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Executive Summary

The 80" Legislature (2007) passed Senate Bill 1332 that amended the Texas Government Code
Chapter 1231 to require the Texas Bond Review Board in consultation with the Legislative Budget
Board to prepare annually the state’s Debt Affordability Study (DAS).

The DAS provides data on the state’s historical, current and projected levels of not self-supporting
debt. Debt service for not self-supporting debt depends solely on legislative appropriations from the
state’s general revenue fund and thus draws upon the same sources used to finance the operation of
state government. The study’s Debt Capacity Model (DCM) provides financial data from which
policymakers can review the impact of various strategies for not self-supporting debt to determine
acceptable levels of annual debt service and thus prioritize the use of available revenues to meet the
highest priority needs.

With a series of five ratio calculations the DCM assesses the impact on general revenue of the state’s
annual debt-service requirements for current and projected levels of not self-supporting debt over
the next five years. Credit rating agencies examine variations 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
FY2008, Texas had $31.25 billion in total debt outstanding. Of this amount $2.85 billion (9.1%)
consisted of not self-supporting debt while $28.40 billion (90.9%) consisted of self-supporting debt.
The state’s total debt outstanding has increased from $11.79 billion in FY1998 to the current $31.25
billion as of August 31, 2008.

At the end of FY2008, the Constitutional Debt Limit (CDL) calculation was 1.30 percent for
outstanding debt and 4.09 percent for outstanding and authorized but unissued debt. 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. Please note that
the 5 ratios calculated in the DCM are not the same as the Constitutional Debt Limit.

When compared to the nation’s ten most populous states, Texas remains below the median for four
key debt-burden measures calculated by Moody’s. It is important to note that states with higher state
debt levels may have lower local debt levels and vice-versa. In FY2006 local debt accounted for
approximately 85 percent of Texas’ total debt burden. (Local debt includes debt issued by cities,
counties, school, hospital and special districts.) Among the nation’s ten most populous states, Texas
ranks 2™ in population, 10" in state debt per capita but 2™ in local debt per capita with an overall
rank of 5™ for total state and local debt per capita. See Chapter 4 for a discussion of how Texas
compares on state and local debt.
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Recent Changes in the Constitutional Debt Limit and the Five DCM Ratios

The 80" Legislature passed and the general public authorized more than $9.75 billion in new general
obligation debt. Of this amount, $9.25 billion may be considered not self-supporting including $1
billion to finance projects for state agencies, $3 billion to finance cancer center research and $5
billion for transportation projects. The impact of this newly authorized debt on the state’s
Constitutional Debt Limit is illustrated in Figure 1.

Figure 1
Constitutional Debt Limit Including Newly Authorized Debt

el " . Outstanding and

Constitutional Debt Limit Outstanding Debt Authorize dé;)e bt
As of August 31, 2007 1.32% 1.82%
As of August 31, 2008 1.30% 4.09%
As of August 31, 2008 (excluding $5 billion for transportation) 1.30% 2.86%

SOURCE: Texas Bond Review Board.

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 impact of these issuances on
each DCM ratio is depicted in Figures 1 thru 5. Furthermore, an additional $3.50 billion is planned to
be issued from 2013 thru 2017.

Ratio 1: Not Self-Supporting Debt Service as a Percentage of Unrestricted General Revenue
Statute requires the DAS to include a target and cap for Ratio 1, both of which can be adjusted as
requested or as directed by the legislature. Since Texas has historically appropriated less than 2
percent of its unrestricted general revenue for not self-supporting debt service, this study utilizes 2
percent as the target ratio and 3 percent for the maximum (or cap) ratio in its analysis of the key
ratio, Not Self-Supporting Debt Service as a Percentage of Unrestricted General Revenue (Ratio 1).
Figure 2 compares Ratio 1 for fiscal years 2009-2013 as computed for the previous edition of the
DAS in January 2008 and for the current edition of February 2009.

Figure 2
Ratio 1: Not Self-Supporting Debt Service as a Percentage of Unrestricted General Revenue
as Computed in January 2008 and February 2009

2009 2010 2011 2012 2013
anuary 2008 1.33% 1.57% 1.91% 2.18% 2.33%
February 2009 1.58% 1.98% 2.47% 2.64% 2.74%

SOURCE: Legislative Budget Board and Texas Bond Review Board.

Using the 2 percent target guideline, approximately $152.7 million would be available for additional
debt service in fiscal year 2009 and up to $512.9 million would be available at the 3 percent cap level.
While this debt-service capacity is currently below the target guideline, when projected issuances are
added to outstanding and authorized but unissued debt, the 2 percent target will be exceeded by
2011.
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Ratio 2: Not Self-Supporting Debt Service as a Percentage of Budgeted General Revenue
This ratio is similar to Ratio 1 but is more restrictive because the pool of available general revenue in
this ratio is limited to budgeted general revenue, a figure that is less than unrestricted general
revenue available for debt service. Historically, Texas’ not self-supporting debt-service commitment
has been less than 1.5 percent of budgeted general revenue. Figure 3 shows that debt service as a
percentage of budgeted general revenue now exceeds 1.5 percent in fiscal years 2010 and 2011 as a
result of the new bond authorizations passed by the 80" Legislature and approved by voters in
November 2007.

Figure 3
Ratio 2: Not Self-Supporting Debt Service as a Percentage of Budgeted General Revenue as
Computed in January 2008 and February 2009

2009 2010 2011
anuary 2008 1.14% 1.39% 1.39%
February 2009 1.42% 1.74% 2.08%

SOURCE: Legislative Budget Board and Texas Bond Review Board.

Ratio 3: Not Self-Supporting Debt as a Percentage of Personal Income

Ratio 3 is a strong indicator of a 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. (Standard and Poot’s considers up to 3
percent to be a low debt burden for this ratio.) Figure 4 presents not self-supporting debt as a
percentage of personal income.

Figure 4
Ratio 3: Not Self-Supporting Debt as a Percentage of Personal Income as Computed in
January 2008 and February 2009

2009 2010 2011 2012 2013
anuary 2008 0.37% 0.45% 0.55% 0.65% 0.69%
February 2009 0.35% 0.57% 0.71% 0.74% 0.76%

SOURCE: Legislative Budget Board and Texas Bond Review Board.

Ratio 4: Not Self-Supporting Debt per Capita

Ratio 4 measures the dollar amount of not self-supporting debt per person in Texas. Like Ratio 3,
Ratio 4 plays an important role in determining the state’s credit rating. When comparing Texas to a
peer group of the ten most populous states, Moody’s reports that Texas has the lowest debt per
capita (Standard and Poor’s considers $1,000 or less per capital to be a low debt burden). Figure 5
presents not self-supporting debt per capita.

Figure 5
Ratio 4: Not Self-Supporting Debt per Capita as Computed in January 2008 and February
2009

2009 2010 2011 2012 2013
anuary 2008 $ 13648 | $ 170321 § 219531 § 27013 | § 299.38
February 2009 $ 13423 § 22728 $ 29316 $ 321.09| § 343.15

SOURCE: Legislative Budget Board and Texas Bond Review Board.
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Ratio 5: Rate of Debt Retirement
This percentage highlights the rate at which the state’s not self-supporting debt is retired. A high
percentage indicates rapid debt retirement. Rating agencies consider a retirement rate of 50 percent
principal at 10 years to be the average. As shown in Fjgure 6, Texas’ rate of retirement for not self-
supporting debt is higher than the average because most of such debt is issued by the Texas Public
Finance Authority that structures debt service on not self-supporting debt with level principal

payments.

Figure 6

Ratio 5: Rate of Debt Retirement as Computed in January 2008 and February 2009
Not Self-Supporting Self-Supporting

January 2008 71.9% 35.1%

February 2009 71.7% 35.5%

SOURCE: Legislative Budget Board and Texas Bond Review Board.

Other Considerations
To have a full perspective on general revenue debt-service expenditures, policymakers may wish to
review the impact on Ratio 1 of funding special commitments such as tuition revenue bonds, the
Instructional Facilities Allotment and the Existing Debt Allotment discussed in Chapter 3 and

Appendix F.
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Chapter 1 - Introduction

The 80" Legislature (2007) passed Senate Bill 1332 that amended the Texas Government Code
Chapter 1231 to require the Texas Bond Review Board in consultation with the Legislative Budget
Board to prepare annually the state’s Debt Affordability Study (DAS).

The DAS provides data on the state’s historical, current and projected levels of not self-supporting
debt. Debt service for not self-supporting debt depends solely on legislative appropriations from the
state’s general revenue fund and thus draws upon the same sources otherwise used to finance the
operation of state government. The DAS’ Debt Capacity Model (DCM) provides financial data from
which policymakers can review the impact of various strategies for not self-supporting debt to
determine acceptable levels of annual debt service and thus prioritize the state’s available revenues to
meet the highest priority needs.

By use of a series of five ratio calculations, the DCM assesses the impact on general revenue of the
state’s annual debt-service requirements for current and projected levels of not self-supporting debt
over the next five years. Credit rating agencies examine variations 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

As defined in this study, debt affordability is the determination of the state’s capacity for additional
not self-supporting debt, i.e., debt that has a direct impact on state finances because it must be
funded from general revenues. Debt affordability provides an integrated approach that helps manage
and prioritize state debt by analyzing historical, current and projected uses of not self-supporting
debt in conjunction with the financial and economic resources of the state and its long-term capital
needs.

Benefits and Goals of Using a Debt Affordability Study

Other states have used a debt affordability study to assist in managing their overall debt and in
making informed financing decisions to fund long-term capital and program needs. Legislators must
strike a balance between prioritizing those needs and using available revenues for debt service to
fund them. A debt affordability approach assists in maximizing resources for debt financing. The
major benefits of using a debt affordability study include:

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

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

e [Hstablishes a systematic approach to debt management;

e Helps centralize debt management and authorization decisions;

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

e Evaluates the effect of fluctuating revenues on the state’s ability to meet existing debt-service
obligations and to issue new debt;

o Ensures sufficient cash balances and resetrves;
e Provides important data to the credit rating agencies; and
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e Helps achieve the lowest cost financing for taxpayers.

Debt Management in Texas

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

The Constitutional Debt Limit and Projected Debt Issuance

Article III, 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 general
revenue exceeds five percent of the average of unrestricted general revenue from the preceding three
fiscal years. The 80" Legislature authorized more than $9.75 billion in new general obligation (GO)
debt that was approved by the voters in the November 2007 general election. Of this amount, §9.25
billion may be considered not self-supporting with debt service to be paid from general revenue. As
a result the Constitutional Debt Limit (CDL) percentage for FY2008 increased to 4.09 as compared
to 1.82 calculated for FY2007.

It is important to note that the CDL is different from the DCM. The CDL is only one measure of
Texas’ debt burden while the DAS with its DCM is a more practical tool that shows a broader

picture of the state’s debt burden. (See Chapter 3 and Appendix H for more discussion regarding the
CDL)
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Chapter 2 - Current Debt Position of the State

Debt Types

Debt issued by the state of Texas falls into one of two major categories:
® General Obligation (GO) debt — GO debt is legally secured by a constitutional pledge
of the first monies coming into the state treasury that are not constitutionally
dedicated for another purpose. GO debt must be passed by a 2/3 vote of both houses
of the legislature and by a majority of the voters.

e Non-General Obligation (Revenue) debt - Revenue debt is legally secured by a specific
revenue source and does not require voter approval.

State debt is further classified based on its impact on the state’s General Revenue Fund:
p

e Self-Supporting debt is designed to be repaid with revenues other than state general
revenue. Self-supporting debt can be either general obligation debt or revenue debt.

e Not Self-Supporting debt is intended to be repaid with state general revenue. Not
self-supporting debt can be either general obligation debt or revenue debt.

Figure 2.7 illustrates the classifications for state debt and provides program examples for each type.

Figure 2.1

Debt Type and Program Examples

General Revenue

Debt Type Impact 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.

State Debt Currently Outstanding
Figure 2.2 provides detail for the state’s total debt outstanding at August 31, 2008.

Figure 2.2
Current Debt Outstanding
Debt Types Self-Supporting | Not Self-Supporting Total

General Obligation $8,438,645,000 $2,338,733,000 $10,777,378,000

Revenue $19,967,125,000 $509,360,000 $20,476,485,000

Total $28,405,770,000 $2,848,133,000 $31,253,863,000
SOURCE: Texas Bond Review Board.
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Growth in Unrestricted General Revenue Supports Growth in Total Debt Outstanding

The state’s Unrestricted General Revenue increased from $23.8 billion in FY1999 to $36.9 in
FY2008, an increase of 55% over the 10-year period (See Figure 2.8 under Debt-Service
Commitments). Over the same 10-year period, the state’s total debt outstanding increased from
$12.17 billion in FY1999 to $31.25 billion in FY2008, an increase of 157 percent.

From FY1999 to FY2008, GO debt doubled from $5.30 billion to $10.78 billion, an increase of 104
percent most of which occurred in the last four fiscal years. During the same 10-year period, revenue
debt increased from $6.88 billion to $20.48 billion, an increase of 197 percent. Figure 2.3 illustrates
Texas’ debt outstanding during the past 10-year period by debt type.

Figure 2.3
Texas’ Debt Outstanding: Revenue and General Obligation, Fiscal Years 1999 to 2008
$35.0
$30.0
g
= $25.0
=
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:0 $20.0
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B $10.0
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$5.0
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1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008
BREV| $6.9 $7.6 $7.8 | $11.3 | $12.3 | $14.1 | $14.4 | $158 | $16.8 | $20.5
BGO | $53 $5.6 $5.7 $5.8 $5.8 $5.9 $7.0 $7.5 $9.6 | $10.8

SOURCE: Texas Bond Review Board.

As shown in Figure 2.4, self-supporting debt which is repaid with program revenues increased by 223
percent from $8.80 billion in FY1999 to $28.41 billion in FY2008. During the same time period, not
self-supporting debt which is typically repaid with general revenue, actually decreased by 16 percent
from $3.40 billion in FY1999 to $2.85 billion in FY2008. However, given the new authorizations
approved in the November 2007 general election plus the planned issuances in the next fiscal year,
not self-supporting debt is likely to increase in the upcoming fiscal years.
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Figure 2.4
Texas’ Debt Outstanding: Self-Supporting and Not Self-Supporting, Fiscal Years 1999 to
2008
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SOURCE: Texas Bond Review Board.

Self-Supporting Debt

From fiscal years 1999 to 2008, self-supporting debt increased by $19.62 billion or 223 percent. At
fiscal year-end 2008, the state had a total of $28.41 billion in self-supporting debt outstanding. Such
debt is repaid with program revenue and has increased as a percent of total debt outstanding from
72 percent in FY1999 to 91 percent in FY2008. Self-supporting debt includes GO bonds such as
Veterans’ Land and Housing Bonds and revenue bonds such as Permanent University Fund Bonds.

From fiscal years 1999 to 2008, revenue debt averaged 73 percent of all self-supporting debt and
GO debt averaged 27 percent. Consistent with these historical averages, total self-supporting debt
outstanding at fiscal year-end 2008 was comprised of 70 percent revenue debt and 30 percent GO
debt.

A wvariety of programs and areas use self-supporting debt as shown in Figure 2.5. Of the $28.41
billion self-supporting debt outstanding at the end of fiscal year 2008, 50 percent was issued for
business and economic development projects; 28 percent was issued for higher education and an
additional 7 percent for tuition revenue bonds; 14 percent was issued for natural resources and less
than 1 percent was issued for public education.
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Figure 2.5
Self-Supporting Debt Outstanding, Fiscal Year 2008
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SOURCE: Texas Bond Review Board.

The amount for higher education shown in Figure 2.5 reflects $8.00 billion of university revenue
bonds and an additional $2.06 billion in tuition revenue bonds. All college and university revenue
bonds are equally secured by, and payable from a pledge of all or a portion of certain revenue funds
of the applicable system or institution of higher education as defined by Chapter 55, Texas
Education Code. 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 from the state’s General Revenue Fund and currently
comprises 9 percent of the state’s total debt outstanding. Not self-supporting debt includes both
GO and revenue debt. Over the decade ending in FY2008, not self-supporting debt outstanding
declined to $2.85 billion, a decrease of $536.7 million or 16 percent. From FY1999 to FY2008, GO
debt has comprised 79 percent to 82 percent of not self-supporting debt, and during the same
period revenue debt has comprised 21 to 18 percent of not self-supporting debt. At fiscal year-end
2008, the composition was 82 percent GO debt and 18 percent revenue debt.

Texas Public Finance Authority issues most of the state’s not self-supporting debt. This debt is used
to finance projects in a variety of programs and areas. Of the $2.85 billion debt outstanding at the
end of fiscal year 2008, 44 percent was issued for criminal justice and public safety; 16 percent was
issued for general government; 18 percent was issued for natural resources and 7 percent was issued
for health and human services. The remaining was used for higher education (13 percent) and
business and economic development (2 percent). Public education institutions and regulatory
agencies did not account for any of the not self-supporting debt issued in FY2008.
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Figure 2.6
Not Self-Supporting Debt Outstanding, Fiscal Year 2008
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SOURCE: Texas Bond Review Board.

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 issuance of both new-money bonds and refunding bonds from FY1999
to FY2008 has been $3.44 billion. During FY2008, the state issued $4.60 billion in new-money
bonds and $1.54 billion in refunding bonds for a total of $6.14 billion, an increase of 4.6 percent
from FY2007 when $5.87 billion was issued. The current estimate for issuances for FY2009 totals
$9.2 billion with increases largely attributable to capital projects for 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.

With the credit market problems that began in the latter half of calendar 2008, bond issuances
dramatically decreased during the first quarter of fiscal year 2009. Consistent with the market’s flight
to quality, strong underlying ratings became a key factor necessary for a successful bond sale. While
the initial estimate for all issuances for FY2009 is $9.2 billion, the BRB approved $5.3 billion for the
first quarter of FY2009, but actual state debt issuances totaled only $74.2 million.

Debt-Service Commitments

The state’s total annual debt-service payments for both not self-supporting and self-supporting debt
have increased 147 percent over the last decade, rising from $1.24 billion in FY1999 to $3.06 billion
in FY2008. While not self-supporting debt service increased by 20 percent from $354.8 million in
FY1999 to $425.1 million in FY2008, self-supporting debt service increased by 197 percent from
$890.0 million to $2.64 billion over the same 10-year period.
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Figure 2.7 indicates the historical annual debt service for not self-supporting and self-supporting debt
for fiscal years 1999 thru 2008. (Note the scale on the left is for not self-supporting debt while the
scale on the right is for self-supporting debt.) The peak in self-supporting debt service in 2004 is
primarily attributable to the University of Texas’ refunding of over $400 million of Permanent
University Fund Flexible Rate Notes, and the peak in 2008 is attributable to the Department of
Transportation’s refunding of $775 million in Bond Anticipation Notes with long-term TIFIA
bonds on June 1, 2008. The dip in not self-supporting debt in 2004 is attributable to the Texas
Public Finance Authority’s restructuring of approximately $48 million in GO debt service to later
fiscal periods in response to fiscal constraints and decreased debt appropriations by the 78"
Legislature.

Figure 2.7
Historical Annual Debt Service for Fiscal Years 1999 to 2008
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SOURCE: Texas Bond Review Board.

The two curves at the top of Figure 2.8 plot the state’s Unrestricted General Revenue (UGR) (brown
curve) and the 3-year moving average for UGR (green curve) as required by the Constitution to
calculate the Constitutional Debt Limit (CDL). (Note the scale for those curves is on the left side of
the graph.)

The red curve at the bottom of Figure 2.8 plots the maximum amount of UGR available for debt
service under the CDL, i.e., five percent of the moving average of the UGR. The blue curve plots
debt service for outstanding and authorized but unissued not self-supporting debt. (Note the scale
for those curves is on the right side of the graph.) The white space between the red and blue curves
represents available but unused debt-service capacity under the CDL.
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Figure 2.8
Unrestricted General Revenue and Constitutional Debt Limit for Fiscal Years 1999 to
2008
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During the 10-year period from FY1999 to FY2008, UGR increased by 55 percent from $23.78
billion to $36.87 billion, and the maximum amount of UGR available for debt service under the
CDL increased by 184 percent from $511.3 million in FY1999 to $1.45 billion in FY2008. The
change in slope of the Debt Service on Outstanding and Authorized but Unissued Debt curve for
2008 results from increased debt service required for the authorized but unissued not self-
supporting debt approved by the voters in the November 2007 general election.

Rate of Debt Retirement

Credit rating agencies use the rate of principal retirement for not self-supporting debt as a measure
of the state’s ability to create new debt capacity, i.e., faster debt retirement provides incremental debt
capacity in future years. The rating agencies have benchmarked the rate of debt retirement at an
average of 50 percent in 10 years. Nearly 72 percent of the state’s not self-supporting debt will be
retired in 10 years, but only about 36 percent of the state’s self-supporting debt outstanding will be
retired in 10 years. The rate of debt retirement is calculated as Ratio 5 in the DCM. (Refer to the
Chapter 3 for more details.)

State Credit Ratings

The three major rating agencies are Moody’s Investors Service, Standard & Poor’s and Fitch Ratings.
Because ratings from these agencies provide investors with a measure of an issuer’s overall financial
soundness and ability to repay its debt, they have a direct bearing on the interest rate the issuer will
pay on debt issuances. Higher 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 provides a benchmark rate for the state’s revenue debt.

Debt Affordability Study — February 2009 Page 9 Chapter 2



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 Figure 2.9.

Figure 2.9
Factors Affecting State General Obligation Bond Ratings
Economy Finances

Population trends Change in major general revenue sources

Wealth Change in permanent or FTE positions

Economic diversity Spending per capita

Economic stability General fund balances, rainy day fund balance

Infrastructure needs Accounting and financial reporting practices
Tax and revenue administration
Investment practices

Debt Management

Pay-down price for net long-term debt Coherent structure of governance

Net debt per capita Constitutional constraints

Net debt as a percent of personal income Initiatives and referenda

Net debt as a percent of tax valuation Executive branch controls

Annual debt service on net debt as a Mandates to balance budget

percentage of general fund Fund reserve policies

SOURCE: Texas Bond Review Board.

Currently, Texas” GOs receive 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 2.10 provides the state’s current GO bond ratings.

Figure 2.10
State of Texas General Obligation Bond Ratings
Credit Agency Credit | Outlook
Rating
Moody’s Aal Stable
Standard and Poor’s AA Stable
Fitch AA+ Stable

SOURCE: Fitch Ratings; Moody’s; Standard & Poot’s.

Texas is generally perceived as a strong credit in the municipal bond market. As such, the state’s
long-term debt usually trades at interest rates only 5-7 basis points higher than the rates for AAA-
rated states. However, credit rating agencies cite a number of reasons why the state’s general
obligation ratings are unlikely to be upgraded in the near future including: 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 funding and the state’s modest reserve levels
including the Rainy Day Fund and the ease with which that Fund can be accessed.
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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 the 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 (IDCM) computes
five key ratios 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.

Constitutional Debt Limit

Article III, 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, 2008, the Constitutional Debt Limit (CDL) was 1.30 percent for outstanding debt

and 4.09 percent for outstanding and authorized but unissued debt. Appendix H provides further
discussion of the CDL and the historical debt limit calculations from FY1999 through FY2008.

The 80" Legislature authorized more than $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, SJR 65 (Proposition 4) for $1 billion to finance capital projects for state agencies,
SJR 64 (Proposition 12) to finance $5 billion for transportation projects and SJR 20 (Proposition 106)
for $250 million to fund water projects.

The $5 billion for transportation projects (SJR 64 - Proposition 12) will require further legislative
action before the debt is issued. Specific details such as the extent to which 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. The impact of the new, not self-supporting debt on the CDL is shown in
Figure 3.1. (It is important to note that the CDL is not the same as Ratio 1 or Ratio 2 from the
DCM.)

Figure 3.1
Constitutional Debt Limit Including Newly Authorized Debt

Constitutional Debt Limit Outstanding Debt | Outstanding and

Authorized Debt
As of August 31, 2007 1.32% 1.82%
As of August 31, 2008 1.30% 4.09%
As of August 31, 2008 (excluding $5 billion for transportation) 1.30% 2.86%

Source: Texas Bond Review Board.
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Projected Debt Issuance

Based on existing and the new authorizations approved by voters in November 2007 and for which
the approximate timing for issuance is known, approximately $7.61 billion in new, not self-
supporting debt is expected to be issued between fiscal years 2009 to 2013. These figures include
authorized but unissued debt but exclude tuition revenue debt. This debt is comprised of the
following items:

e $4.00 billion in GO debt, related to Proposition 12 for transportation projects (T'TC);

e $1.59 billion in GO debt for capital projects for certain state agencies (TPFA), including
Proposition 4 authorization;

e $1.20 billion in GO debt, related to Proposition 15 for cancer research (TPFA);
e $3306.3 million in GO bonds for the Texas Water Development Board WIF Series;
e $237.0 million in GO bonds for the Texas Water Development Board EDAP Series;

e $195.0 million in GO bonds for the Texas Water Development Board State Participation
Series.

For purposes of this Debt Affordability Study, the debt issuances listed above are included in each
of the ratio analyses. The following possible debt issuances are not included in the ratio analyses:

e In May 2008, the Texas Transportation Commission appointed a volunteer committee (2030
Committee) to assess the states infrastructure and transportation needs. The committee
divided the needs into four sub-categories: Pavement, Bridges, Urban Mobility and Rural
Mobility and Safety. The 2030 Committee identified $313.0 billion as the total investment
needed to preserve and enhance the transportation needs of a growing Texas.

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

Target and cap limits for Ratio 1 provide the legislature with 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 general revenue has
historically been less than 2 percent as shown in Figure 3.2. (Neither Figure 3.2 nor Ratio 1 should be
confused with the CDL calculation. See Appendix H for further discussion of the CDL.)
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