Aal* 0.3%% 18 104 18
Wyoming NGO## 0.3% 19 97 R
Nebraska NGO*r 0.1% 50 24 50}

Mean 3.2% $1L,101
Median 2.4% $787

* Issuer Rating (No GO, Debt)
“ No general obligation debt
Source: Moodi's [nvestors Service, 2007 State Debt Medians.
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[t 1s important to note that states with higher state debt levels may have lower local debt levels and
vice-versa. T'exas’ local debt accounts for 84 percent of the state’s total debt. Among the ten most
populous states, Texas ranks second in population, ninth in state debt per capita but third in local
debt per capita with an overall rank of sixth for total debt per capita.

The most recent data from the U.S. Census Bureau (2004) on state and local debt outstanding shows
that Texas ranks 3 among the then ten most populous state in terms of Local Debt Per Capita, 9”
in State Debt Per Capita and 6" in total State and Local debt Per Capita (Figwre 26). In fiscal 2004,
84.3 percent of Texas’ total state and local debt burden was at the local level. Local debt includes
debt 1ssued by cities, counties, school, hospital and special districts.

Figure 26
Total State and Local Debt Outstanding
Total S1ate and Local Debt State Debt Local Debt
Population | Petr Capita| Amount | Per Capita | Pet Capita | Amount | % of Total { Per Capita | Per Capita | Amount |% of Total} Per Capita

State (thousands)|  Rank | {millions) | Amount Rank (milkicne) Debt Amount Rank {millions) Debt Amount
New York 19231 I 5212338 S1LYT 1 593,710 13.6% 54,963 1 3123.648 56.4%0 $0,413
ineis 12,712 2 1132304 HHE 3 43,720 47.0% 3333 4] 33,578 532.4% 4213
Pennsvhrana 12,394 3 96374 ) 3 23990 2Ty 2087 2 TITR T3 5674
California 33842 +4 269,933 AN 4 1,008 38.3% 2902 3 163927 61.5% 4629
New Jersey 3,635 3 64272 = A0 2 33,770 535.7% 4,119 3 28,302 4150 3,282
TEXAS 22,472 6 146,109 6,497 9 22,926 15.7% 1,020 3 123,084 84,3% 5477
Florida 17,345 - 108,764 0,236 3 23,74} 23.7% 1,481 4 83024 T6.3% 4776
Michugan JTIA IS 3 37,609 3n2 G ROAA 36.4% 2074 - 30,649 63.6%0 3,627
Ohto 11,4310 9 37.89% 3057 - 22,183 18.3%0 193 E 35.715 61.7% 3,119
Gengga ERIE 11 34,348 3.0 in 3,664 249% -2 11 26,184 "5.1% 2056
MEAN $115,737 $6,955 $41,068 35.% $2,340 $74,669 64.9% 54,415

Note: Detail may not add to toral due to rounding,.
Source: US. Census Bureau, State and Local Government Uinances by Level of Government and by State: 2003-2004, the most recent data

availzble.
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Chapter 5 - Conclusion

Senate Bill 1332 has tasked the Texas Bond Review Board to annually complete a Debt Affordability
Study {IDAS). The DAS and its Debt Capacity Model will serve as useful tools to Texas
policymakers, providing a comprehensive approach to evaluating current and proposed debt levels.

For analysis of debt-service as a percentage of unrestricted revenues (Ratio 1), the DAS utilizes a
target of 2 percent and a cap of 3 percent. Although the Legislature has not established specific
target and cap guidelines for this ratio, those targets are based on historically budgeted percentages.

The 80™ Legislature authorized $9.75 billion in additional general obligation debt that was approved
by the voters at the November 2007 general election. Of the $9.75 billion, $9.25 bilhon may be
considered not self suppotting. Based on existing and the new authorizations, approximately $7.06
billion in new, not self-supporting debt is expected to be 1ssued between fiscal years 2008 to 2012
Figure 27 illustrates the impact on the state’s debt-service capacity for both current and projected
debt as measured by Ratios 1-5. '

Figure 27
Summary of Ratios 1 -5
Fiscal Year | 2008 i 2009 2010 2011 2012
RATIO 1: Debt-service as a Percent of Untestticted Revenues
Authorized and Tssued 1.22% 1.19% 1.05% 0.96%e 0.84%%
plus Authorized and Unissued 1.32% 1.35°% 1.86%% 211% 2.24%
plus Projected 1.33% 1.37% 1.91% 2.18% 2.33%
Additional Debt-setvice Capacity
Targert {2°%) S 228,719,107 | S 151,377,259 | S 32938371 S (06433,307)| S (127,829,807)
Cap (3%0) S 371,154,380 | S 504,625,188 | S 39022407218 307,631,593 [S  260910,101
RATIO 2: Not Self-supporting Debt-service as a Percentage of Budgeted General Revenue,
1.14% 1.39%
RATIO 3: Not Self-supporting Debt 1o Personal Income
0.37% 0.45% 0.55% 0.65% 0.69%0
RATIO 4: Not Self-supporting Debt Per Capita
| S 13648 | S 170.3215 2195315 270.13 |3 299.38
RATTO 5: Rate of Retitement (Fiscal Years 2007 - 2016)
Self-supporting Debt: 35.11%
Not Self-supporting Debt: 71.87%

SOURCE: Texas Bond Review Board.
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Appendix A - Methodology and Revenue Forecasting

The core of the Debt Affordability Study is the Debt Capacity Model (DCM) which uses revenue
and debt information to calculate the five debt ratos described in the study. This financial model
provides a platform for economic sensitivity analyses by considering the state’s financial condition,
economic and demographic trends and outstanding debt levels. Local debt was omitted from the
analysis m the DCM.

Economic Assumptions

The DCM contains three separate scenarios of revenue available for debt-service to show the atfect
of economic factors on additional debt capacity. The model uses information and projections for
fiscal years 2008 to 2017 for revenues, personal income and population changes. Scenarto A (base
scenario) uses a 10-year average for revenues available for debt-service (ie., 4.00 percent growth), a
10-year annual average for personal income (1e., 5.99 percent growth) and a 10-year annual average
(i.e.,, 1.78 percent growth) for population change. All the figures listed in this report are based on
Scenatio A.

As described in Fignre A7, Scenario B (positive scenario) reflects a 0.5 percent increase in available
revenues over the base scenario. Total personal income and population change are based on the
highest annual growth in a 10-year period. Scenario C (negative scenario) assumes a (0.5 percent
decrease relative to the base scenatio in revenues available for debt-service. Total personal income
and population change are based on the lowest rates in a 10-year pertod.

Figure Al
Percentage Change in Economic Factors in the Debt Capacity Model

Economic Factor Base Scenario (A) | Positive Scenario (B) | Negative Scenario (C)
Revenues Available for Debt-service 4 4.5 3.5
Total Personal Income 5.99 6.71 5.52
Population Change 1.78 1.96 1.67

Sourci: Texas Bond Review Board.

Using the DCM for economic sensitivity analyses, none of the three scenarios had a material impact
on incremental debt-service capacity. For example, with a 2 percent target, Ratio 1 {debt-service as 2
percentage of unrestricted tevenues) yielded only slight differences among the three scenarios in the
amount of incremental debt-service capacity available for fiscal year 2009.

Revenues Available for Debt-Service

A revenue forecast was required to determine the ratios calculated in the DCM. Table 11 from the
Texcas Comptroller of Public Aceounts 2007 Cash Report was recreated and matched at the revenue object
code level. The Comptroller’s November 2007 revenue estimate was used for fiscal 2008 to 2009. [n
general, estimates for fiscal year 2010 and beyond were based on the estimated average annual
growth rate for each revenue object from 2005 through 2009.

Some exceptions to this method must be noted. For example, cigarette tax revenues were adjusted
to reflect their irregular collections cycle. Natural gas and oil production tax revenues were estimated
using the Comptroller’s forecast for natural gas and oil prices and production. The revenue forecast
does not include tax revenue deposited to the Property Tax Relief Fund because those revenues are
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statutorily dedicated. The estimate assumes that the repeal of the federal estate tax will not be
allowed to expire; as a result, no state inheritance tax revenue 1s included after 2009

Any number of various scenarios can be created by simply varying the forecast assumptions in the

DCM. The model can be rerun at any time when the Comptroller’s office 1SsUes new revenue
updates.
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Appendix B - Texas’ Debt Overview

Currently, eighteen state agencies and institutions of higher education in Texas have authorty to
issue debt (Figwre BI). As the state’s debt oversight agency, the Texas Bond Review Board approves
all state debt issues and lease purchases that have an initial principal amount greater than $250,000
or a term longer than five years unless a state bond issue is specifically exempt. The Texas Public
Finance Authotity (TPFA) is authorized to issue debt on behalf of eighteen state agencies and three
universities as well as for specific projects as authorized by the legislature and thus issues a
significant portion of the state’s not self-supporting debt payable from general revenue. In addition,
the TPFA also administers the state’s Master Lease Purchase Program (MLPP).

Figure B1

State Debt Issuers

Texas Public Finance Authority Texas Tech University System

Texas Department of Transportation The University of North Texas System
Texas Water Development Board Texas State Affordable Housing Corporation
Texas Veterans Land Board (General Land Oftfice) Texas Higher Education Coordinating Board
The Texas A&M University System The University of Texas System

Texas Department of Housing and Community Affairs University of Flouston System

Office of Economic Development and Tourism Texas Woman’s University

Texas State Technical College Svstem Texas Agricultural Finance Authonty

Texas State University System TPFA Charter School Finance Corporation

SOURCE: Texas Bond Review Board

Types of Debt Used by the State of Texas

Municipal bonds are interest-bearing certificates issued by a governmental entity as evidence that a
debt obligation exists, and they specify the bond’s maturity date, interest rate, repayment
(amortization) schedule and the revenue source pledged to make debt-service payments. Interest
earnings on municipal bonds are typically exempt from federal income taxes, and investors will
therefore accept lower interest rates than the rates for taxable bonds such as corporate bonds and
U.S. Treasury bonds. Federal tax law limits the issuance, investment and use of proceeds of tax-
exempt bonds.

General obligation (GO) bonds are legally secured by a constitutional pledge of the first monies
coming into the state treasury that are not constitutionally dedicated for another purpose. GO bonds
must initally be approved by a two-thirds vote of both houses of the legislature and by a majonity of
the voters. After this approval bonds may be issued in installments as determined by the 1ssuing
agency or institution. GO bonds are issued for general government functions such as prisons,
MHNMR ftacilities and parks.

Revenue bonds are legally secured by a specific revenue source(s) and do not require voter approval.
Revenue bonds are typically issued for enterprise activities such as utilities, airports and toll roads.
Lease Revenue or Annual Appropriation Bonds are also revenue bonds.

Commercial Paper (CP) can be secured by the state’s general obligation pledge or by a specified
revenue source. Maturity for CP ranges from 1 to 270 days. As the CP matures, it can be either paid
off or reissued (“rolled over”) at a new interest rate. The interest rate on CP 1s usually considerably
lower than long-term interest rates.
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Tax and Revenue Anticipation Notes (TRANSs) are issued by the Texas Comptroller of Public
Accounts, Treasury Operations to address cash-flow shortages caused by the musmatch in the timing
of revenues and expenditures in the General Revenue Fund. TRANs must be repaid by the end of
the biennium in which they are used, but are usually repaid by the end of each fiscal year. TRAINs
are repaid with tax receipts and other revenues in the General Revenue Fund and must be approved
by the Cash Management Committee that is comptised of the Governor, Lieutenant Governor,
Comptroller of Public Accounts and Speaker of the House as a non-voting member.

Master Lease Purchase Program (MLPP) is a lease revenue-financing program established in
1992 primarily to fiance capital equipment for state agencies as authorized by the Texas
Government Code, §1232.103. The MLPP may also be used to finance other types of projects that
have been specifically authorized by the legislature and approved by the TPFA Board. The financing
vehicle for the MLPP program is a tax-exempt, revenue cominercial paper program.

General Revenue Affect — Self-Supporting vs. Not Self-Supporting Debt

Self-supporting debt 1s repaid with revenues other than general revenue and can be issued as etther
general obligation debt or revenue debt. Examples of self-supporting debt include GO bonds 1ssued
by the Texas Water Development Board that are repaid from loans made to communities for water
and wastewater projects.

Not self-supporting debt is mtended to be repaid with state general revenue and can be tssued as
either general obligation debt or revenue debt. Examples of not self-supporting general obligation
debt include: HEF Bonds, Texas Water Development Board Economically Distressed Areas
Program, State Participation and Water Conservation bonds and certain TPFA bonds. Not self-
supporting revenue bonds include bonds issued for TPFA’s Master Lease Purchase Program, the
Military Facilittes Commission, Parks and Wildlife Improvement and certain TPFA bonds.

Refunding bonds are issued to refinance existing bonds. They may be issued to obtain lower interest
rates, change bond covenants or change repayment schedules (i.e., “restructure” the bonds). Federal
tax law allows only one advance refunding for tax-exempt bonds issued after 1986.

Debt Issued by Universities

Under Chapter 55 of the Texas Education Code, universities may issue revenue bonds or notes to
finance permanent improvements for their institution(s). Most universities have established system-
wide revenue financing (“Revenue Financing Svstem”) programs that pledge all system-wide revenue
except legislative approprations to the repayment of the revenue bonds and notes.

Tuition revenue bonds (IRBs) — In addition to the general authority in Chapter 55 of the Texas
Education Code, the legislature periodically authorizes TRBs for specific mstitutions for specific
projects or purposes. TRBs are revenue bonds issued by the mstitution, equally secured by and
payable from the same pledge for the institution's other revenue bonds. However, historically the
legislature has appropriated general revenue to the institution to offset all or a portion of the debt-
service on the bonds. For the purposes of the DAS, TRB are considered self-supporting debt.

PUF/HEF — The University of Texas and Texas A&M University Systems may issue obligations
backed by mcome of the Permanent University Fund (PUF) in accordance with the Texas
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Constitution, Art. VI, Section 18. The state’s other institutions may issue Higher Education Fund
(HEF) bonds in accordance with the Texas Constitudon, Art. VII, Section 17.

Constitutional Limit on Debt Payable from General Revenue Funds

Article ITI, Section 49-j of the Texas Constitution prohibits the legislature from authorizing
additonal state debt if the annual debt-service in any fiscal year on state debt payable from the
General Revenue Fund exceeds 5 percent of the average of unrestricted general revenue from the
preceding three fiscal yvears. The Constitution also stipulates that state debt pavable from the
General Revenue Fund does not include debt that, although backed by the full faith and credit of
the state, is reasonably expected to be paid from other revenue sources and is not expected to create
a general revenue draw.

As of August 31, 2007, the debt-limit ratio for outstanding debt was 1.45 percent for authorized and
issued bonds. With the inclusion of authorized but unissued debt, the debt-limit ratto was 1.99
percent as defined by the Constitutional Debt Limit.

Bond Issuance Process

The state’s bond issuance process is initiated with the legislature’s authorization of projects or
programs and the authorization to issue bonds through statute or the General Approprations Act.
General obligation bonds must be approved by a two-thirds vote of both houses of the legislature
and by a majority of the voters. The state issuer then develops the capital project and obtains
necessary approval(s) from its board including preliminary authorization of the project, the financing
mechanism {CP, lease-purchase or long-term debt), par amount, method of sale, finance team and
any parameters deemed necessary by the issuer’s governing board.

The financing team typically includes:

1) bond counsel to analyze legal and tax issues and prepare legal and tax opinions;

2) financial advisor to assist with structuring the bond issue, selecting the method of sale,
obtaining bond rating and/or credit enhancement and negotiating the sale with the
underwriter or conducting the bid opening;

3) underwriter to act as a dealer that purchases the new issue of municipal securities for
resale to investors; and

4) disclosure counsel to advise on continuing disclosure requirements,

Ouce the issuer and the finance team have structured the transaction and prepared the legal
documents, the issuer must obtain Bond Review Board approval unless the transaction s an exempt
issue. Upon evaluation of issuance and finance costs, the agency approves the maximum par
amount, cost of issuance and underwriter’s spread per $1,000 for the bond issuance.

The issuer will then proceed with the bond sale as a competitive, negotiated or private placement
sale. After the sale of bonds, the Office of the Attorney General issues an opinion on the legal
issuance of the bonds and approves the bond issue before delivery. The Texas Comptroller of
Public Accounts then registers the bonds and records the sale.

Debt Affordability Study — January 2008 Page 26 Appendix B



Appendix C - Credit Ratings

The three major credit rating agencies for state debt are Moody’s, Standard & Poor’s and Fitch.
Their ratings have a significant impact on interest rates for a given issue and thus the cost of the
financing. Figure C1 provides a summary of the investment grade ratings scale by each agency.

Figure C1
Investment Grade Bond Ratings by Rating Agency
Rating Fitch Moody’s Standard & Poor’s
Highest AAA Aaa AAA
High AAAF Aal AA+
AA AaZ AA
AA- Aal AAN-
Mediutn At Al At
A AZ A
A- A3 A-
Lower medium BBB+ Baal BBB+
BBB Baa2 BBEB
BBB- Baa3 BBB-
Sourar: Fiech Ratings; Moaody’s; Standard and Poor’s.
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Appendix D - Texas’ Debt Outstanding

Figure D1
Total Debt Outstanding, Fiscal Year 2007
Bond and Debt Type 8/31/2007
General Obligation Bonds
Veterans' Land and Housing Bonds 51,845,912
Water Development Bonds $847,905
Economic Development Bank Bonds $45,000
Park Development Bonds 31,805
College Student Loan Bonds 3661,367
Farm and Ranch Security Bonds 30
Texas Agricultural Finance Authority §25,000
Texas Mobility Fund Bonds $3,8860,750
Texas Public Finance Authorry - TNMVRLE £49.595
Total - Self-supporting $7,363,334
Higher Education Constitutional Bonds 958,310
Texas Public Finance Authority Bonds 31,810,644
Park Development Bonds 316,544
Agriculnure Water Conservation Bonds 35,040
Water Development Bonds - EDAP $180,185
Water Development Bonds - State Participation $160,280
Total - Not selt-Supporting $2,231,003
Total - General Obligation Bonds 39,594 337
Non-General Obligation Bonds
PUF - The Texas A&M Universitv Svstem 5409,344
PUF - The University of Texas System $1,062,625
College and University Revenue Bonds 56,305,867
Texas Dept. of Housing and Community Affairs Bonds 52,606,999
Texas State Affordable Housing Corporation $621,887
Texas Small Business 1.D.C. Bonds $99.335
Economic Development Program 38,235
Texas Water Resources Finance Authority Bonds 315,830
College Student Loan Bonds 30
Texas Department of Transportation Bonds - C1'1'S 32,075,063
Texas Workers Compensation Fund Bonds 30
Veterans' Financial Assistarice Bonds 324,444
TPFA Charter School Finance Corporation® $10,380
Texas Workforce Commission Unemp Comp Bonds 3396,060
State Highway Fund 31,689,730
Water Development Board Bonds - State Revolving [und $932,448
Total - Self-suppotting 316,258,257
Texas Public Finance Authority Bonds S$337.,015
TPFA Master Lease Purchase Program 5110800
Texas Military Facilities Commission Bonds $20,150
Parks and Wildlife Improvement Bonds $52,330
Total - Not Self-suppotting $520,295
Total - Non-General Obligation Bonds 516,778,532
Total - Debt Outstanding | $26,372,889

" Includes only debt authorized by the Bond Review Board. Total cutstanding debt for TPFA CSFC as of 08.31.07 was 3120.53

million.
SOURCE: Adapted from the 2007 Annual Report of the Texas Bond Review Board.
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Appendix E - Debt Capacity Model (DCM) Ratios

The information presented in Appendix E focuses on existing and projected debt 1ssuances for not
self-supporting debt. Existing debt consists of both authorized and issued as well as authorized and
unissued debt with a line-item for each in the Ratio analyses.

Faure E1 illustrates Ratio 1 (Debt-Service as a Percentage of Unrestricted Revenues) assuming
current and projected debt levels for fiscal years 2008 to 2012. As discussed in Chapter 4, if no new
debt 1s added to the existing or projected issuances, debt-service as a percentage of unrestricted
revenues will be less than 3 percent - ranging from 1.33 percent in fiscal years 2008 to a high of 2.33
percent in 2012.

The report uses 2 percent as the target and 3 percent as the cap for Ratio . At these levels, state
debt will remain well below the Constitutional Debt Limit of 5 percent. If these guidelines are
maintained and no new debt is authorized, the 2 percent target for Ratio 1 would be exceeded in
2011. Under the proposed 3 percent cap, an additional debt-service capacity of $571.2 mullion to
5$260.9 million would be available during these years.

Figure E1
Ratio 1: Debt-Service as a Percentage of Unrestricted Revenues, Fiscal Years 2008 to 2012
Piscal Year 2008 2009 2010 2011 2012
Projected Unrestricted Revenues S 33852837548 |9 35990782476 (S 373109018118 38892657222 | S 40,388,225,1363
Naot Sclf-supporiing
Authorzed and Issued Debt 3 419,363,778 | 3 121248829 135 376518764 [ S 358,801,900 [ 8 326,935,638
Authorzed and Unissued Lebr 5 33399337 (S 127093396 ; 5 288,884,266 | 5 429,146,826 [ S 543,690,624
Projecred Delat S 3,388,125 | S 6776375 S 16,230,000 [ S 26,674,980 | S 3,083,362
[Total Debi-serviee 5 436,151,440 | S 555,118,600 [ S 681,633,030 [ S 13,623,706 | 8 905,319,623
Debst Service as a "o of Unrestricted Revenues
Authorized and Issued Delst 1.22% 1.19%, 1.05% 096" .84,
pius Authortzed and Unissued Delst 1.32%, 1.553%, 136" 2 224,
plus Projected 1.3 1.57"n 191" 218" 2,33,
dditienal Debr-service Capacity
Target {2.0" ) 3 228719,107 | 8 131,377,259 | 8 3293831 (3 66,453,307y § (127,829,807
Cap {3.070) 3 571,134,380 | 3 504,625,188 | 5 390,2040°70 ) 3 37,631,593 [ S 260,910,101

SOURCE: Texas Bond Review Board.

The DCM provides policymakers with the ability to review the impact on the state’s finances of a
state-bond fianced project or projects of any size. Figmre [I2 shows the impact of new debt
authorizations on Ratio 1. The first scenario assumes a 320 mullion project, and the second scenario
assumes a $250 milion project. For purposes of this analysis, the debt was assumed to be issued in
September of 2008 with first payments in February 2009. The examples also assume a 20-year
repayment term with 6 percent mterest and level principal payments.
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Figure E2
Impact of Additional Debt on Ratio 1

Fiscal Year | 2008 | 2009 2010 2011 2012
Debt-service as a2 Percent of Untestricted Revenues
Actual 1.339% 1.57% 191" 2.18% 2.33%
Wirh $20M Project 1.33% 1.58% 1.91% 2.18"% 2.33%
With 3250M Project 1.33% 1.63%0 1.97% 2249, 2.38%

Additional Debt-service Capacity
Target (2.0%)

Actual S 228719,107 |$§ 151,377,259 |8 32938371 (S (66,453,507)| S (127,829,807)
With $20M Project S 228,719,107 |$ 149,642,250 1S 31,201,471 |$ (68,190,907 $ (129,565,607)
With $250M Project {3 228,719,107 [ $ 129,682,250 [$  11,245071 |$  (88,146,607)| $ (149,521,907)
Cap (3.0%)

Actual $ 571,154,380 | § 504,625,188 [ § 390,224072 | $ 307,631,593 |$ 260,910,101
With $20M Project $ 571,154,380 | S 502,890,188 | § 388,487,172 | S 305,894,193 | § 259,174,301

With $250M Project $ 571,154,380 | $ 482,930,188
SOURCE: T'exas 13ond Review Board.

5

368,530,772 |$ 285938493 |3 239,218,001

The $20 million bond issuance has a small impact on the annual debt-service capacity — less than 0.1
percent over the five-year period. Debt-service for this project reduces annual debt-service capacity
by the amount of debt-service for the $20 million project each vear.

The $250 million authorization for a group of projects would lessen annual debt-service capacity by
$21.7 muillion 1n each fiscal year beginning in 2009, and Ratio 1 would rise from 1.63 percent m fiscal
year 2009 to 2.38 percent in fiscal year 2012, Not Self-Supporting Debt as a Percentage of Budgeted

General Revenue (Ratio 2) would increase slightly from 1.39 percent to 1.44 percent in fiscal year
2009.

Figure 23 tllustrates Ratio 3 (Not Self-Supporting Debt to Personal Income) for fiscal years 2008 to
2012. The three credit rating agencies consider this ratio when determining bond ratings. For fiscal
years 2008 to 2012, Texas will maintain a ratio of not self-supporting to personal income from 0.37
percent in 2008 to 0.69 percent in 2012, This ratio increases by 86 percent over the five-year period
due to projected debt issuances during the period for existing authority and new debt authornzed by
the 80™ Legislature and approved by the voters in November 2007. Even at 0.69 percent, the rating
agencies consider the ratio to be low.

Figure E3.
Ratio 3: Not Self-Supporting Debt to Personal Income, Fiscal Years 2008 to 2012
Fiscal Year 2008 2009 2010 2011 2012
Not Self-Supporting Debt
Beginning Ourstanding $ 2600498748 [ 5 3317905292 (3 42173116383 55310427955 6921632835
Planned [ssuances 953,323,008 1,231,625 000 681,418,000 1.836,094,000 1,362,400,000
Reticements - Existing Debt (273,731,456) (293,421,504 (363,702,106) (259,372,106) (250,282, 106)
Retiterents - New Delit (2,185,000 (38.797,150) (104014737 (186,111,850 (242,136,506)
Ending Outstanding S 3905292 (3 42173106385 3335 |5 6921632833 |5 01614203
Total Personal Income 389.051.,000,000 945 842,000,000 1004 490,000,000 1,064,7 13,000,000 1,125,433,000,000
N8S Debt to Personal Income 037 N45% 1.55% 0.65%u 0.69%

SOURCE: Texas Bond Review Board and Comptroller of Public Accounts.
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The $250 million example mentioned in Ratio 1 also impacts Ratio 3. If the $250 muillion group of
projects is authorized and debt issued in September 2009, the debt to personal income ratio would
increase from 0.45 percent to 0.47 percent in fiscal year 2009 and from 0.69 percent to 0.71 percent

in fiscal 2012.

Figure B4 illustrates Rado 4 {Not Self-Supporting Debt per Capita). Like Ratio 3, this ratio is also
impottant to credit rating agencies. For fiscal years 2008 to 2012, Texas will have a low debt per
capita, ranging from $136.48 in 2008 to $299.38 in fiscal year 2012. The $250 million group of
projects impacts Ratio 4: in fiscal year 2009, debt per capita would rise from $170.32 to §180.09 and
increase to $307.79 1n fiscal 2012

Figure E4
Ratio 4: Not Self-Supporting Debt per Capita, Fiscal Years 2008 to 2012

Fiscal Year 2008 2009 2010 2011 2012
Not Self-supporting Debt Qutstanding $ 3317905292 1% 4217311,638 3 5531,042,795 | § 6,921,652,835 [ 7.801,614,223
Projected Population 24,310,894 24,761,214 25,195,487 25,623,084 26,059,131
Not Self-supporting Debt Per Capira 3 136.48 [ 3 170.32 | 8 21953 | % 27013 | § 299.38
Ratio 4 with $250.0 million project 3 13618 § 180.09 [ 3 22885 % 3700 s 30779

SOURCE: Texas Bond Review Board and Comptroller of Public Accounts.

The $250 million project was structured with level debt-service over the twenty-year term and does
not impact Ratio 5 (rate of debt retirement). For fiscal years 2007 to 2016, the not self-supporting

debt issued for the $250 million project is retired at a rate of 71.9 percent.
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Appendix IF - Debt Capacity Model Ratios and Special Debt Commitments

Two distinet versions of the Debt Capacity Model (IDCM) have been calculated. The first considers
only debt service for not self-supporting debt for which the state is legally obligated. The second
shows the impact of special debt commitments on the DCM ratios. Although not legal obligations
of the state, these commitments require debt service appropriated from general revenue. They
include tuthion revenue bonds for higher education and the existing debt allotment (EDA) and
mstructional facilities allotment (IFA) for public schools. The tables below illustrate the impact of
these special debt commitments and provide policymakers with metrics to review not only the
impact of not self-supporting debt for which the state is legally obligated, but also the impact of
related debt-service obligations that are paid with general revenue.

Description of Special Debt Commitments
Three special debt-service commitments are either reimbursed by, or recetve a contribution from the
state. These obligations include:

Tuition Revenue Bonds (IRB): TRBs are revenue bonds issued by the individual higher education
mstitutions, systems or the Texas Public Finance Authority (on behalf of certain institutions) for
new bulding constructton or renovation. All college and university tevenue bonds are equally
secured by, and payable from a pledge of all ot a portion of certain “revenue funds” as defined in
the Texas Education Code, Chapter 55. Though legally secured through an institution’s tuition and
fee revenue, historically the state has reimbursed the universities for the debt service for these bonds
with general revenue. House Bill 153 passed during the 79 Legislature’s Third Called Session, 2005,
authorized $1.8 billion for TRBs. Debt service was appropriated during the 80™ Legislative Session.

Exssting Debt Allotment (EDAY: In 1999, the legistature added Subchapter B to Chapter 46 of the
Texas Education Code to create the Existing Debt Allotment (EDA). The EDA is similar to the
Instructional Facilittes Allotment (IFA) program in that it provides tax-rate equalization for local
debt-service taxes. The orginal qualification for EDA eligibility was debt “for which the district
levied and collected taxes in the 1998-99 school vear.” In addition, ED.A must be used for debt that
is not recewving IFA funds. In the nitial biennium of operation, the EDA was limited to $0.12 per
$100 of valuation but was raised in 2001 to the current level of $0.29 per $100 of valuation.

EDA funding is shared between state and local resources. State assistance 1s based on the lesser of
actual debt-service or the tax-rate limit established by the restructured school financing efforts of the
79" Legislature. The EDA program operates without applications and has no award cycles. Instead,
the program is based on a statutory definition of eligible debt, presently defined as those debts for
which the first payment was made during the 200405 school year (T'exas Education Code §46.033).
Only general obligation debt is eligible for the program. The projects originally financed by the debt
do not impact eligibility since no restriction to instructional facilities existed.

Instructional Facilities Allotment (IFAY: The Instructional Facilities Allotment (IFA) program was
authorized in House Bill 4 by the 75" Legislature, 1997. The provisions that authorize the IFA
program are incorporated into the Texas Education Code as Chapter 46. The IFA program that
became effective on September 1, 1997, provides assistance to school districts in making debt-
service payments on qualifving bonds and lease-purchase agreements. Districts must make
application to the Texas Education Agency (I'EA) to receive assistance. Bond or lease-purchase
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proceeds must be used for the construction or renovation of an instructtonal facility. A maximum
allotment 1s determined based upon the lesser of annual debt-service payments or $250 per student
in average daily attendance (ADA).

Figure FI shows the expected annual debt-service payments to be made for TRBs, EDA and IFA
assuming no further statutory changes are made to ED.A eligibility or new grants are made to [FA
appropriations

Figure F1
Annual Debt-Service Payments for Special Debt Commitments, Fiscal Years 2008 to 2012
Commitment 2008 2009 2010 2011 2012
Existing Tuition Revenue Bonds | § 145,738,101 {$ 161,527,838 [ § 155489992 [S 153,515,245 [S 152987313
New Tuition Revenue Bonds $ 0 193,053370 (S 185038835 |S 156,193,600 [S 156,191,100 [ S 156,192,900
Lixisting Debt Allotment S 454320792 [§ 499955434 |S 467891335 [ 451122466 [ S 435018792
Instructional Facilities Allotment | S 286,745,401 [ S 361,621,039 | S 349,102,265 §§ 337,374,762 S 325,126,512
Annual Payments Total $ 1,079,859,682 | § 1,208,145,175 | $ 1,128,679,202 | § 1,098,205,584 | § 1,069,327,529

Sorret: Texas Bond Review Board and Legislative Budget Board.

The Texas Legislature has two options if it wishes to assess the impact of these special debt
commitments on the five debt ratios. As shown in the main text of this report, the first option is to
add these items to the total sum of not self-suppotting debt service. This method 1s useful if the
object 1s to assess overall general revenue-supported debt commitments in a comprehensive manner.
Figure 17 demonstrates the impact of the special debt commitments on Rato 1. It should be noted
that TRB are classified as self-supporting revenue debt. Although TRB, EDA and IFA are paid from
general revenue, these commitments do not count against the Constitutional Debt Limit.

'The second option is to establish a Ratio 1 target and cap specifically for special debt commitments.
TRBs provide a good example of how to employ this method, and the information below describes
this option. Appropriated debt-service levels for TRBs have historically remained at less than 0.65
percent of available unrestricted General Revenues and usually have been less than 0.50 percent.

The 80™ Legislature appropriated debt service for both the TRBs authorized by House Bill 153 from
the 79" Legislature’s Third Called Session, 2005, as well as a few additional projects. Figuwe F2
tlustrates the impact of the new authotizations on the already-existing debt service. As a result of
the new authorizations, historical TRB debt service as a percentage of unrestricted General Revenue
nearly doubles from 0.57 percent in fiscal 2007 to 0.99 percent and 0.98 percent for fiscal years 2008
and 2009, respectively.
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Figure F2
Tuition Revenue Bond Payments as a Percentage of Unrestricted General Revenue,
Fiscal Years 2000 to 2009
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Sourct: Texas Bond Review Board.

If target and cap guidelines assumed for Ratio 1 were applied to TRB debt service, historical
approprations data suggest that the legislature could use 0.5 percent as a target and 1.0 percent as a
cap. If these guideline ratios were in place for TRB debt service, the state’s capacity to handle
additional TRB debt 1s significantly reduced at the 2 percent target for Ratio 1 but improves if the
higher cap of 3 percent 1s assumed. Fgwre F3 shows the impact of existing and new 1TRB debt
service using sample target and cap debt capacity guidelines.

Figure F3
Tuition Revenue Bond Payments with Debt-Service Capacity Guidelines,
Fiscal Years 2008 to 2012

2008 2009 2010 2011 2012

Debt Service Commitments

Lixisting Tuition Revenue Bonds s 145,738,111 | 8 161,527858 | § 135,489,992 15335315245 § 152,987 313

New Tuiion Revenue Bonds 3 193033370 | § 185,038,835 | S 136,143,600 156,191,100 § 156,192,900
‘Fotal Debt Service Payments $ 338,791,481 | § 346,566,693 | $ 311,685,602 309,708,356 | § 309,182,225
TRB Annual Debt Service as a % of Unrestricted Revenues

0.99% 10.98" 0 087" .83 0.80" s

Additional Annual Debt Service Capacity

Target (0.5%0) (167,573,844) (109,942,728) (133,040,742 (122,663,795} (114,810,259}

Cap (L0 w) 3643792 0,681,236 45,602,109 64,378,753 79,539,693

SQURCE: Texas Bond Review Board.

Ratio 1 of the DCM can be used to provide various scenarios to assess the impact of increasing ot
decreasing the debt-service capacity for one or a group of special debt commitment items for which
the annual debt service is paid from unrestricted general revenue.
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Appendix G - Texas’ Debt Issuance Policies

Introduction

The 77" Legislature Regular Session, 2001, passed House Bill 2190 requiring the Texas Bond Review
Board to develop and adopt debt issuance guidelines and policies for state issuers to ensure that
state debt 15 prudently managed.

The following policies were created by the Bond Review Board pursuant to the requirements of HB
2190 to standardize the issvance and management of debt issued by the state. The primary objective
of the guidelines is to establish conditions for the use of debt and to create procedures and policies
that minimize the state's debt-service and Issuance costs, retain the highest possible credit rating and
maintain full and complete financial disclosure and reporting. The policies apply to all debt issued by
the state, including leases and any other forms of indebtedness. However, all state issuers, regardless
of the type of debt issued are strongly encouraged to develop, maintain and annually review their
own debt policies based on their unique goals and programs.

Regular, updated debt policies are an important tool to ensure the best use of the state's limnited
resources to provide services to the citizens of Texas and to maintain sound financial management
practices. These policies are guidelines for general use and allow flexibility for issuers to be able to
respond to changing economic conditions.

Senate Bill 1332 of the 80th Legislature, Regular Session, 2007, added a definition of interest rate
management agreements and requires the Board to develop a related policy.

Creditworthiness Objectives

Policy 1: Credit Ratings

The state seeks to maintain the highest possible credit ratings for all categories of short- and long-
term (General Obligation debt that can be achieved without compromising delvery of basic services
and programs and achievement of adopted policy objectives.

The state recognizes that external economic, natural or other events may affect the creditworthiness
of its debt from time to time. Nevertheless, the executive and legislative branches of state
government are committed to ensuring that actions within their control are prudent and necessary to
maintain the creditworthiness objectives of the state.

Policy 2: Financial Disclosure

The state 15 committed to full and complete financial disclosure and to cooperating fully with rating
agencies, mstututional and individual investors, state departments and agencies, other levels of
government and the general public to share clear, comprehensible and accurate financial
information. The state is committed to meeting secondary disclosure requirements on a timely and
comprehensive basts.

Official statements accompanying debt issues, Comprehensive Annual Financial Reports and
continuing disclosute statements will strive to meet the minimum standards (to the extent applicable
to each debt issue) promulgated by regulatory bodies and professional organizations such as the
Securities and Exchange Commission (SEC), Municipal Securities Rulemaking Board (MSRB), the
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Governmental Accounting Standards Board (GASB) and follow Generally Accepted Accounting
Principles (GAAP).

The state Comptroller of Public Accounts, in conjunction with individual issuers shall be responsible
for ongoing disclosure to established state and national information repositories and for maintaming
compliance with disclosure standards promulgated by national regulatory bodies.

Policy 3: Capital Planning

To enhance creditworthiness and prudent financial management, the state will prepare a systematic
capital plan and conduct long-term financial planning. This planning process will involve the co-
operation and coordmnation of data and information among all state agencies and oversight bodies
including the Bond Review Board and the Legislative Budget Board. The result of the planning
process will be a Comprehensive Capital Expenditures Plan prepared by the Bond Review Board
and submitted to the state leadership, pursuant to Senate Bill 1, Article 9, Section 6.38, 77th Regular
Sesston, 2001, This plan will be updated and adjusted periodically as necessary. The plan will be
implemented via the adoption of biennial capital budget items through the Legislative
Appropriations Request process.

Policy 4: Debt Limits
The state will keep outstanding debt within the limits prescribed by the state’s constitution,
specifically Article 3, Section 49-j and at levels consistent with its creditworthiness objectives.

Purposes and Uses of Debt

Policy 5: Capital Financing

Debt will be ssued for a capital project when 1t is an appropriate means to achieve a fair allocation
of costs between current and future beneficiaries or in the case of emergency. Debt should not be
issued to finance operating costs except in the case of short-termn borrowing to meet cash flow
needs.

Policy 6: Asset Life

The state should consider long-term financing for the acquisition, maintenance, replacement or
expanston of physical assets (including land) only if they have a useful life of at least five years. Debt
should be used only to finance capital projects except in case of emergency. State debt should not be
tssued for periods exceeding the useful life or average useful lives of the project or projects to be
tinanced except in the case of an emergency or when it 1s appropriate to achieve a fair allocation of
costs between current and future beneficiaries.

Debt Standards and Structure

Policy 7: Length of Debt

Debt will be structured for the shortest period consistent with a fair allocation of costs to current
and future beneficiaries or users and within applicable federal tax law.

Policy 8: Debt Structure

Debt should be structured to achieve the lowest possible net cost to the state or state issuer, given
market conditions, the nature of the capital project and the nature and type of security provided.
Moreover, to the extent possible, the state 1ssuer will design the repayment of its overall debt so as
to recapture rapidly its credit capacity or the state’s credit capacity for future use.
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Policy 9: Level Principal Debt-Service

A level principal repayment structure should be considered for use for bonds repaid from general
revenues of the state. This structure results in 50 percent of the debt being repaid in 10 years (if
financed for a 20-year term) and creates future capacity for debt-service on additional bond issues. A
level debt-service structure should be reserved for bonds repaid from a dedicated revenue stream f
necessary or appropriate.

Policy 10: Backloading: "Backloading” of debt-service costs will be considered only: (1) when
natural disasters or extraordinary or unanticipated external factors make the short-term cost of the
debt prohibitive; (2) when the benefits dertved from the debt issuance can clearly be demonstrated
to be greater in the future than in the present; (3) when such structuring is beneficial to the issuer's
overall amortization schedule; or (4) when such structuring will allow debt-service to mote closely
match project revenues during the eatly years of the project's operation.

Policy 11: Variable Rate Debt

A state issuer may choose to issue secutities that pay a rate of interest that vares according to a pre-
determined formula or results from a periodic remarketing of the securities, consistent with state law
and covenants of pre-existing bonds.

Variable-rate debt should be converted to fixed rate debt as necessatry to mamtain the
creditworthiness objectives of the state, to meet particular needs of a financing program or to lock in
low fixed-interest rates when advantageous. An issuer should take into account the amount of time
that variable-rate debt has been outstanding when determining the final marturity of the fixed-rate
debt.

Policy 12: Subordinate Debt
A state issuer should issue subordinate debt only 1f it 1s financially beneficial as defined by the issuer
or consistent with creditworthiness objectives.

Policy 13: Derivatives

State issuers should consider the use of derivative products when products meet the specific needs
of a financing program or provide a demonstrated economic benefit to the state that outweighs the
costs and tisks of the transaction. Appropriate public finance professionals, including financial
advisors and legal counsel should be retained to ensute that the state receives fair market value for
the transaction.

Policy 14: Refundings

State issuers should perform periodic reviews of all outstanding debt to determine refunding
opportunities. Refunding should be considered (withun federal tax law constraints) when there is a
net economic benefit of the refunding or the refunding is necessary to elimunate restrictive
covenants essential to operations and management,

Advance refundings for economic savings should be undertaken when a net present value savings of
at least 3 percent of the refunded debt can be achieved. Current refundings that produce a positive
net present value savings may also be considered. Refundings with no savings or negative savings
should not be considered unless there is a compelling public policy objective such as restructuring to
eliminate restrictive bond covenants or to provide additional financial flexibility.
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Policy 151 BANSs

Use of bond anticipation notes (BANs) will be undertaken only if the transaction costs plus interest
on the debt are less than the cost of internal financing or available cash 1s insufficient to meet
working capital requirements.

Policy 16: COPs

Lease Transactions Involving Certificates of Participation (COPs) or Participation Interests (Pls) —~
The Bond Review Board discourages the use of COPs or PIs i lease with option to purchase
(LWOP) transactions. LWOP transactions utilizing COPs and Pls often require higher mterest rates
and are considerably more complex to structure and document with commensurately higher legal
costs than lease-revenue bond issues. In addition, to protect the state’s credit ratings should it later
become desirable to exit the LWOP, such transactions require expensive credit enhancement.
Consequently, unless a unique situation justifies the tssuance of COPs or Pls m an LWOP
transaction, the Bond Review Board does nor consider such transactions to be the most cost-
effective means of financing and recommends issuers utlize lease-revenue bond financings as an
alternative.

Policy 17: Credit Enhancements
Credit enhancement (letters of credit, bond insurance, etc.) may be used but only when net debt-
service on the bonds is reduced by more than the costs of the enhancement.

Debt Administration and Process

Poltcy 18: Investment of Bond Proceeds

Bond proceeds should be invested as part of an mnvestment schedule that reflects the anticipated
need to draw down funds for project purposes. Through careful matching of investment maturity
dates, a state issuer can maximize its return while ensuring the necessary cash flow. Investments waull
be consistent with those authorized by existing state law, federal tax law and by the issuer's
investment policies.

Policy 19: Competitive Sale

Bids should be awarded on a true interest cost basis (1ITC), provided other bidding requirements are
satisfied. For instance, a position in which the issuer deems all bids recetved to be unsatistactory, the
issuer may elect to sell subsequently through a negotiated sale in accordance with its standard
procedures.

Policy 20: Negotated Sale

Negotiated sales of debt should be considered in the following circumstances: (1) when the
complexity of the issue requires specialized expertise; (2), when the negottated sale would result in
substantial savings in titne or money; ot (3) when market conditions are unusually volatile or
uncertain.

Policy 21: Underwriters

For all negotiated sales, underwriters should be required to demonstrate sufficient capitalization and
expetience related to the debt issuance and should be able to show minority and women
participation within their firms.
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Policy 22: HUB Participation

[ssuers are required to make a good faith effort to achieve 33 percent participation by HUB firms in
the underwriting and 1ssuance of debt. Tssuers should also encourage underwriters to make stmilar
good faith efforts i include HUB participation in syadicates for competitive sales.

Policy 23: Bond Counsel

State issuers should retain outside bond counsel for all bond transactions where necessary to market
the bonds. Bonds 1ssued by the state issuers should include a written opinion by bond counsel
affirming that the state issuer is authorized to issue the debt, that the state issuer has met all state
constitutional and statutory requirements necessary for issuance and that the issue is tax-exempt, if
applicable.

Policy 24: Financial Advisor

State 1ssuers should consider retaining an external financial advisor if the issuer does not possess the
expertise for the transaction being considered. The use of a financial advisor for a particular bond
sale should be at the discretion of the issuer on a case-by-case basis.

Policy 25: Compensation for Services
Compensation for bond counsel, underwriters’ counsel, financial advisors and other services should
be reasonable based on the level of services rendered, desired qualifications, expertise, industry
standards and complexity of the issue.

Policy 26: RFP/RFQ Process

State Issuers shall make all final determinations of selection for legal and other services n
accordance with Chapter 1201, Texas Government Code. The determination will be made following
an independent review of responses to requests for proposals (RFPs) or requests for qualifications
(RFQs). The RFPs and RFQs should be reviewed by at least the issuer’s financial professional
charged with debt oversight and/or the agency’s financial advisor.

Policy 27: Arbitrage Compliance
State 1ssuers shall maintain a system of record keeping and reporting to meet the arbitrage rebate
compliance requirements of federal tax code.

Policy 28: Intergenerational Housing
Housing developments that commingle age-restricted units and family units must meet the
definition of intergenerational housing and abide by the Board's policy.

Policy 29: Property Tax Exemption

The Bond Review Board will approve applications for the issuance of bonds to finance multifamily
housing revenue developments for which the organization 1s designated a Community Housing
Development (CHDO) and qualifies for 100 percent property exemption under Section 11.182 of
the Texas Tax Code only if the application includes a payment in Lieu of taxes (PILOT payment) 10
an amount equal to 50 percent of the property taxes that would have been imposed by the applicable
school district for the tax vear for which the exemption applies, payable to the Texas Comptroller of
Public Accounts and submitted to the Comptroller by February 1 of the year following approval of
the project.

Debt Affordability Study — January 2008 Page 39 Appendix G



Appendix H - Constitutional Debt Limit

Article III, Section 49 of the Texas Constitution prohibits the legislature from authorizing
additional state debt if the annual debt-service in any fiscal vear on state debt payable from the
General Revenue Fund exceeds 5 percent of the average of untestricted general revenue from the
preceding three fiscal years. The Constitution also stipulates that state debt payable from the
General Revenue Fund does not include debt that, although backed by the full faith and credit of
the state, 1s reasonably expected to be paid from other revenue sources and is not expected to create
a general revenue draw.

Figure HI shows the Constitutional Debt Limit from fiscal vears 1997 to 2007. The debt-limit ratio
for fiscal 2007 was 1.45 for issued debt. For authorized but unissued debt, the ratio for 2007 was
1.99. The total Constitutional Debt Limit ratio for authorized and issued as well as authorized and
unissued debt-service has ranged from a high of 2.60 percent in fiscal year 1997 to a low of 1.87
percent in fiscal year 2006.

Figure H1
Constitutional Debt Limit as a Percentage of Unrestricted General Revenue
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SOURCE: Texas Bond Review Board.

Constitutional Debt Limit and Ratio 1

Ratio 1 in the Debt Capacity Model resembles the constitutional debt-limit calculation, but the latter
includes certain items that are not included in Ratio 1. The major difference between Ratio 1 and the
constitutional debt-limit ratio 1s the way in which debt-setvice used for the Higher Education Fund
(HEF) bonds is calculated. The constitutional debt-limit calculation requires that the maximum
amount of debt-service available for these bonds 1s included, but in practice less than a quarter of
that debt-service is actually used.

Another difference in the constitutional debt-limit calculation is the omission of debt-service for 10
percent of the Water Development Board, Economically Distressed Areas Program (EDAP) bonds.
Proceeds from the sale of the EDAP bonds are used to makes loans or grants to local governments
ot other political subdivisions of the state for projects involving water conservation, transportation,
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storage and treatment. Up to 90 percent of the bonds can be used for grants, and at least 10 percent
must be used to make loans. For purposes of the Constitutional Debt Limit, the debt-service on the
10 petcent used for loans is assumed to be repaid to the state and is thus omitted from the
calculation,
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