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EXECUTIVE SUMMARY 

 The Economic Stabilization Fund (ESF), also known as the “Rainy Day Fund,” was 

ratified by voters in 1988.  The Texas Constitution designates three sources of transfers into the 

fund:  excess oil tax revenues ("excess" is defined as 75 percent of revenues that exceed the 

amount collected in 1987), excess natural gas tax revenues (see previous definition of "excess"), 

and half of any unencumbered balance left in the General Revenue Fund at the end of the 

biennium. 

 Three legislatures have appropriated funds from the ESF totaling $1,487.3 million, with 

the most recent appropriation totaling $1,260.5 million by the 78th Legislature in fiscal year 

2003.  After a transfer of $595 million on September 3, 2004 and the appropriation out of the 

fund for FY 2005, the balance is projected by the Comptroller of Public Accounts to reach 

$709.4 million by the end of FY 05. 

Summary of Recommendations for the 79th Legislature

1. The Legislature should encourage the growth of the Economic Stabilization Fund to a 
 level that responsibly anticipates the possibility of future emergency needs of the state, 
 allows the state to achieve AAA bond rating status, and does not unnecessarily withhold 
 large balances from the citizens and taxpayers of this state.

PROCEDURAL BACKGROUND

 The Senate Finance Committee was charged with conducting a thorough and detailed 

study of the following issue, including state and federal requirements, and preparing 

recommendations to address problems or issues that are identified.  The Senate Finance 

Committee (the Committee) met in accordance with the following General Budget interim 

charge as follows: 
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 Rainy Day Fund. Track the history of appropriations out of and deposits of 
 revenue into the Texas' rainy day fund. Monitor FY 2004-2005 deposits of 
 revenue to the fund. As needed, make recommendations on how to improve 
 revenue sources and the manner in which the fund can be spent.

The Committee met pursuant to the aforementioned interim charge in a public hearing in 

Austin, Texas, on March 30, 2004, to consider invited testimony provided by the Texas 

Comptroller of Public Accounts Office, and the Texas Legislative Budget Board. The Committee 

solicited public testimony on the interim charge in a public hearing in Austin, Texas, on July 20, 

2004; however, none was provided. 

 The Committee extends its thanks to those who participated in the hearing, and assisted 

with or made presentations before the Committee. 

BACKGROUND

 The Economic Stabilization Fund (ESF) was created by the 70th Legislature and ratified 

by voters in November of 1988.  The proposal added Section 49-g to Article III of the Texas 

Constitution.  The ESF, also known as the “Rainy Day Fund,” is a special fund within the state 

treasury.1

 The ESF is similar to any family's personal savings plan or a company's reserve account.  

The fund is a way to save money when economic times are good.  This stored revenue may be 

used when a fiscal emergency arises or the economy suffers a downturn, such as the situation 

that faced the 78th Legislature in 2003.2

 The ESF is capped at an amount not to exceed ten percent of the total deposits made in 

the previous biennium to General Revenue (GR) excluding investment income, interest income, 

1 Texas Comptroller of Public Accounts, Presentation to the Senate Finance Committee, March 30, 2004. 
2 Texas Comptroller of Public Accounts, Fiscal Notes, January 1999. 
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and amounts borrowed from special funds.3  The ESF balance has never reached this cap (for the 

current biennium, ten percent is approximately $6 billion). 

TRANSFERS INTO AND FROM THE ECONOMIC STABILIZATION FUND

 The Texas Comptroller of Public Accounts (Comptroller) is responsible for making 

transfers into the ESF.  The Comptroller is required to include any estimated transfers in the 

Biennial Revenue Estimate (BRE) prior to the beginning of a legislative session. 

 The following four types of transfers are made to the ESF: 

1. Seventy-five percent of oil production tax revenues in excess of fiscal year (FY) 1987 
levels,

2. Seventy-five percent of natural gas tax revenues in excess of FY 1987 levels, 

3. Fifty percent of unencumbered positive GR balance on the last day of preceding 
biennium, and 

4. Direct legislative appropriations.4

 The fund retains all of its investment earnings.   

Oil Production and Natural Gas Tax Revenues (Severance Taxes) 

 Two types of transfers into the ESF pertain to oil production and natural gas tax revenues.

If the fiscal year's net revenues for either tax exceed the FY 1987 tax collections ($599.8 million 

for natural gas - $531.9 million for oil tax revenue), an amount equal to 75 percent of the excess 

3 Texas Constitution, Article III, Section 49-g (g). 
4 Texas Comptroller of Public Accounts, Presentation to the Senate Finance Committee, March 30, 2004. 
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revenue is transferred to the ESF. 5  These transfers must be made within 90 days of the end of 

each fiscal year. 6

 Twelve separate transfers related to severance tax revenues have been made since FY 

1990; eleven from natural gas tax revenues, and one from oil production tax revenues (see 

Attachment 3). 7

Unencumbered Balance Transfers 

 The third type of transfer that can be made to the ESF is from the unencumbered balance 

of the General Revenue Fund (Fund 0001).  At the end of each biennium, one-half of the 

unencumbered balance in Fund 0001 must be transferred to the ESF within 90 days.8

 The state has historically carried large encumbrances into the next biennium, which have 

completely offset any of the cash balances.  While for the most part, the state keeps financial 

records on a cash basis, the constitution directs that the calculation for purposes of transfers into 

the ESF is to be computed on an accrual basis.  Encumbrances include earned but not yet 

dispersed tax allocations, state agency encumbrances and accounts payables (e.g. August's 

accrued payrolls to be paid in September), and General Revenue Dedicated account balances. 

Attachment A depicts balances in the General Revenue Account (GR Account) at the end of 

each biennium since the creation of the ESF. 

 An unencumbered balance in Fund 0001 has not existed since the end of the 1990-91 

biennium.  Only one transfer in the amount of $20.2 million has been made from the 

5 Texas Comptroller of Public Accounts, Fiscal Notes, January 1999. 
6 Ibid.
7 Texas Comptroller of Public Accounts, Presentation to the Senate Finance Committee, March 30, 2004. 
8 Texas Constitution, Article III, Section 49-g. 
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unencumbered balance in Fund 0001. This transfer occurred in FY 1992 and was the result of an 

unencumbered balance from the 1990-91 biennium. 

Legislative Appropriations 

 The fourth type of transfer to the ESF results from direct appropriation from the 

Legislature.  The Texas Constitution states that "the legislature may appropriate additional 

amounts to the economic stabilization fund."  9

 To date, the Legislature has never made a direct appropriation to the ESF. 

Provisions for Accessing the Fund 

 The constitution provides three ways by which the ESF balances may be accessed 

including 1) by a 3/5 vote in each house to cover a budget deficit in the current biennium,  2) by 

a 3/5 vote in each house to cover estimated revenue decline from biennium to biennium, and 3) 

by a 2/3 vote in each house to appropriate the money for any purpose. 10

Other Provisions Dictating Use and Appropriations of the ESF 

 The Comptroller, in computing the net amount of oil production taxes, is prohibited from 

considering refunds paid as a result of oil overcharge litigation.11  The Comptroller may transfer 

money from the fund to GR to prevent or eliminate a temporary cash deficiency in GR, but must 

return the transferred amount to the fund no later than August 31 of each odd-numbered year.12

9 Texas Constitution, Article III, Section 49-g (f). 
10 Texas Comptroller of Public Accounts, Presentation to the Senate Finance Committee, March 30, 2004. 
11 Texas Constitution, Article , §49-g (d). 
12 Texas Constitution, Article 3, §49-g (j). 
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OTHER LIMITATIONS 

 The Texas Constitution states that the ESF "may not exceed an amount equal to ten 

percent of the total amount, excluding investment income, interest income, and amounts 

borrowed for specials funds, deposited in general revenue during the preceding biennium." 13

There is no provision that requires a minimum cash balance in the ESF.   

 The Comptroller has indicated that a 5 percent cash balance at the end of each biennium 

(GR balance plus ESF) could improve Texas' current bond rating to AAA.  Bond ratings are used 

in determining the amount of interest paid by the state for issuing debt, and subsequently, the 

cost of the debt.  Among the criteria that bond agencies consider when evaluating a state's 

economic stability are the presence of a reserve fund and the size of that fund as a percentage of 

the state's budget. 14

 The actual fund balance of $878.1 million as of September 3, 2004, represents roughly 

1.5 percent of GR appropriations for the 2004-05 biennium. 15   Requiring the state to hold a five 

percent cash balance would require substantially increasing the amount held in reserve to 

approximately $3 billion.  

FUND BALANCES 

 Since the creation of the ESF, $1,504.5 million in transfers and $86.9 million in interest 

have been credited to the ESF.  The last transfer (from natural gas tax revenues) made to the fund 

occurred on September 3, 2004, in the amount of $594.5 million. 16  The chart below gives a 

brief history of deposits to the ESF.  

13 Texas Constitution, Article III, Section 49-g. 
14 House Research Organization, Interim News, March 25, 2002. 
15 Texas Comptroller of Public Accounts, Press Release, September 3, 2004. 

16 Texas Comptroller of Public Accounts, Press Release, September 3, 2004. 
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Economic Stabilization Fund 0599 History

(in millions) 

Fiscal
Year Deposits Interest Expenditures 

Ending
Balance 

              
1990  18.5 0.8 -  19.3 
1991  7.8 1.9 -29 * - 
1992  156.6 6.8 -  163.4 
1993  - 7.4 -119 ** 51.7 
1994  31 3 -56.6 ** 29.1 
1995  - 0.6 -21.5 ** 8.1 
1996  - 0.4 -0.5 ** 8 
1997  - 0.4 -  8.5 
1998  47.5 2.3 -  58.3 
1999  17.9 3.8 -  80 
2000  - 4.7 -  84.7 
2001  103.1 8.7 -  196.5 
2002  685.8 21.6 -  903.9 

2003  83.6 19.4 -446.5 *** 560.5 
2004  352.6 5.5 -553 *** 365.6 

2005 † 594.5 0 -82 *** 878.1 
* Appropriated by the 71st Legislature, Sixth Called Session 
** Appropriated by the 73rd Legislature  

*** Appropriated by the 78th Legislature  
† Actual thru Sep 7, 2004 (FY 05)   

* Source:  Comptroller of Public Accounts 
** See Appendix C for a detailed history of deposits and expenditures from the fund. 
 Three legislatures have appropriated funds from the ESF in four bills, all by two-thirds 

vote.  Total appropriations out of the ESF equal $1,487.3 million, with the most recent 

appropriation totaling $1,260.5 million (by the 78th Legislature in FY 2003).  Appendix B

delineates the legislation and appropriations made by each of the three appropriating legislatures.

 Of the $1,260.5 million appropriated for the 2004 - 2005 biennium, $1,081.5 million has 

been expended through September 7, 2004.  The current unappropriated fund balance is $878.1 

million, as of September 7, 2004. 17

17 Texas Comptroller of Public Accounts, Press Release, September 3, 2004. 



Committee on Senate Finance, Interim Report of the Rainy Day Fund

                                                                       I - 8

FY 2004 - 2005 Appropriations from the ESF * 

Health & Human Services Commission $406,748,606 
Department of Health 6,900,000 
Health & Human Services Commission 26,400,000 
Department of Human Services 6,400,000 
Teacher Retirement System 516,000,000 
Texas Enterprise Fund 295,000,000 
Comptroller Fiscal Program: Payment of Health Care Judgment 3,037,200 
State Commission on Judicial Conduct: Misconduct Proceedings 44,000 

Total $1,260,529,806 

Amount expended thru September 7, 2004 $1,081,500,000 

Remaining appropriations $179,029,806 a

* Source:  Texas Comptroller of Public Accounts 
aOf this amount, $176.0 million will be expended during the rest of fiscal 2005 out of the $516,000,000 appropriated 
to the Teacher Retirement System, for the purpose of funding the TRS - Care retiree health insurance program.   

RECOMMENDATIONS

 The Senate Finance Committee recommends that the 79th Legislature consider taking 

appropriate action to effectuate the following in regard to the ESF. 

1. The Legislature should encourage the growth of the Economic Stabilization Fund to a 
level that responsibly anticipates the possibility of future emergency needs of the state, 
allows the state to achieve AAA bond rating status, and does not unnecessarily withhold 
large balances from the citizens and taxpayers of this state.
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EXECUTIVE SUMMARY 

Texas has charged two state agencies with the responsibility to oversee and review public 

retirement systems in the state.  The Pension Review Board (PRB) is designed to oversee and 

review state and local public retirement systems in Texas.  The Office of the Fire Fighters' 

Pension Commissioner (Commissioner) administers the Texas Local Fire Fighter Retirement Act 

(TLFFRA) and the Texas Statewide Emergency Services Personnel Retirement Act (TSESRA) 

and its respective fund, the Statewide Emergency Services Personnel Retirement Fund (Fund). 

 In order to assess the health of public pensions in the state, the Senate Finance 

Committee, at the direction of the Lieutenant Governor, spoke with representatives of the PRB 

and TSESRA, and representatives of the state's two pension funds, Employees Retirement 

System (ERS) and Teachers Retirement System (TRS).  The overall concerns of the committee 

focused on strengthening and better equipping the agencies tasked with oversight of public 

pensions and on addressing current unfunded actuarial liabilities within the state's funds. 

Summary of Recommendations to the 79th Legislature 

1. The Legislature should consider alternative methods of funding the Pension Review 
Board.

2. The Legislature should consider requiring the Pension Review Board to initiate an 
"early warning" report system to identify troubled plans and to release these reports 
on a regular basis. 

3. The Pension Review Board should receive additional funding to improve the quality 
of the actuarial audit process.   

4. The Legislature should require the Pension Review Board to adopt rules requiring at 
least one member of the board of directors of a pension to have financial experience 
related to the management of pensions. 

5. The Legislature should study alternative methods of funding the Texas Statewide 
Emergency Services Personnel Retirement Act's unfunded liability.  
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6. The Legislature should consider charging Texas Local Fire Fighter Retirement Act 
members a fee to cover the administration and support of the Office of the Fire 
Fighters' Pension Commissioner oversight.  

7. The Legislature should consider a more standardized investment approach for the 
Employees Retirement System. 

8. The Legislature should raise both the state and employee contributions to the 
Employee Retirement System pension plan from the current level of 6 percent to 6.4 
percent. 

9. The Legislature should not extend the early retirement program created by House Bill 
3208 (78th Legislature). 

10. The Legislature should review the impact on the Employees Retirement System of 
increasing the Rule of 80. 

11. The Legislature should review the impact of requiring retire/rehire members of the 
Employee Retirement System to contribute to the pension plan after being rehired. 

12. The Legislature should study the best method to meet the future funding needs of the 
Law Enforcement and Custodial Officer Supplemental Retirement Fund. 

13. The Legislature should consider providing the Teachers Retirement System with the 
flexibility to pursue downside risk protection to protect the pension funds. 

14. The Legislature should increase the state's contribution to the Teachers Retirement 
System pension fund to match the teachers' contribution rate. 

15. The Legislature should review the impact on the Teachers Retirement System of 
increasing the Rule of 80. 

16. The Legislature should review the impact of requiring retire/rehire members of the 
Teachers' Retirement System to contribute to the pension plan after being rehired. 

PROCEDURAL BACKGROUND

 The Senate Finance Committee was charged with conducting a thorough and detailed 

study of the following issues, including state and federal requirements, and preparing 

recommendations to address problems or issues that are identified.  The Senate Finance 

Committee (the Committee) met in accordance with the following General Budget interim 

charge as follows: 
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 Pension Fund Review. Report on the current condition of the state's pension 
 systems, including an analysis of unfunded liabilities. Make recommendations, as 
 necessary, to ensure Texas meets its financial obligations in the future.

 The Committee met pursuant to the aforementioned interim charge in a public hearing in 

Austin, Texas on March 29, 2004, to consider invited testimony provided by the Texas Pension 

Review Board,  the Texas Employees Retirement System, the Texas Teacher Retirement System, 

the Texas Office of the Fire Fighter Pension Commissioner, and the Texas Statewide Emergency 

Services Retirement Fund. The Committee solicited public testimony on the interim charge in a 

public hearing in Austin, Texas on July 20, 2004; however, none was provided. 

 The Committee extends its thanks to those who participated in the hearing, and assisted 

with or made presentations before the Committee.

BACKGROUND

Some important definitions 

Normal cost: "Actuarial cost to fund benefits from date of hire.  Expressed as % of pay = 
present value of benefits divided by present value of anticipate compensation.  Must be 
less than total future contributions if unfunded liability is to be amortized.  Otherwise, 
there must be a funding surplus sufficient to offset contribution rate shortfall."1

Unfunded Actuarial Accrued Liability (UAAL): "the portion of actuarial accrued liability 
(including the present value of benefits being paid to retired members and benefits to be 
paid to future retirees) that exceeds the value of current actuarial assets."2

Smoothing: "Actuarial asset valuation method.  TRS actuarial assets are based on a 5-
year smoothed market, meaning annual investment gains and losses above or below the 

                                           
1 State Pension Review Board, Guide To Public Retirement Systems In Texas: A Comparison of Statutory 
Public Retirement Systems in Texas, March 2004, 
http://www.prb.state.tx.us/pls/reports/primer/primer_2005.pdf, p. 22. [hereinafter "Guide"] (see also 
Appendix A). 

2 Ibid.
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assumed 8% return are recognized over a 5-year period."  ERS actuarial assets are also 
based on a 5-year smoothed market.3

Funding Period: "Number of years required to fund (i.e., pay off, amortize) unfunded 
liability."4

Funding Ratio:  "The actuarial value of assets expressed as a percentage of the actuarial 
accrued liability."5

Public Retirement System: "a continuing, organized program of service retirement, 
disability retirement, or death benefits for officers or employees of the state or a political 
subdivision, or of an agency or instrumentality of the state or a political subdivision, and 
includes the optional retirement program governed by Chapter 830.6

PENSION REVIEW BOARD 

 The Pension Review Board (PRB) was created by the 66th Legislature in 1979 with the 

passage of House Bill 1506.  The PRB is an independent state agency designed to oversee and 

review state and local public retirement systems in Texas, including the Employees Retirement 

System (ERS) and Teachers Retirement System (TRS).  The board is composed of nine 

members.  The Governor of Texas appoints seven members: three persons who have experience 

in the fields of securities investment, pension administration, or pension law and are not 

members or retirees of public retirement systems; one active public retirement system member; 

one retired public system member; one person who has experience in the field of governmental 

finance; and an actuary. The Lieutenant Governor appoints a State Senator, and the Speaker of 

the House appoints a State Representative. 

 Specifically, Section 801.202 of the Texas Government Code charges the PRB with four 

general duties: 

                                           
3 State Pension Review Board, Guide to Pension Terminology, http://www.prb.state.tx.us/tools/.
[herinafter "Terminology"].
4 Ibid.
5 Guide, p. 21 
6 Government Code, § 801.001(2). 
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1. Conducting a continuing review of public retirement systems, compiling and 
comparing information about benefits, creditable service, financing, and administrations 
of systems 

2. Conducting intensive studies of potential or existing problems that threaten the 
actuarial soundness of or inhibit an equitable distribution of benefits in one or more 
public retirement systems 

3. Providing information and technical assistance on pension planning to public 
retirement systems on request 

4. Recommending policies, practices, and legislation to public retirement systems and 
appropriate governmental entities7

 Currently, 382 public retirement systems are registered and report to the PRB.  Of these, 

196 are Total Defined Benefit Plans, and 186 are Total Defined Contribution Plans.8  A 

comparison of statutory public retirement systems in Texas is attached as Appendix A.  The 

retirement systems registered with the PRB serve approximately 1.85 million current and retired 

employees.  The total assets held in trust for public employee retirement exceeds $144.1 billion.9

 The majority of systems in Texas are locally controlled, although state law provides 

administrative guidelines for all systems and direct statutory control of the largest plans.  Local 

systems in Austin, Dallas, Houston, Galveston, and San Antonio are covered by specific state 

laws, while paid and volunteer firefighters throughout Texas belong to local funds operating 

under the Texas Local Fire Fighter Retirement Act (TLFFRA).10

 The 78th Legislature passed H.J.R. 54 proposing a constitutional amendment that would 

apply to public retirement systems other than statewide systems.  Under the resolution, accrued 

benefits could not be reduced or impaired for retirees and active members eligible to retire prior 

to any proposed change in benefits.  If fund balances were insufficient to pay benefits, costs 

                                           
7 Texas State Statutes, Chapter 801, Government Code. 
8 Guide, p. 1.
9 Ibid.
10 Guide, p. 1. 
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would be the responsibility of the political subdivision which is the plan sponsor.11  This 

amendment, Proposition 15 on the September 15, 2003, ballot, passed statewide by an 

overwhelming majority.12  The resolution permitted a political subdivision holding an election in 

May of 2004, by majority vote, to opt out of this requirement.  The cities that opted out of 

Proposition 15 are Denison, Galveston, Houston, Marshall, McAllen, Paris, Port Arthur, and 

Sweetwater.  Texas City held an election, though the measure did not pass. 

PRB Guidelines for Actuarial Soundness

 In reviewing local plans for actuarial soundness, the PRB utilizes the following 

guidelines:

1.  The funding of a pension plan should reflect all plan liabilities and assets. 

2.  The allocation of the normal cost portion of contributions should be level as a percent of 
payroll over all generations of taxpayers. 

3.  Funding of the unfunded actuarial accrued liability should be level or declining as a 
percent of payroll over the amortization period. 

4. Funding should be adequate to cover the normal cost, and to amortize the unfunded 
actuarial accrued liability over a period which should never exceed 40 years, with 25-30 
years being a more preferable target. 

5.  The choice of assumptions should be realistic and reasonable in the aggregate.13

 Although the vast majority of local public pension funds are sound, the PRB is currently 

monitoring the actuarial funding of 17 retirement systems with marginal financing arrangements 

that do not fall within the 40-year amortization schedule recommended by the PRB.  Of those 17 

                                           
11 Legislative Budget Board, Fiscal Note 78th Legislature Regular Session, HJR 54. 
12Texas Secretary of State website, http://www.sos.state.tx.us/elections/forms/enrrpts/2003sep.pdf
accessed, September 3, 2004. 
13 Guide, p. 1. 
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plans, 12 have infinite amortization periods.14  The remaining plans have amortization periods 

ranging between 30 and 72 years.  See also Appendix A, p. 29. 

 Three pension plans are backed by obligated state funds: the Employees Retirement 

System (ERS), the Teachers Retirement System (TRS), and the Texas Statewide Emergency 

Services Personnel Retirement Fund (TSESRA).  All three of these funds have infinite 

amortization periods.  The ERS's actuarial value of assets is $20,036.6 million with an actuarial 

accrued liability of $20,591.8 million.  The TRS has assets of $88,784.0 million with an 

unfunded actuarial liability of $7,953.0 million15, and the TSESRA has assets in excess of $36 

million and unfunded actuarial liabilities of $13.4 million.16

 The Houston Municipal Employees Pension System, with an estimated $2.013 billion 

UAAL, is one of the worst-faring plans in the state, according to the PRB.  In a May 15, 2004, 

election, the system opted out from the constitutional amendment, Proposition 15, barring cities 

from reducing municipal employee pensions.   

 During the Senate Finance Committee hearing, several questions were raised concerning  

noncompliant pension funds, under-funded pension funds and early identification of troubled 

plans.   Although the PRB notifies certain legislative and gubernatorial offices, including the 

Senate Finance Committee, the Pensions and Investments Committee, and the Legislative 

Budget Board regarding major Texas pension issues, disclosures concerning noncompliant 

pension funds and under-funded pension funds are sent only upon request.  This system of 

notification is inadequate for early identification of plans in trouble or those moving in that 

direction.

                                           
14 Guide, p. 29. 
15 Teacher's Retirement System Actuarial Valuation as of August 31, 2004 
16 Texas Statewide Emergency Services Personnel Retirement Fund Actuarial Valuation 
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Concerns

 PRB does not currently have the resources to perform more in-depth reviews of troubled 

plans.  The PRB testified that it faces limitations to the extent of analysis it can perform and the 

level of detail it can provide.  Currently, the PRB has five employees with a fiscal year 2004 

budget of $283,583 and $320,023 in FY 2005.17  The PRB is funded 100% with General 

Revenue (GR).  Providing an actuarial analysis or review of each plan by the PRB would 

necessitate contracting with an outside actuary.  Conducting a special audit or study of a single 

pension plan, according to the PRB, would cost an estimated $20,000 to $50,000 depending on 

the plan and the nature of the review.18  Currently, there are 90 defined benefit pension plans that 

would be candidates for an actuarial audit or review. If the PRB had an actuary on staff, the 

actuary could conduct on-going annual reviews of pension funds. The annual state salary for an 

experienced actuary would range from $93,000 to $150,000. Given the length of time required to 

conduct an actuarial audit, the total number of audits conducted in a given year would be small, 

perhaps ranging from three to five a year. The PRB does maintain a list of enrolled actuaries 

serving public pension plans which is provided to pension funds when requested.

 Actuarial soundness of the many pension plans across the state is of paramount concern.  

If one of these plans was unable to meet its obligations, many Texans could be left without 

adequate funds to see them through their retirement years.  The 90 defined benefit pension plans 

across the state are required to conduct actuarial audits every three years.  The plans are 

responsible for hiring independent firms to conduct the audits.  There is no state-wide 

mechanism to ensure the consistency and quality of these audits. 

                                           
17 Letter from Shari O. Shivers to The Honorable Steve Ogden, April 8, 2004. 
18 Ibid.
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 The membership of pension boards generally consists of members of the pension.  In 

many cases, board members do not have financial backgrounds or experience.  This leaves many 

boards without a board member with the necessary expertise to advise the board on its financial 

decisions.  Pension boards would benefit from a member or members who were able to 

independently evaluate financial information provided to the board and point out any weaknesses 

in the information.  

Recommendations 

1. The Legislature should consider alternative methods of funding the Pension Review Board 
that will allow for a flexible approach to meeting the Board's statutory duty of conducting 
intensive studies of potential or existing problems in troubled plans. 

2. The Legislature should consider requiring the Pension Review Board to initiate an "early 
warning" report system to identify troubled plans and to release these reports on a regular 
basis.

3. The Pension Review Board should receive additional funding to improve the quality of the 
actuarial audit process.  In the past, the PRB has contracted with an actuary for review of the 
audits conducted by private companies; the actuary has identified some problems with those 
audits.

One option is to have an actuary on the PRB staff who would review the audits conducted 
by private companies.   

Another option is to require the PRB to adopt a list of approved actuarial firms.  The 
pension plans would then have to contract with one of those firms for their actuarial 
audits.

4. The Legislature should require the Pension Review Board to adopt rules requiring at least 
one member of the board of directors of a pension to have financial experience related to the 
management of pensions.  The rules should include a procedure by which a board can be 
exempted from the requirement if they are unable to obtain a member with the required 
experience.
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OFFICE OF THE FIREFIGHTERS' PENSION COMMISSIONER 

 The Office of the Fire Fighters' Pension Commissioner (Commissioner) was created in 

1937, and administers two distinct programs: the Texas Local Fire Fighter Retirement Act 

(TLFFRA) and the Texas Statewide Emergency Services Personnel Retirement Act (TSESRA).  

Under TLFFRA, the Commissioner provides investment and legal guidance, administrative 

support, opinions concerning statutes and distributions, audits annual reports, and provides 

training and education programs to the 124 participating departments.  The service is provided to 

pension fund board members and administrators or paid, part-paid and volunteer fire fighters and 

emergency personnel in the State of Texas.  

 The mission of the TSESRA is to provide an actuarially sound, professionally managed 

and administered retirement system for volunteer emergency services personnel.  The 

Commissioner is the administrator of the $37 million Pension Trust Fund consisting of 

appropriated and non-appropriated funding mechanisms.  As the administrator, the 

Commissioner collects contributions from 177 participating departments, invests the proceeds, 

calculates benefits, and issues payments to retirees and their beneficiaries serving a total of 

17,016 members. 

Texas Statewide Emergency Services Personnel Retirement Act 

 The Statewide Emergency Services Personnel Retirement Fund (Fund), administered by 

the Commissioner on behalf of 179 participating communities is actuarially unsound.  As of 

August 31, 2004, the Fund has assets in excess of $36 million and unfunded actuarial liabilities 

of $13.4 million.19  These unfunded liabilities cannot be amortized within 30 years as required by 

                                           
19 Texas Statewide Emergency Services Personnel Retirement Fund Actuarial Valuation. 
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the TSESRA.20  According to the Commissioner, the actuarial liabilities are the result of 

investment losses and increased actuarial liabilities during 2001 and 2002.  To amortize the $13 

million unfunded liabilities within 30 years would require an additional $946,388 in annual 

contributions.  Under TSESRA, the "state shall contribute the sum necessary to make the fund 

actuarially sound each year.  The state's contribution may not exceed the amount of one-third of 

the total of all contributions by governing bodies in one year.  If the state contributes one-third of 

the total contributions of the governing bodies in one year, the fund shall be presumed actuarially 

sound."21  To meet this requirement, the state contribution would be $650,056 per year for the 

next 30 years or a single lump sum contribution of $11.9 million.  Another actuarial valuation is 

scheduled for August 2004. 

 The benefit of the Fund is its cost-effective means for small volunteer departments to 

belong to a professionally managed fund for the benefit of their local volunteer fire and EMS 

personnel.  As administrator of the Fund, the Commissioner collects contributions of 

participating department members, invests the proceeds, calculates benefits, and issues payments 

to retirees and their beneficiaries.  The monthly contribution is $12, and at the age of 55 with 15 

years of qualified service, the member is eligible for a retirement benefit of $72 per month.22  If a 

member is injured on-duty, the member receives at least $300 per month while unable to perform 

his/her duties for the participating department.  On-duty death benefits include a lump-sum 

payment of at least $60,000.  Originally, this death benefit was $5,000; however, in 1983, this 

benefit was increased to $60,000 without an actuarial analysis.  Currently, a proposed rule 

change to reduce the death benefit to $5,000 is published for public comment.  Thus far, at least 

500 comments opposing this change have been received.  The board of trustees is scheduled to 

                                           
20 Article 6243e.3 V.T.C.S. 
21 Ibid. at 6243e.3 sec. 2(d). 
22 Overview of Pension Funding Issues, rec'd 3.29.04 [hereinafter Overview].p. 4. 
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vote on this issue in November of 2004.  According to the Commissioner, reducing the death 

benefit from $60,000 to $5,000 will not produce a significant savings.23

 The actuarial problem of the Fund is compounded by the administrative funding 

demands.  Since 1998, more than $2.4 million has been appropriated from the TSESRA pension 

trust fund for agency administrative operations.  The use of Fund dollars for operations is even 

more egregious when considered in light of the fact that the TLFFRA does not provide any 

funding for operations, and so is essentially supplemented by the TSESRA fund.  Prior to this 

time, the Commissioner's agency operations were fully funded by GR to support the Fund and 

the participating TLFFRA pension funds programs.  In FY 2004, total funds to the 

Commissioner were 21 percent, leaving 79 percent of the agency's operating costs being funded 

solely by the Fund.24

Texas Local Fire Fighter Retirement Act 

 The Texas Local Fire Fighter Retirement Act (TLFFRA) is a program that provides 

educational services and legal guidance to cities that manage their own pensions.  TLFFRA is 

financed by GR and supplemented by the TSESRA fund to pay for daily operations.25

According to the Commissioner, full funding by GR would increase efficiencies and services to 

the fire fighters' participating in this program, eliminating the need for funding from the 

volunteer fire fighters pension fund.26

Recommendations 

1. The Legislature should study alternative methods of funding the Texas Statewide 
Emergency Services Personnel Retirement Act's (TSESRA) unfunded liability to include 

                                           
23 Lisa Ivey Miller, telephone interview, 9.08.2004. 
24 Administrator's Statement, 70th Regular Session, Agency Submission, Version 1, 9.07.2004. 
25 Ibid., p. 2. 
26 Ibid.
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amending TSESRA allowing the Office of the Fire Fighters' Pension Commissioner more 
flexibility to respond to funding issues including changing benefits and explore a secure 
source of funding. 

2. The Legislature should consider charging Texas Local Fire Fighter Retirement Act 
members a fee to cover the administration and support of the Office of the Fire Fighters' 
Pension Commissioner oversight and eliminate funding from Texas Statewide 
Emergency Services Personnel Retirement Act funds. 

EMPLOYEES RETIREMENT SYSTEM 

 The Employees Retirement System of Texas (ERS) membership includes all full-time 

and part-time state agency employees and elected state officials (legislators, district attorneys, 

and statewide elected officials).  Currently, there are 142,163 contributing members, 51,871 non-

contributing members, 58,975 annuitants through service retirement and an $87 million monthly 

annuity payroll.27  The ERS also serves as the administrative and investment body for the Law 

Enforcement and Custodial Officers Supplemental Retirement Fund (LECOSRF) and the 

Judicial Retirement Systems Plans I and II.28

Concerns

 At this time, the amortization period of the ERS fund is infinity.29  The current 

contribution rate is 12 percent of payroll - 6 percent state contribution and 6 percent employee 

contribution, with a normal cost (percent of payroll) of 12.258 percent.  The actuarial value of 

assets is $20,036.6 million with an actuarial accrued liability of $20,591.8 million.30  Factors 

contributing to the current fund status of ERS include FY 2001 and 2002 actuarial investment 

losses of more than 15% each year, thereby offsetting prior investment gains.31  Other 

                                           
27 Employees Retirement System of Texas, Summary of Retirement Plans, presented to the Senate 
Finance Committee, March 29, 2004. [hereinafter "Summary"].
28 See Guide.
29 Guide, p. 4. 
30 Employees Retirement System of Texas, Summary of Actuarial Valuation Results, December 8, 2004
31 Guide, p. 5. 



Committee on Senate Finance, Interim Report on Pension Fund Review

                                                                                       II -  14

contributing factors are benefit improvements in the formula, ad hoc cost of living adjustments 

and 13th checks granted in the last decade.32  In addition, retiree membership grew from 33,210 

to 58,975 over the last 10 years with 8,172 new retirees in FY 2003.  At the same time, active 

membership declined from 153,920 to 142,163, resulting in a ratio of active to retired 

membership decline from 4.6 to 2.4.33  This ratio reflects fewer contributing employees and this 

impact, according to ERS, has been factored in to its projections.  According to ERS, since 1996, 

contributions have been less than the normal cost rate. 

 During the hearing, ERS testified that they employ a conservative financing strategy with 

low risk.34  There was subsequent discussion of exploring alternative investment approaches.35

To address this funding issue, ERS reports, "[i]nvestment returns have improved with a 9.2 

percent return in FY 03 and 26.75 percent return for the year ending February 29, 2004."36  ERS 

utilizes an actuarial smoothing method that recognizes 20 percent of investment losses or gains 

each year.  With this method, according to ERS, it could take several years of investment gains 

above the actuarial assumption for the funded ratio to return to 100 percent.37  The ERS is one of 

three pension plans backed by obligated state funds to provide the necessary funding to achieve 

an unfunded liability period of less than 31 years.38  To achieve an unfunded liability status 

through an increase in state contributions would require 6.83 percent of payroll or $42.6 million 

additional state cost per year.39  Increasing both the state contributions from the current rate of 6 

percent to 6.4 percent would cost $37.8 million per year in All Funds.  Finally, Texas' statute 

prohibits benefit improvement unless the amortization period for the unfunded liability falls 
                                           
32 Ibid.
33 Ibid.
34 Testimony of Sheila W. Beckett before the Senate Finance Committee, March 29, 2004. 
35 Ibid.
36 Summary, p. 18. 
37 Ibid.
38 See discussion of PRB, supra.
39 Summary, p. 19 
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below 31 years.40  To overcome these funding issues, consideration should be given to a more 

standardized investment approach. 

 House Bill 3208 (78th Legislature) sought to reduce payroll costs by providing an early 

retirement incentive to state employees.  Although the bill created a positive impact on GR,  the 

long term impact on ERS is  negative.  The bill expires on September 1, 2005.  

 The Finance Committee has asked ERS to provide the Committee with information about 

how much of a change in the Rule of 80 would be required to help restore the pension fund to an 

amortization period of within 31 years.   

In 2001, the Texas Legislature passed legislation allowing retired pension plan members 

to return to work without reduction in benefits as long as they meet certain criteria.  Under this 

law, retired employees who return to state employment are not required to contribute to the ERS.  

Law Enforcement and Custodial Officer Supplemental Retirement Fund 

 The Law Enforcement and Custodial Officer Supplemental Retirement Fund (LECOSRF) 

has 40,335 contributing members, 19 non-contributing members, 4,029 annuitants through 

service retirement and a $1.9 million annuity monthly payroll.41  A unique feature of the 

LECOSRF is a current contribution rate of zero percent.  The actuarial value of assets is 

$679,242.9 million and an accrued liability of $621,457.3 million. 42  The normal cost (percent of 

payroll) is 1.621 percent, a funded ratio of 109.3 percent and an amortization period of zero.43

 Although the LECOSRF is influenced by the same factors as ERS, the impact has been 

less severe due to the retirement of fewer members.44  There has been no contribution to the 

                                           
40 Ibid., p. 18 
41 Ibid., p. 7. 
42 Employees Retirement System of Texas, Summary of Actuarial Valuation Results, December 8, 2004 
43  Ibid.
44 Summary, p. 9
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LECOSRF since 1993 when, according to ERS, the use of the motor vehicle inspection fee 

revenue was replaced with an actuarial funding method.45 This change was made in response to 

an actuarial analysis and valuation that determined a sufficient asset balance had been 

maintained -- primarily due to favorable investment returns -- to pay the required pension 

obligations from the supplemental fund without contribution from the state.  

 According to ERS, the LECOSRF is estimated to last three fiscal years (through FY 

2006) with zero contribution.46  Thereafter, a need for 1.607 percent of payroll would be required 

for an estimated state cost of $20.3 million per year.47

Recommendations 

1. The Legislature should consider a more standardized investment approach for the 
Employees Retirement System. 

2. The Legislature should raise both the state and employee contributions to the Employee 
Retirement System pension plan from the current level of 6 percent to 6.4 percent. 

3. The Legislature should not extend the early retirement program created by House Bill 
3208 (78th Legislature). 

4. The Legislature should review the impact on the Employees Retirement System of 
increasing the Rule of 80. 

5. The Legislature should review the impact of requiring retire/rehire members of the 
Employee Retirement System to contribute to the pension plan after being rehired. 

6. The Legislature should study the best method to meet the future funding needs of the 
Law Enforcement and Custodial Officer Supplemental Retirement Fund. 

TEACHER RETIREMENT SYSTEM 

 The Teacher Retirement System (TRS) manages a pension trust fund providing 

retirement benefits and death and survivor benefits for retirees of public educational institutions 

                                           
45 Ibid.
46 Ibid., p. 19. 
47 Ibid.
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and their beneficiaries.  There are both member and state contributions.48  The Texas 

Constitution requires a contribution rate of not less than 6 percent and not more than 10 percent 

of the total annual compensation of all members.49  In 1996, the state contribution rate decreased 

from 7.31 percent to 6 percent.50  According to the  August 31, 2004, Actuarial Valuation of 

TRS, the actuarial value of assets is $88,784.0 million with an unfunded actuarial liability of 

$7,953.0 million and an amortization period of infinity.  The PRB also monitors this pension 

trust fund.

Concerns

 Contributing to the infinite amortization period is the current combined contribution rate 

of 12.40 percent with a normal cost (percent of payroll) of 12.46 percent, thereby creating a 

deficit of 0.06 percent.51  According to the  August 31, 2004, Actuarial Valuation of TRS, 

returning to a state contribution rate of 7.31 percent would bring the pension fund to an 

amortization period of within 31 years. Increasing the state contribution from 6 to 7.31 percent 

would cost the state approximately $325 million annually.  TRS estimates that raising the state 

contribution to 6.4 %, which would then match the teacher contribution, would cost the state 

approximately $100 million annually.   

 According to TRS's most recent actuarial valuation, the system's underfunded status has 

increased because of the continued recognition of the investment results during the poor 

investment markets of fiscal years 2001 and 2002.  Even though the system earned an 11.9% 

return on a market value of assets basis for the plan year ending August 31, 2004, the system 

                                           
48 Teacher Retirement System, Status of Pension Fund, presented to the Senate Finance Committee on 
March 29, 2004.  [Hereinafter "Status"].
49 Texas Constitution, Art. XVI, Sec. 67. 
50 Status, p. 3 
51 Ibid., p. 7. 
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experienced a $4.7 billion loss on the actuarial value of assets due to the recognition of prior 

investment losses.  

 The TRS pension fund suffered losses in investment returns of negative 10.6 percent in 

2001 and negative 7.8 percent in 2002.  Prior to that, there were investment returns of 21.1 

percent in 1999 and 14 percent in 2000.52  In 2003, there was a positive investment return of 11.3 

percent and a positive return of 11.9% for 2004.  Downside risk protection may have ensured an 

even 8 percent return.

 The Finance Committee has asked TRS to provide the Committee with information about 

how much of a change in the Rule of 80 would be required to help restore the pension fund to an 

amortization period of within 31 years.  Although the figures will not be available until late 

2004, TRS estimates that increasing the Rule of 80 would have a positive impact on the fund.

In 2001, the Texas Legislature passed legislation allowing retired pension plan members 

to return to work without reduction in benefits as long as they meet certain criteria.  Under this 

law, retired employees who return to state employment are not required to contribute to the TRS. 

Recommendations 

1. The Legislature should consider providing the Teachers Retirement System with the 
flexibility to pursue downside risk protection to protect the pension funds. 

2. The Legislature should increase the state's contribution to the Teachers Retirement 
System pension fund to match the teachers' contribution rate. 

3. The Legislature should review the impact on the Teachers Retirement System of 
increasing the Rule of 80. 

4. The Legislature should review the impact of requiring retire/rehire members of the 
Teachers' Retirement System to contribute to the pension plan after being rehired. 

                                           
52 Status., p. 6. 
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EXECUTIVE SUMMARY

The following report analyzes debt that is assumed, both at a state and local level within 

Texas.  The state portion of debt is broken down into two categories - General Obligation Bonds 

and Revenue Bonds.  Local Debt Bonds are any obligations assumed by a city, county, or 

district, such as school, water, community college, or any other special type.

 There are two agencies that are directly involved.  The role of the Bond Review Board is: 

(1) to approve all state bond issues and lease purchases with an initial amount of greater that 

$250,000 or a term of longer than five years, (2) to collect, analyze and report information on the 

debt of local political subdivisions in Texas, and (3) to administer the state’s private activity 

bond program.  Texas Public Finance Authority issues all debt for the State of Texas, except 

when the bonds are for housing loans, local water projects, or projects at an institution of higher 

education (except for Texas Southern University, Stephen F. Austin University and Midwestern 

State University).    

 Based on evaluations and projections supplied by the Bond Review Board for the years 

of 2001 through 2009, the state will have to closely evaluate its outstanding debt as it considers 

additional requests for bond authority in the upcoming legislative session. 

Summary of Recommendations to the 79th Legislature 

1. The Legislature should require the Texas Bond Review Board, in coordination with the 
Texas Public Finance Authority, to make recommendations regarding actions to improve the 
state’s bond rating.  These recommendations should be reported to the Legislature prior to 
the start of each regular session. 

2. The Legislature should consider requiring the Texas Bond Review Board to collect data on 
the amount of Maintenance and Operation (M&O) tax that is being used to service debt.  The 
Legislature should also clarify M&O tax collection rules to disallow usage for the support of 
lease purchase payments. 
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3. The Legislature should require all Tax Increment Financing boards across Texas to report all 
financial data, including but not limited to principal and interest due on all outstanding debt. 
This information would be required to be delivered to the Texas Bond Review Board in 
addition to the Texas Office of the Attorney General and the Texas Comptroller of Public 
Accounts.

PROCEDURAL BACKGROUND 

The Senate Finance Committee (the Committee) met to discuss the total amount of State 

and Local Debt in a public hearing in Austin, Texas, on March 16, 2004, to consider invited 

testimony provided by the Texas Public Finance Authority, the Texas Bond Review Board, the 

Texas Education Agency, the University of Texas System, the Texas A&M University System, 

and the Texas Legislative Budget Board. The Committee solicited public testimony on the 

interim charge in a public hearing in Austin, Texas, on July 20, 2004; however, none was 

provided.

 The Committee extends its thanks to those who participated in the hearing, and assisted 

with or made presentations before the Committee. 

BACKGROUND

Texas Bond Review Board

 The Texas Bond Review Board (BRB), composed of the Governor, the Lieutenant 

Governor, the Speaker of the House and the Comptroller of Public Accounts, was created in 

1987.  The role of the BRB is: (1) to approve all state bond issues and lease purchases with an 

initial amount of greater that $250,000 or a term of longer than five years, (2) to collect, analyze 
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and report information on the debt of local political subdivisions in Texas, and (3) to administer 

the state’s private activity bond program.1

Texas Public Finance Authority

 The Texas Public Finance Authority (TPFA) issues General Obligation (GO) Bonds and 

Revenue Bonds on behalf of other state agencies, as directed by the Legislature and in 

accordance with its enabling law, Texas Government Code, Chapter 1232.  The State of Texas 

uses various types of debt, including GO bonds, revenue bonds, commercial paper, variable rate 

notes/bonds, tax and revenue anticipation notes (TRANs) and lease purchases.2  TPFA issues all 

debt for the State of Texas, except when the bonds are for housing loans, local water projects, or 

projects at an institution of higher education (except for Texas Southern University, Stephen F. 

Austin University and Midwestern State University).3  Bonds for these projects are issued by 

alternate state agencies, such as the Texas Department of Housing and Community Affairs, the 

Texas Water Development Board and the various state university systems. 

STATE DEBT 

Types of Debt Issued by the State of Texas 

 State bonds can be divided into two categories - General Obligation Bonds and Revenue 

Bonds.  These categories can then be subdivided into Self-Supporting and Not Self-Supporting.  

                                                          
1 Authorization and Issuance of State Bonds: Hearing before the Senate Finance Committee, 78th Tex. Legis., 
Interim (March 16, 2004) (Testimony of Patrick Krishock, Acting Executive Director, Texas Bond Review Board). 
[hereinafter Krishock Testimony] pg.1
2 Authorization and Issuance of State Bonds: Hearing before the Senate Finance Committee, 78th Tex. Legis., 
Interim (March 16, 2004) (Testimony of Kim Edwards, Executive Director, Texas Public Finance Authority). 
[hereinafter Edwards Testimony]
3 Ibid. 



Committee on Senate Finance, Interim Report on State and Local Debt

                                                                                   III -  4

Self-supporting debt is supported by program revenues such as loan repayments.  Bonds that are 

not self-supporting have no means of raising revenue to pay the debt service; GR must be 

appropriated (see Appendix III-30 for a complete listing of state bonds outstanding as of August 

2003: FY2004 Annual Financial Report not yet complete). 

 General Obligation Bonds (GO bonds) pledge the full faith and credit of the state, and so 

require a constitutional amendment in order to be authorized.  GO bonds can also be either self-

supporting or not.  The last GO bond authorization of $850 million of not self-supporting debt 

was approved by voters in 1999.  Of this amount, $358.5 million has been appropriated, but only 

$180.2 million of bond debt has been issued.   

 Revenue bonds or non-GO bonds pledge only a biennial appropriation of lease or rent 

payments, not the full faith and credit of the state.  In a strict legal sense, revenue bonds are not 

considered “debt” because there is no legal obligation for future Legislatures to appropriate the 

lease payments, and therefore, do not require voter approval.4  As a practical matter, however, 

because both GO bonds and Revenue bonds are repaid from general revenue (GR) and because 

the Legislature has historically appropriated lease payments at the same level as GO bonds, 

Revenue bonds carry approximately the same interest rate as GO bonds.5

Revenue bonds are also categorized as either self-supporting or not self-supporting.  

Tuition Revenue Bonds, Workers' Compensation Fund Bonds, and Texas Department of 

Transportation Bonds are some examples of self-supporting revenue bonds that are expected to 

raise revenues enough to pay the debt service.  By nature of being GO debt, the state is 

responsible to repay the bonds if program revenues are ever insufficient to repay the bonds.6

                                                          
4 Information provided by the Texas Public Finance Authority. 
5 Ibid.
6 Information provided by the Texas Bond Review Board. 
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State Debt Outstanding

 According to data collected by the BRB, in fiscal year (FY) 2004, the state’s total bonds 

and notes outstanding increased 9.7% to $20.0 billion, compared to $18.2 billion in FY 2003, 

$17.1 billion in FY 2002 and $13.7 billion in FY 2001.7  During FY 2003, Texas state agencies 

issued an aggregate total of $2.88 billion in debt.  Of this amount, $1.6 billion was new money 

and $1.3 billion was for refunding outstanding bonds.  This represents a 36 percent decrease 

from the $4.51 billion that was issued in FY 2002.8   The new money financing was due 

primarily to the $1.4 billion Unemployment Compensation Revenue transaction to fund the 

repayment of advances made from the Federal Unemployment Trust Funds to the Federal 

Unemployment Trust Fund in 2003. 

 The state's total bonds and notes outstanding continued to grow in FY 2004.  At the close 

of FY 04, the state had $19.95 billion in outstanding bonds.9 In addition, the state will have over 

$12.1 billion in authorized but not yet issued bond authority for FY 2004.  If remaining TRB 

authority of $235.6 million is added, the total remaining authority for this fiscal year is over 

$12.3 billion.10

 Debt service on outstanding state debt in FY 2003 was $1.4 billion.  Of this amount, 

73.96 percent was self-supporting, and the remaining 26.03 percent was non self-supporting.  

Debt service for FY 2004 was $2.4 billion.  Of this amount, $2.1 billion (86 percent) was self-

supported and $331.8 million (13.8 percent) was not self-supported debt.  Debt service for FY 

                                                          

7 Information provided by the Texas Bond Review Board.  December 3, 2004. 
8 Krishock Testimony. 
9 Information provided by the Texas Bond Review Board. December 3, 2004. 
10 Information provided by the Texas Bond Review Board 
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2005-07 is expected to be between $1.78 billion and $2.51 billion per year for existing debt.  

Total debt service for existing debt for FY 2009 and beyond is projected to amount to more than 

$22 billion.11

Higher Education Debt 

 Higher Education has access to two types of debt, as well, 1) Revenue Financing System 

bonds, which can be likened to Revenue Bonds and 2) Permanent University Fund (PUF) or 

Higher Education Fund (HEF) bonds, which are more similar to GO bonds.   

Revenue Financing System Bonds 

Revenue Financing System (RFS) bonds are issued by institutions of higher education in 

accordance with the general laws of the State of Texas, including Chapter 55, Texas Education 

Code, and Chapters 1207 and 1371, Texas Government Code.  For the most part, RFS debt is 

secured by all legally available revenue except for state appropriations in any given Texas 

university system.  Each component of the system pays its own debt.   RFS debt capacity is 

limited at each institution by the availability of revenues sufficient to support the repayment of 

that debt, as required by the master resolution adopted by the board of regents for each university 

system.  Before eligible projects can be financed with RFS bonds, they must be approved by the 

board of regents and the THECB.  RFS bonds (excluding TRBs) have few limitations on the type 

of projects they can be used to finance. 

Tuition Revenue Bonds (TRBs) are considered a type of RFS bond, though TRBs have 

slightly different limitations.  TRBs can only be issued in an amount and for a project specified 

                                                          
11 Debt-Service Requirements of Texas State Bonds by Fiscal Year, (Table 12), Texas Bond Review Board, 2003 
Annual Report. Updated December 3, 2004
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by the Legislature and authorized in Chapter 55 of the Texas Education Code.12  To support these 

bonds, a university or college system is authorized to pledge the tuition income from all of the 

system’s schools.  Statute prevents state appropriations from being used to pay debt service.  In 

FY 2003, TRBs outstanding had increased from $1.43 billion to $1.73 billion in FY 2004.13

Once the Legislature has approved and appropriated funding for a new TRB issuance, a 

university must request project and financing approval from its board of regents.  After approval, 

the project is submitted to the THECB for evaluation.  The THECB reviews the project to 

determine whether the construction, rehabilitation, or repair meets the standards adopted by 

THECB for cost, efficiency, and space use. 

Each university’s criteria differ from THECB’s standards, and no relationship exists other 

than THECB’s consideration of the university’s space needs.  THECB reviews projects after they 

have been authorized by the Legislature and the university’s board of regents and cannot 

overturn legislative authorization.  If requested, THECB can review proposals prior to legislative 

approval.14  The Committee has already requested THECB to review TRB requests prepared for 

the 79th Legislature. 

Historically, legislative practice has been to use general revenue (GR) to reimburse 

institutions for the cost related to debt service.  However, for the FY 04-05 biennium, $260 

million of GR was appropriated to reimburse the interest only portion of debt service.  Given the 

$3.1 billion of requests for TRB authority in the higher education LARs, the Legislature may 

give serious consideration to changing the way it pays debt service for TRBs.  Whether the 

Legislature directs universities to use tuition revenue to pay all or part of the debt service, the 

                                                          
12 Permanent University Funds Bonds: Hearing before the Senate Finance Committee, 78th Tex. Legis., Interim 
(March 16, 2004) (Testimony of Randy Wallace, Vice Chancellor and Controller, and Philip Aldridge, Interim Vice 
Chancellor for Business Affairs, University of Texas System). 
13 Information provided by the Texas Bond Review Board. December 3, 2004. 
14 Tuition Revenue Bond Authorization: Hearing before the Senate Finance Committee, 78th Tex. Legis., Interim 
(March 16, 2004) (Testimony of Greg Owens, Higher Education Analyst, Legislative Budget Board) 
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enormity of the requests makes the discussion of how to share the responsibility for debt service 

with higher education necessary.

PUF and HEF Bonds

 Permanent University Fund (PUF) and Higher Education Fund (HEF) Bonds pledge the 

first revenues to each of the respective funds in order to secure debt for projects that fall within 

similar constitutional limitations.15 16

The issuance of Permanent University Fund (PUF) debt is authorized by the following: 

Article VII, Section 18 of the Texas Constitution; Chapter 1371 Texas Government Code, and 

Section 65.46, Texas Education Code.  All debt issued is also pursuant to the terms of bond 

resolutions approved by the board of regents of the system responsible for issuing the debt.  The 

constitution specifies that the University of Texas System (UT System) may bond up to 20 

percent of the PUF book value.  Likewise, Texas A&M University System is limited to bonding 

up to 10 percent of the PUF book value.  A list of universities eligible for PUF debt is listed on 

Appendix III-151. 

Higher Education Fund (HEF) bonds may only be used for certain constitutional 

purposes, including acquiring land; constructing, equipping and repairing buildings; and, 

acquiring capital equipment, library books and library materials.  HEF bonds may not be used for 

student housing, intercollegiate athletics, or auxiliary enterprises.  The Texas Constitution allows 

the governing board of each HEF eligible institution to issue HEF backed bonds (see Appendix 

III-151 for list of institutions).  The constitution requires that HEF bond debt service be paid 

solely out of the HEF allocation, and not from the “Permanent HEF” corpus (approximately $2 

billion).  GR cannot be used to service HEF bond debt.  The Texas Constitution also requires that 

                                                          
15 Texas Constitution, Article VII, Section 18.  Texas Government Code, Chapter 1371.  Texas Education Code, 
Section 65.46. 
16 Texas Constitution, Article VII, Section 17.   
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HEF backed bonds mature in ten years or less from their issuance dates.  The constitution limits 

HEF eligible institutions to using no more than 50 percent of their respective HEF allocations for 

HEF debt service. 

 HEF backed bonds were last utilized as a financing tool in 1997.   This drop-off in usage 

can be attributed primarily to the numerous constitutional limitations placed on HEF backed 

bonds, and the resulting uncertainty of the eligible institutions in knowing what funds will be 

available to service the debt.  

UT System 

 The UT System has $3.1 billion in total debt outstanding.  Of this amount, $987 million 

is PUF debt, and $2.1 billion is RFS debt, which includes $568 million in TRB debt.  UT System 

is RFS debt requires $230 million per year in debt service.  The UT System is allocated 20 

percent of the cost value capacity of the PUF, currently $1.5 billion.  The UT System currently 

has outstanding PUF debt equal to 16 percent of PUF capacity, or $1 billion, primarily in 20-year 

bonds.  These funds are restricted to educational and general expenditures and do not include 

auxiliary expenditures.17

Texas A&M System

 The TAMUS has $1.15 billion in total debt outstanding.  Of this amount, $850 million is 

RFS debt, and $307 million is PUF debt.  The TAMUS can bond up to 10 percent of the value of 

the PUF, currently $740 million.  Furthermore, RFS capacity is $1 billion.  The TAMUS debt 

service on RFS debt amounts to $120-130 million per year.   

                                                          
17 Hearing Regarding U.T. System Debt Programs: Hearing before the Senate Finance Committee, 78th Tex. Legis., 
Interim (March 16, 2004) 
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Texas’ Bond Rating

 Texas is currently rated Aa1/AA/AA+ respectively by the three major bond rating 

agencies: Moody’s, Standard and Poor’s, and Fitch IBCA.  Ratings are based on four factors: 

economy, financial condition, debt burden and general management practices.  It is important to 

note that all but one of these factors, the economy, are controllable.  The ability to influence the 

other factors provides an opportunity to improve the state’s rating if the necessary actions are 

taken, but at a potentially significant cost.18

 Regardless of the cost of certain actions related to improving the state's bond rating, the 

adoption of a general debt management plan would benefit Texas.  In general, this process would 

involve three steps:  1) develop a state long term capital planning (e.g. 5 year capital budgets), 2) 

use the capital plan to conduct a debt affordability study or plan (i.e. project future debt issuance 

to meet capital budget needs, and factor in existing debt service), and 3) incorporate the long 

term plan into the operating budget of the state.  The State of Florida currently has an effective 

model (See Appendix III-152). 

 Texas’ rating was downgraded in 1987 because of the economic downturn related to oil 

and gas issues, but has since been upgraded to Aa1 by Moody’s in 1999.  Texas’ rating has 

remained constant since that time, during which other states have seen changes in their ratings.  

In fact, during the period between August 2002 to July 2003, seven states (California, 

Connecticut, Illinois, Minnesota, New York, Oregon, and West Virginia) have seen their ratings 

decreased by one or more of the rating agencies, and only one state (Louisiana) has seen its 

rating increased.  This trend continued in FY 2003, as eight states were downgraded (California, 

Maine, Michigan, New Hampshire, New Jersey, Oregon, Washington and Wisconsin) and only 

one was upgraded (Louisiana).  It is important, however, to note that despite increases over the 

                                                          
18 Edwards Testimony. 
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last two fiscal years in their rating, the State of Louisiana still has the lowest GO bond rating in 

the nation.

 During the budget writing process of the 78th Regular Legislative Session, it was 

determined that debt service on existing debt required $50 million more GR than the amount 

available.  As a result, $50 million of existing GR debt was restructured by issuing $50 million 

of "refunding" bonds, and the proceeds were used to pay a portion of the October 1, 2003, 

principal payment (this reduced the FY 2004 debt service appropriation by $50 million).  The 

$50 million in refunding bonds will be repaid in FY 2006 through FY 2011 at a cost of about $9 

million to $10 million per year.  Furthermore, all new debt issued from March 2003 through the 

2004-05 fiscal biennium was structured as "interest only," which will require principal payments 

to start in FY 2006.19  While these tactics are considered acceptable given the small proportion of 

debt involved compared to the overall amount of outstanding state debt, if used frequently, use of 

these tools could negatively impact Texas’ bond rating. 

 According to recent information provided by the BRB, one of the major factors that 

rating agencies are considering when analyzing Texas’ bond rating is the state’s continued 

population increase and the resulting increased need for operating and capital spending in 

essential service areas such as education, criminal justice, transportation, water development and 

environmental protection.  Reportedly, ratings agencies will also be closely monitoring the 

actions of the Legislature in regard to public school finance reform and internet taxation.  

Improved economic conditions and the resulting increase in tax collections and cash reserves 

would all benefit the state’s credit ratings. 

 The BRB is not aware of any current proposed changes to Texas’ bond rating.  Research 

conducted by TPFA indicates that the interest rate on AAA rated bonds is approximately three to 

                                                          
19 Information provided by the Texas Public Finance Authority 
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seven basis points (0.03% to 0.07%) lower than on bonds with an AA 1 or AA+ rating.  Using 

recent interest rates, the savings over the life of a 20-year, $100 million bond would be 

approximately $735,000 (or about $36,750 per year) for an AAA rated bond compared to Texas’ 

current rating.  It is important to remember that while a rating change would apply to all of the 

state’s outstanding GO bonds, it would not affect the debt service owed on outstanding debt.  A 

rating change would only affect the interest rate of bonds issued after the change.20

LOCAL DEBT 

 At the time of the 2000 U.S. Census, compared to the ten most populous states, Texas 

ranked third highest in local debt (behind New York and Pennsylvania) with a total of $3,826 per 

capita, amounting to a total local debt burden of over $95 billion.21  This debt burden had 

increased to $102.6 billion.22  Local government debt includes debt issued by cities, counties, 

school districts, water districts, community college districts and other special districts.  Texas 

taxpayers' high per capita local debt burden can be attributed to the fact that there is less 

centralized debt issuance in Texas.  Historically, Texas has allowed local governments to issue 

debt on their own behalf.  As a result, each local entity has its own individual bond rating.  The 

BRB compiles a database of all local government ratings as determined by the various rating 

agencies (see Appendix III-173). 

 During the discussion of local debt at the hearing, the question of how Maintenance and 

Operation (M&O) tax collections are being used to service local debt issued by school districts 

was raised.  If it is assumed that M&O tax collections are used to pay both M&O debt service 

and lease purchase payments, the BRB estimates FY 2003 M&O debt service to be nearly $159 
                                                          
20 Memo from Kim Edwards to Senate Finance Committee,  March 26, 2004. 
21 Krishock Testimony; Source cited for data in handout: U.S. Census Bureau, State and Local Government 
Finances by Level of Government and by State: 1999-2000.
22 Information provided by Texas Bond Review Board.  December 3, 2004. 
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million.  This includes over $49 million for lease purchase payments and approximately $109.4 

million for payments on M&O debt.  These figures are derived from the actual debt-service 

schedules as submitted by the school districts.  Compared to statewide M&O collections for FY 

2003 of approximately $14.4 billion, this amounts to 1.1 percent of total M&O collections used 

to service local debt issued by school districts. 

 There is uncertainty regarding the extent to which school districts are using M&O tax 

collections for lease purchase payments.  Districts are restricted from dedicating M&O tax 

collections for the support of lease purchase payments.  Instead, they are required to use only 

“surplus” funds in their General Fund.  There is currently no statewide reporting that identifies 

the source of these “surplus” funds, which could be miscellaneous revenue from local or other 

sources, or leftover M&O revenue that was not explicitly dedicated for lease purchase but is 

available for that purpose. 

Permanent School Fund Bond Guarantee Program

 The Texas Permanent School Fund (PSF) was created with a $2,000,000 appropriation by 

the Legislature in 1854 expressly for the benefit of the public schools of Texas.  The market 

value of fund has since grown to over $19.5 billion as of September 30, 2004.23

 The PSF Bond Guarantee Program assures that bonds authorized by voters in school 

districts receive an enhanced credit rating equivalent to that of the PSF – currently AAA.  To 

participate in the bond guarantee program, districts must apply to the Texas Education Agency 

(TEA) at least 15 days before the sale of the bonds and the Commissioner of Education must 

approve the sale.  The application requires a $1,000 application fee.  The commissioner’s review 

of an application includes a review of the district’s financial status and stability.  Few districts 

                                                          
23 Information provided by the Texas Education Agency 
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are denied the backing of the guarantee program (estimated at two to three districts per year), due 

to the fact that few districts are in a financial situation, such as financial exigency, that would 

disqualify the district from being eligible for the guarantee.24

   Districts have the option of issuing bonds without the guarantee provided by the PSF.  

They may place bonds privately, usually with a bank, or buy private insurance in order to market 

the bonds publicly.  The PSF guarantee reduces overall statewide interest costs paid by school 

districts by an estimated $25 to $50 million per year.25

 A statutory limit (amended in 2003) restricts the PSF bond guarantee to 2.5 times lower 

than the cost of the fund or its fair market value.  As of the 78th Legislature, real estate owned by 

the PSF is included.  The cap is currently valued at $33.5 billion by the Internal Revenue Service 

(IRS).  The PSF hit its cap on guaranteeing additional bonds in October 2004.

 A second limit by IRS rulings limits the cap to 250 percent of the lower of historical cost 

or current fair market value of the PSF adjusted by a factor that allocates the historical cost or 

current fair market value between the value of the PSF as it existed on May 15, 1999, and the 

subsequent additions to the PSF.26  Deposits to the PSF after that date (primarily from the 

General Land Office) are not included when calculating the current cap.  If this limit is changed 

to include deposits made to the fund after 1989, the cap will rise to $42 billion.  The TEA 

recently sent a letter to the IRS seeking a ruling on inclusion of deposits made after 1989. 

 Recently, the State Board of Education’s (SBOE) school finance committee approved a 

proposed administrative rule to establish a plan to ration assistance from the PSF Bond 

Guarantee Program in order to preserve the benefit of the program for those districts with the 

greatest need and the projects with the greatest merit.  The SBOE adopted the rule change at their 
                                                          
24 Information provided by the Texas Education Agency, Permanent School Fund Division (December 10, 2004). 
25 Permanent School Funds Bonds: Hearing before the Senate Finance Committee, 78th Tex. Legis., Interim (March 
16, 2004) (Testimony of David Anderson, General Counsel, Texas Education Agency) 
26 Ibid
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November 2004, meeting and so the rules apply to all debt issued after December 31, 2004, and 

all applications received after October 8, 2004.

 As it currently reads, the plan would disqualify school districts that have more than 

$1,250 per weighted average daily attendant, excluding high growth districts (25 percent growth 

within the last five years).  Additionally, the rule proposes guaranteeing refunding bonds only if 

the original debt being refunded was guaranteed by the PSF. 

Tax Increment Financing Debt

 Currently, there are eighty-nine Tax Increment Financing (TIF) districts in the State of 

Texas.  As of August 31, 2003, these TIF districts had approximately $370 million in outstanding 

debt.  Total interest due on these outstanding bonds totaled $250 million.  BRB records indicate 

that there have been sixteen issuances that are Combination Tax and Tax Increment bonds, 

meaning that the bondholders have the right to ad valorem taxes, as well as sales tax revenues 

generated by the TIF districts. 

 The Texas Tax Code requires municipalities to file reports on their TIF districts with the 

Texas Comptroller of Public Accounts Office (Comptroller) and the Texas Office of the 

Attorney General (OAG).  These municipalities are required to report, “the amount of principal 

and interest due on outstanding bonded indebtedness.”27  The Comptroller’s Property Tax 

Division receives this data, which at times is reported without the amount of principal and 

interest outstanding, or contains only the fiscal year’s amount payable.  Furthermore, it is 

believed that some TIFs are not reporting debt data altogether. 

 The OAG Public Finance Division also receives the TIF reports, but does not use this 

data when approving bonds issued in the State of Texas.  While the BRB is required to report on 

                                                          
27 Texas Tax Code, Section 311.016(a)(3). 
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local debt outstanding (this information is provided to the BRB by the OAG Public Finance 

Division), the BRB many times does not receive complete information on debt issued by TIFs 

because TIFs are reported as “component units” in a city’s financial statements.  The BRB 

compiles a database of outstanding TIF bonds from these reports.28

TOTAL STATE AND LOCAL DEBT BURDEN

 According to data from the U.S. Department of Commerce and the BRB, Texas currently 

has approximately $98.6 billion total state and local debt outstanding.  Data from 2000 placed 

Texas eighth lowest out of the ten most populous states on a per capita basis of total outstanding 

debt.29

                                                          
28 see Appendix III-212. 
29 Ibid.

Total Debt Outstanding (as of 08/31/03)
State Agencies 
  GO Bonds $5,845,355,637
  Non-GO Bonds $14,107,179,173
     
School Districts 
   $30,599,131,223
     
Local Governments 
  Cities $41,108,145,256
  Water Districts $17,619,763,248
  Counties $7,071,732,936
  Other Special Districts $3,315,444,101
  Community & Jr. Colleges $1,529,341,265
  Health/Hospital Districts $1,353,187,510
     
TOTAL STATE & LOCAL DEBT 
    $122,549,280,349
Provided by BRB, 12/3/04 
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RECOMMENDATIONS

1.  The Legislature should require the Texas Bond Review Board, in coordination with the 
Texas Public Finance Authority, to make recommendations regarding actions to improve the 
state’s bond rating.  These recommendations should be reported to the legislature prior to the 
start of each regular session. 

2. The Legislature should consider requiring the Texas Bond Review Board to collect data on 
the amount of Maintenance and Operation (M&O) tax that is being used to service debt.  The 
Legislature should also clarify M&O tax collection rules to disallow usage for the support of 
lease purchase payments. 

3. The Legislature should require all Tax Increment Financing boards across Texas to report all 
financial data, including but not limited to principal and interest due on all outstanding debt. 
This information would be required to be delivered to the Texas Bond Review Board in 
addition to the Texas Office of the Attorney General and the Texas Comptroller of Public 
Accounts.
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EXECUTIVE SUMMARY 

 The State of Texas has two major endowment funds for the support of public education - 

the Permanent School Fund and the Permanent University Fund.  The management strategies for 

these funds are dramatically different.  While the Permanent School Fund is highly indexed, the 

Permanent University Fund is actively and aggressively managed.  Distributions from both funds 

are based upon total return to the fund, but the constitutional restrictions on distribution decisions 

differ.  Both funds adhere to a principal of intergenerational equity, but each fund effectively 

defines this concept uniquely.

 While the State Board of Education makes decisions about investment strategies and 

distribution rates, the amount of money available for distribution is impacted by another 

significant factor.  The School Land Board makes independent decisions about the management 

of state lands and the assets available to it for investment in real property.   

 One of the major concerns regarding the use of monies from the Permanent University 

Fund is the lack of ability to isolate the excellence these funds are intended to support.    

Additionally, the maintenance of large fund balances simultaneous to significant tuition increases 

at both University of Texas and Texas A&M University Systems raises questions about the 

prioroties of the systems. 

 The lack of cohesive investment strategy and policy considerations among these 

endowment funds and the state's other major investment funds leads to questions regarding the 

wisdom of allowing individual boards and governing bodies to make such significant investment 

decisions without the overall guidance of the legislative body. 
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Summary of Recommendations to the 79th Legislature 

Recommendations Related to the Permanent School Fund 

1. The Legislature should regularly review the impact of endowment fund decisions 
made by various boards, including state policy goals and money management and 
make recommendations. 

2. The Legislature should provide guidance on investment policy and broad policy goals 
for the state and make recommendations of how best to achieve these goals. 

Recommendations Related to the Permanent University Fund

3. The Legislature should review the appropriateness of maintaining large fund balances 
to obtain a preferred bond rating and make recommendations concerning methods to 
maintain bond rating without large fund balances. 

4. The Legislature should direct some alternative uses of bonding capacity, including, 
but not limited to the performance of maintenance in order to avoid automatic tuition 
increases.

5. The Legislature should review the sufficiency of the University of Texas System 
accountability report and commissioned efficiency study. 

6. The Legislature should consider the use of an independent consulting agency or board 
to help universities achieve efficiencies and to guide the decisions regarding the 
distribution of large amounts of unobligated money.   

7. The Legislature should require the University of Texas and Texas A&M University 
Systems to provide a detailed report of the excellence programs supported by the 
Available University Fund funding. 

8. The Legislature should determine the feasibility of expanding the University of Texas 
Investment Management Company management strategies to the Employees 
Retirement System, the Teachers Retirement System, and the Permanent School 
Fund, and if favorable, make recommendations on how best to accomplish this. 

9. The Legislature should review the growth in the management group at the University 
of Texas Investment Management Company and make recommendations. 
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PROCEDURAL BACKGROUND

 The Senate Finance Committee (the Committee) met on March 30, 2004 in a public 

hearing in Austin, Texas to discuss and review Endowment Funds and to consider invited 

testimony provided by the University of Texas System, The University of Texas Investment 

Company, the Texas A&M University System, the Texas Prairie View A&M University, the 

Texas Permanent School Fund, the Texas Office of the Attorney General, the Texas General 

Land Office, the Texas Treasury Safekeeping Trust Company, the Texas Education Agency, and 

the Texas Legislative Budget Board.  The Committee solicited public testimony on the interim 

charge in a public hearing in Austin, Texas, on July 20, 2004; however, none was provided. 

 The Committee extends its thanks to those who participated in the hearing, and assisted 

with or made presentations before the Committee.

PERMANENT SCHOOL FUND 

Background

 The Permanent School Fund (PSF) was created in 1854 expressly to support and maintain 

an efficient system of public free schools.1  The State Board of Education (SBOE) is charged 

with the responsibility of managing the fund.  Contributions into the fund consist of proceeds 

from the sale of PSF land and royalty and other earnings generated by PSF land.  These 

contributions are added to the fund monthly.2   Investment income from the fund plus 25 percent 

of motor fuel tax revenues are transferred each month to the Available School Fund (ASF) to be 

distributed to local public school districts based on the average daily attendance of public school 
                                           
1 Texas Education Agency, Review of the Texas Permanent School Fund 1994-2003, presented to the 
Senate Finance Committee, March 30, 2004.  [Hereinafter "Review"].
2 Ibid.
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students.3   As the value of PSF has grown over time to reach $19.5 billion as of September 30, 

2004, the annual distribution from the PSF to the ASF has also increased from $738 million in 

1994 to $897 million4 in 2003 ($227.83 and $226.61 per student, respectively - see Appendix A).  

House Joint Resolution 68 (passed by the 78th Legislature, Regular Session, and approved by the 

voters in September 2003) changed the formula that determines the distribution to the ASF.5

Prior to fiscal year (FY) 2004, the distribution was solely based on dividend and interest income. 

With this constitutional change, the distribution is intended to keep pace with inflation and 

student population growth and to reflect the rate of total return on all investment assets of the 

PSF.6   The formula is based on several projected factors and is calculated to help the SBOE 

determine a reasonable range of possible distribution rates (see Appendix B p. 43).  The SBOE 

retains the responsibility to choose a distribution rate within a range that is capped by 

constitutional provisions.  The 2004-05 biennial distribution rate was set at 4.5 percent of the 

average market value of the fund during the 16 quarters preceding the 78th Legislative Session.7

Analysis

 House Bill 3558, 77th Legislature, Regular Session, directed the General Land Office 

(GLO) to invest a portion of the PSF portfolio in real property.  For a summary of the 

contributions from the GLO to the PSF see Appendix C.  The objective of the GLO is to 

maximize returns, while consideration of policy issues, economic development and other state 

                                           
3 Legislative Budget Board, 2003 Annual Report On Major State Investment Funds, April 2004, p. 21.  
[Hereinafter "LBB Report"]. 
4 Review 
5 Ibid
6 Ibid
7 Ibid.
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concerns is of secondary importance.8  The use of a one-dimensional evaluation of a project's 

investment worthiness raises issues about how one agency of state government operates without 

regard for the needs, policies, concerns of other parts of government.  For example, in carrying 

out its mandate, the GLO has bought and sold land with other state agencies.  While a land 

transaction of this sort may benefit one agency, it raises an issue of cycling tax money from one 

agency to another.  What the GLO may treat as "income" for the fund does not consider the 

effect on the state, as a whole.  Another specific example of potential conflict is the seemingly 

disjointed approach to water policy by the GLO and the Texas Senate's Select Committee on 

Water Policy.   

 The SBOE manages the PSF utilizing four guiding principles: "generating income for the 

benefit of the public free schools of Texas, the growth of the corpus of the PSF, protecting 

capital, and balancing the needs of present and future generations of Texas School children."9

The GLO contributions in the past 10 years declined from a high of $292 million in 2001 to a 

low of $5 million in 2002, but have more recently begun to increase to $104 million in 2003 and 

$142 million in 2004 (see Appendix C, page 37).  The marked decline is attributed to the 

redirection of land income into another special fund which GLO has access to for up to two years 

to invest in real property (per HB 3588, 77th (R).10  The decline is really more of a temporary lag 

in deposits, not a true decline.  Because GLO contributions as a percentage of the PSF total 

assets are an important variable in determining PSF distributions, the GLO contributions are 

closely monitored.  A chart and table of the dollar amount contributions as a percent of the PSF 

market value is attached as Appendix C, page 36. 

                                           
8 Testimony of Commissioner Jerry Patterson, before the Senate Finance Committee, March 30, 2004. 
9 Review, p. 5. 
10 Ibid.
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 For the 2006-07 biennium, Callan Associates, the SBOE's external investment consultant 

recommended a rate of 3.75 percent to 4.5 percent for the biennium based on an 

intergenerational equity analysis, using projected variables.  In the midst of the discussion, GLO 

Commissioner Patterson presented the SBOE with a letter agreeing to a one-time payment of 

$165 million in FY 2005 from the School Land Sales escrow account to the PSF on top of the 

minimum distribution of $78 million in FY 2005, 2006, 2007.  In light of the new information, 

SBOE's consultant confirmed that such deposits impacted the formula in such a way as to make a 

4.5% distribution rate prudent.  However, at the November 2004 SBOE meeting, the board voted 

to adopt a 4.0% distribution rate.  Overall, the deposits to the ASF for the 2006-2007 biennium 

compared to the 2004-05 base will be approximately $267 million less because of this decision.11

 In February 2004, the SBOE voted to change the PSF asset allocation from 55 percent 

equities and 45 percent fixed income to 75 percent equities and 25 percent fixed income.  

Despite the change in asset allocation, the PSF continues to be impacted by the requirement to 

produce the biennial revenue estimate (BRE) income.12  Although this revised asset allocation is 

expected to increase the annual return from 7.26 percent to 8.02 percent, this distribution is 

dissimilar to that of other funds of equal size.13

RECOMMENDATIONS

1. The Legislature should regularly review the impact of endowment fund decisions 
made by various boards, including state policy goals and money management and 
make recommendations. 

2. The Legislature should provide guidance on investment policy and broad policy goals 
for the state and make recommendations how best to achieve these goals. 

                                           
11 Ibid., p. 29. 
12 Ibid., p. 16. 
13 Ibid., p. 26. 
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PERMANENT UNIVERSITY FUND 

Background

 The Permanent University Fund (PUF) was created in 1876 by the set-aside of one 

million acres in West Texas to support most institutions in the University of Texas System (UT 

System) and the Texas A&M University System (TAMU System).   The fund was specifically 

intended to serve as " the means to create and maintain a degree of excellence at the  

respective institutions and agencies of higher education."14 The UT System receives two-thirds 

of the distribution, and TAMU System receives one-third.  Fiduciary responsibility for managing 

the PUF's lands and investment is borne by the UT System Board of Regents.15  The investment 

manager for the PUF is The University of Texas Investment Management Company 

(UTIMCO).16

 The UTIMCO Board of Directors includes three members of the UT System Board, the 

Chancellor of the UT System, and five outside investment professionals, which currently 

includes a TAMU System Regent.17  For all funds managed by UTIMCO, the common objective 

is to add value to the original investment.18  The primary investment objective is to preserve the 

purchasing power of fund assets and annual distributions.19

 Investment income from the PUF, as well as all surface lease income is deposited to the 

Available University Fund (AUF) for the benefit of the eligible institutions.20  The Texas 

Constitution designates that distributions from the PUF are based upon total return and caps 

                                           
14 Texas Education Code, Section 62.002. 
15 LBB Report, p.25. 
16 Ibid.
17 Ibid.
18 UTIMCO website, http://www.utimco.org/scripts/internet/index.asp accessed September 15, 2004. 
19 Ibid.
20 LBB Review, p. 25. 
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distributions in an attempt to preserve the corpus of the fund.21  The only exception for 

exceeding the cap is in the case that the distribution is not sufficient to meet the annual debt 

service requirements on the PUF bonds and notes, in which case the distribution may be 

increased.22

 As of June 30, 2004, the market value and book value of the PUF is $8.1 billion and $7.7 

billion, respectively.23  The current payout rate is 4.75 percent of the prior 12 quarters' average 

net asset value of the PUF.24  A chart depicting the growth of the fund can be found on page V-

52 of the Appendix.  In FY 2003, $363.0 million was deposited to the AUF to be divided among 

UT and TAMU Systems.25

UT System 

 The UT System received $244.6 million from the AUF for FY 2004.26 The UT System 

has designated AUF monies for four primary expenditure categories: (1) to pay interest and 

principal due on PUF bonds ($78.2 million), (2) to provide for the expenses of the UT System 

Administration ($27.9 million), (3) to provide for academic excellence funds for UT Austin 

($108.3 million), and (4) to fund special UT System initiatives ($4.46 million).27  This leaves a 

carry forward of $25.6 million for future debt service.  At the end of FY 2003, there was an $81 

million UT System AUF balance and a $56 million balance at the end of FY 2004.28  According 

                                           
21 The University of Texas System Available University Fund, Report to the Legislature and Governor 
Pursuant to Rider N. 4 to Available University Fund Appropriations HB 1, 78th Legislature, Regular 
Session, Page III-68, December 2003, p.5.  [Hereinafter "UT Report"]. 
22 Ibid.
23The UTIMCO, June 30, 2004, Semi-Annual Report on the PUF, 
http://www.utimco.com/Funds/Endowment/PUF/pufsemiannual200406.pdf, p. 1. 
24 Ibid.
25 LBB Report, p. 25. 
26 Testimony of Chancellor Mark Yudof. 
27 Ibid.
28 Ibid.
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to testimony before the Senate Finance Committee, the large balances are necessary to maintain 

an AAA bond rating.  The UT System Board of Regents' policy is to have a $30 million 

minimum balance.29

 Some committee members expressed concern about UT and TAMU's decision to 

maintain such large balances while simultaneously increasing tuition paid by students.   The 

Committee also discussed the inability to isolate the impact of AUF expenditures on improving 

excellence.  Given the statutory intent for the funds, members expressed their desire that AUF 

monies being spent in a targeted manner, not simply as another method of finance source that is 

lost in the overall budget. 

    

TAMU System 

 The Texas A&M System utilizes the AUF monies for two primary purposes: (1) to pay 

interest and principal due on PUF debt, and (2) to provide operating and excellence funds for 

Texas A&M University, Prairie View A&M University, and the TAMU System administrative 

and general offices.30  In FY 2004, the total AUF available to the TAMU System was 

approximately $120 million.31  The bond service debt was $25 million in FY 2004, which was 

unusually low due to refinancing (compare to FY 2003 debt service of $41 million).32  Tarleton 

State University, Agriculture and Engineering Agencies received $7.2 million to purchase 

                                           
29 Ibid.
30 The Texas A&M University System Available University Fund Report, Report to the Legislature and 
Governor Pursuant to Rider N. 4 to Available University Fund Appropriations HB 1, 78th Legislature, 
Regular Session, Page III-68, no date, p.1.  [Hereinafter "A&M Report"]. 
31 Testimony of Benton Cocanougher, David Prior, Dan Williams before the Senate Finance Committee, 
March 30, 2004. [Hereinafter "TAMU Testimony"] 
32 Ibid.
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various needed equipment.33  Texas A&M University, Prairie View and the TAMU System 

received $87 million for operation and excellence programs.  At the end of FY 2003, the cash 

balance of the AUF reserve including receivables was $75.1 million with $25.4 million set aside 

for increased debt service needs for FY 2004.34  In addition to the reserve fund balance, an 

additional $411,913 has been set aside for emergency needs by the TAMU System offices.35

Ending fund balances for Texas A&M University and Prairie View are $21.1 million and $10.1 

million respectively.36  The Prairie View ending fund balance includes $3.6 million set aside for 

the Endowed Scholars Matching Fund.37

The University of Texas Investment Management Company 

 The PUF value peaked in 2000 at $8.4 billion and has returned to $8.1 billion as of June 

30, 2004.38  Distributions are determined by the UT System Board of Regents and limited by 

constitutional restrictions.  The Texas Constitution clarifies that the PUF is intended to provide a 

"stable and predictable stream" of income that also maintains the purchasing power of the fund 

over time.  A hard cap of seven percent of the average net fair market value of the PUF is 

modified by a cap based on the purchasing power over a rolling 10-year period.  Exceptions are 

only made as needed to pay the principal and interest due on PUF debt.  The management 

expenses are paid out of the PUF.39

                                           
33 Ibid.
34 A&M Report, p. 2. 
35 Ibid.
36 Ibid.
37 Ibid.
38 38The UTIMCO, June 30, 2004, Semi-Annual Report on the PUF, 
http://www.utimco.com/Funds/Endowment/PUF/pufsemiannual200406.pdf, p. 1.The University of Texas 
Investment Management Company, Presentation to Senate Finance Committee, March 30, 2004, p. 4. 
[Hereinafter "UTIMCO Presentation"] 
39 Texas Constitution, Art. VII. sec. 18(e) 
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 UTIMCO has an annual target rate of $200 million value added in endowment funds.40

In other words, over and above whatever revenue the fund would generate if it were indexed or 

passively managed, UTIMCO seeks to generate an additional $200 million each year to the fund 

by of its investment strategies.  The value added by UTIMCO should be compared to the annual 

management expenses, which were $25.6 million and $35.0 million in FY 2003 and FY 2004, 

respectively (see Appendix E, page 78).  In the past two years, UTIMCO has exceeded its target 

by adding a total of $1,064.8 billion.41  According to the testimony, if ERS, TRS, and the PSF 

had the benefit of UTIMCO management strategy, the cumulative value of these three funds 

would have increased $12.6 billion from March 1, 1996 to December 31, 2003 (see Appendix D, 

page 65). 

 UTIMCO contends that the success of the fund is due to the diversification of allocations 

also leading to a lower risk level (see Appendix D, page 68).  The trends in asset allocation at the 

twenty largest endowment funds across the nation mirror UTIMCO's strategies (see Appendix D-

70).  These trends demonstrate a decrease in public equities with an increase in hedge funds. 

 As the management strategies have become more sophisticated, UTIMCO has modified 

its management structure to facilitate greater specialization (see Appendix D, page 74).  

According to UTIMCO, utilizing a "specialist structure" leads to better mitigation of risk.42

Ultimately, the future performance of the fund will have to justify the significant growth in the 

number of managers (from 23 people in FY 01 to 37 people in FY 04) and the relatively high 

management expenses of the fund, compared to the other major state endowment funds.  

                                           
40 UTIMCO Presentation, p. 7. 
41 Ibid..
42 UTIMCO Testimony. 
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UTIMCO reported that a Princeton survey determined these management expenses to be on the 

low side compared to other similar funds.43

RECOMMENDATIONS

1. The Legislature should review the appropriateness of maintaining large fund balances 
to obtain a preferred bond rating and make recommendations concerning methods to 
maintain bond rating without large fund balances. 

2. The Legislature should direct some alternative uses of bonding capacity, including, 
but not limited to the performance of maintenance in order to avoid automatic tuition 
increases.

3. The Legislature should review the sufficiency of the University of Texas System 
accountability report and commissioned efficiency study. 

4. The Legislature should consider the use of an independent consulting agency or board 
to help universities achieve efficiencies and to guide the decisions regarding the 
distribution of large amounts of unobligated money.   

5. The Legislature should require the University of Texas and Texas A&M University 
Systems to provide a detailed report of the excellence programs supported by AUF 
funding.

6. The Legislature should determine the feasibility of expanding the University of Texas 
Investment Management Company (UTIMCO) management strategies to the 
Employees Retirement System, the Teachers Retirement System, and the Permanent 
School Fund, and if favorable, make recommendations on how best to accomplish 
this.

7. The Legislature should review the growth in the management group at the University 
of Texas Investment Management Company and make recommendations. 

                                           
43 Ibid.
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