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December 16, 2004

The Honorable David Dewhurst
Lieutenant Governor

State of Texas

Capitol Building, Room 2E.13
Austin, Texas 78701

Dear Governor Dewhurst:

The Senate Finance Committee respectfully submits this report regarding the
Committee's General Budget and Tax Issues charges to study the Rainy Day Fund,
Pension Fund Review, State and Local Debt, and Endowment Fund Review. We thank
you for providing us the opportunity to address these important issues.

The Senate Finance Committee conducted a series of public hearings and received
testimony on the aforementioned charges in Austin, Texas on May 24th and 25th, June
7th, and July 19th, 2004. In addition, the Committee created a work group composed of
Senator Kip Averitt (chair), Senator Kyle Janek, and Senator Kim Brimer to further study
these issues and provide recommendations to the full Committee.

Respectfully submitted,

nzalo Barrientos

Rt Dol

Senator Bob Deuell

phtor Kim Brimer

P.O. Box 12068 * Capitol Extension, Room E1.038 « Austin, Texas 78711
(512) 463-0370 = FAX (512) 463-5752 * Dial 711 for Relay Calls
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December 27, 2004

The Honorable Steve Ogden
Chairman

Senate Finance Committee
Capitol Extension, E1.038

VIA HAND DELIVERY
Dear Chairman Ogden:

Thank you for the opportunity to comment on the Pension Fund Review segment of the
Senate Finance Committee's Interim Report to the 79th Legislature. Owverall, I believe the
recommendations regarding our major pension funds present reasonable options to increase the
effectiveness of state agency oversight and address the ongoing challenge of maintaining
actuarial soundness. I am concerned, however, that several recommendations unfairly shift the
burden of maintaining pension funds' solvency onto the backs of our state employees, public
school employees and emergency personnel.

As you are aware, recent figures provided by the State Classification Office within the
State Auditors Office indicate that state employee pay generally lags 17 percent behind
comparable wages in the private sector. That gap in pay, in conjunction with agency
downsizing, outsourcing and benefit cuts, has made it increasingly difficult to recruit and retain
the best talent for public service. Increasing the financial burden or further eroding the benefits
available to our public servants will only exacerbate that challenge. Accordingly, I have
concerns with the recommendations outlined below.

Recommendation #6: This recommendation asks that we consider charging firefighters
a fee to cover the cost of state agency oversight provided through the Office of Fire Fighters'
Pension Commissioner. While it asks that we consider the option, I believe the modest budget
for the agency can be accommodated otherwise making this recommendation unnecessary.

Recommendation #8: This recommendation directs the Legislature to raise state and
employee contributions to the Employees Retirement System (ERS) from 6.0% to 6.4%. I take
exception to the component which would take more money out of state employees' paychecks
and believe that at a minimum, the recommendation should have directed the Legislature to
"consider" the option.
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Recommendations #10 and #12: These recommendations direct the Legislature to
review the impact of increasing the Rule of 80 for ERS and the Teachers Retirement System
(TRS.) Again, this recommendation asks that we simply study the potential change, however, I
believe we should avoid any such change that makes it more difficult for state and public school
employees to retire. In addition to increasing the challenges described above, shifting the
eligibility criteria back creates a frustrating and often times highly complicated situation for
those employees on the verge of retirement and the major life choices which coincide.

Thank you once again for the opportunity to provide my comments. I look forward to
working with the committee on pension fund issues and respectfully request that you include this
letter as an addendum to the report adopted in committee on December 16, 2004.

Gonzalo Barrientos
State Senator

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

EXECUTIVE SUMMARY

The Economic Stabilization Fund (ESF), aso known as the “Rainy Day Fund,” was
ratified by votersin 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 legidatures have appropriated funds from the ESF totaling $1,487.3 million, with
the most recent appropriation totaling $1,260.5 million by the 78th Legidlature in fiscal year
2003. After atransfer 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 Legisature

1 The Legidature 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 asfollows:
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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 Legidative 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 1l of the Texas
Congtitution. The ESF, aso known as the “Rainy Day Fund,” is a specia fund within the state
treasury.’

The ESF is similar to any family's persona 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.®> The ESF balance has never reached this cap (for the

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

TRANSFERSINTO 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 alegislative 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 revenuesin excess of FY 1987 levels,

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

4. Direct legisative appropriations.*

The fund retains all of itsinvestment earnings.

Oil Production and Natural Gas Tax Revenues (Severance T axes)
Two types of transfersinto 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 |11, 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. ® These transfers must be made within 90 days of the end of
each fiscal year. ®

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).

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.?

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 alocations, 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

*Texas Comptroller of Public Accounts, Fiscal Notes, January 1999.
6 .
Ibid.
"Texas Comptroller of Public Accounts, Presentation to the Senate Finance Committee, March 30, 2004.
8 Texas Constitution, Article 11, 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.

L egislative Appropriations
The fourth type of transfer to the ESF results from direct appropriation from the
Legisature. The Texas Constitution states that "the legislature may appropriate additional
mn 9

amounts to the economic stabilization fund.

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

Provisionsfor 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. °

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 aresult of oil overcharge litigation.'* 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.™

® Texas Constitution, Article 111, Section 49-g (f).

1 Texas Comptroller of Public Accounts, Presentation to the Senate Finance Committee, March 30, 2004.
! Texas Constitution, Article , §49-g (d).

12 Texas Constitution, Article 3, §49-g ().
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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." *3
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 evauating a state's
economic stability are the presence of areserve fund and the size of that fund as a percentage of
the state's budget. **

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. > 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. " The chart below gives a

brief history of depositsto the ESF.

13 Texas Constitution, Article 111, Section 49-g.
* House Research Organization, Interim News, March 25, 2002.
%% 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 Ending
Year Deposits | Interest | Expenditures | Balance
1990 18.5 0.8 - 19.3
1991 7.8 1.9 -29 | * -
1992 156.6 6.8 - 1634
1993 - 74 -119 | ** 51.7
1994 31 3 -56.6 | ** 29.1
1995 - 0.6 215 | ** 8.1
1996 - 04 -0.5 | ** 8
1997 - 04 - 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 |t 594.5 0 -82 | *x* 878.1

* Appropriated by the 71st Legislature, Sixth Called Session

** Appropriated by the 73rd Legislature

*** Appropriated by the 78th Legislature

T Actual thru Sep 7, 2004 (FY 05) ‘

* Source: Comptroller of Public Accounts
** See Appendix C for adetailed 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 equa $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. *'

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

* Source: Texas Comptroller of Public Accounts
30f 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 Legidature 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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Appendix A

General Revenue Account* Balance

1987 - 2003
Fiscal
Year General Revenue Fund 0001 Bal.
1987 (745,222,805)
1989 296,828,021
1991 1,004,640,656
1983 442 497,706
1995 661,862,878
1997 1,052,369,278
1989 1,670,604,115
2001 2,254 804,480
2003 (1,978,434, 878)
Source: Texas Annual Cash Reports
* Within the Consolidated General Revenue Fund. Excludes GR-Dedicated amounts.
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Appendix B

S. B. No. 11, 71st Legislature, Sixth Called Session

*SECTION 3.02. ECONOMIC STABILIZATION FUND. In addition to amount previously
appropriated for the biennium ending August 31, 1991, all amount s in the economic stabilization
fund during the biennium are appropriated for that period to the Central Education Agency for
purposes of distribution under the Foundation School Program.”

S_B. 11 bill became effective on June 19th, 1990. The balance in the ESF at the time the
appropriation was made was $18.9 million. The balance on August 31, 1990 was $19.3 million.
In addition, a transfer was made to the fund in November 1990 of $7.8 million based upon the
excess gas production tax receipts. At the end of fiscal 1991, the balance of the fund was zero.

S. B. No. 171, 73rd Legislature, Regular Session

"SECTION 2. (C) In addition to amounts previously appropriated under the current General
Appropriations Act or other law for the current fiscal biennium, the sum of $125.8 million is
appropriated to the Texas Department of Criminal Justice from the economic stabilization fund
for the period beginning on the effective date of this Act and ending on August 31, 1993, ..."

The balance in the ESF at the end of fiscal 1992 was $163.4 million. This was sufficient to
finance the amount appropriated in 8. B. No. 171. The appropriation was made for the biennium
in which the bill was passed. By the end of the 1992-93 biennium, as a result of the
appropriations made in S. B. 171, only $51.7 million remained in the fund.

S. B. No. 532, 73rd Legislature, Regular Session

"SECTION 8.01. In addition to other amounts appropriated for the fiscal biennium ending
August 31, 1995, the balance of the economic stabilization fund, but not to exceed $72,000,000
is appropriated to the Texas Department of Criminal Justice..."

S. B. 532 was the second bill appropriating funds from the ESF passed by the 73rd Legislature.
It appropriated funds for the 1994-95 biennium. The beginning balance for the ESF in the fiscal
199-95 biennium was, as indicated above, $51.7 million. The balance at the end of the biennium
was down to $8.1 million. The fiscal 1995 ending balance benefited from a $31.0 million
transfer made on November 29, 1993 based on excess gas production taxes collected in the
preceding year.

H. B. No. 7, 78th Legislature, Regular Session

"SECTION 1. HEALTH AND HUMAN SERVICES COMMISSION:

MEDICAID ACUTE CARE COSTS.

Out of the Economic Stabilization Fund 0599, the amount of $406,748,606 is appropriated to the
Health and Human Services Commission for use during the remainder of the state fiscal year
ending August 31, 2003, for the purpose of providing services under the state Medicaid acute
care program.

SECTION 2. DEPARTMENT OF HEALTH:

-10
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TEXAS HEALTH STEPS/MEDICAL TRANSPORTATION.

Out of the Economic Stabilization Fund 0599, the amount of $6,900,000 is appropriated to the
Department of Health for use during the remainder of the state fiscal year ending August 31,
2003, for the purpose of the Medicaid programs operated by the Department of Health, including
Texas Health Steps and the Medical Transportation Program.

SECTION 4. HEALTH AND HUMAN SERVICES COMMISSION:

CHILDREN'S HEALTH INSURANCE PROGRAM.

Out of the Economic Stabilization Fund 0599, the amount of $26,400,000 is appropriated to the
Health and Human Services Commission for use during the remainder of the state fiscal year
ending August 31, 2003, for the purpose of providing services under the Children's Health
Insurance Program.

SECTION 7. DEPARTMENT OF HUMAN SERVICES:

DISASTER ASSISTANCE PAYMENTS.

Out of the Economic Stabilization fund 0599, the amount of $6,400,000 is appropriated to the
Department of Human Services for use during the state fiscal year ending August 31, 2003, for
the purpose of reimbursing the Department of Human Services for previously expended disaster
assisiance payments.

SECTION 8. TEACHER RETIREMENT SYSTEM:

TRS-CARE RETIREE HEALTH INSURANCE.

(a) Out of the Economic Stabilization fund 0599, and in addition 10 other amounts appropriated
for this purpose, the amount of $516,000,000 is appropriated to the Teacher Retirement System
for use during the state fiscal biennium beginning September 1, 2003, for the purpose of funding
the TRS - Care retiree health insurance program.

SECTION 9. OFFICE OF THE GOVERNOR:

TEXAS ENTERPRISE FUND.

Contingent on legislation being enacted by the 78th Legislature, Regular Session, 2003, that
becomes law and that creates a Texas Enterprise Fund that among other things may be used by
the governor for purposes related to economic development, the amount of $295,000,000 is
appropriated out of the Economic Stabilization Fund 0599, with the amounts transferred to the
Texas Enterprise Fund, for use by the office of the governor during the two-year period
beginning on the date that the legislation creating the Texas Enterprise Fund takes effect for the
purposes specified in the legislation creating the Texas Enterprise Fund. In the event legislation
described by this section that becomes law also creates a single Other Events trust fund, the use
of which is subject to the control of the governor, then out of the $295,000,000 appropriated by
this section the amount of $10,000,000 is appropriated for deposit to the credit of the Other
Events trust fund for use by the office of the governor for the purposes specified in the
legislation creating the fund.

SECTION 10. COMPTROLLER FISCAL PROGRAM:

PAYMENT OF HEALTH CARE JUDGMENT.

Out of the Economic Stabilization Fund 0599, the amount of $3,037,200 is appropriated to Fiscal
Program - Comptroller of Public Accounts for use during the state fiscal year ending August 31,

I-11
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2003, for payment of final judgment in State of Texas v. U.S. Department of Health and Human
Services, No. 01-50338, U.S. Court of Appeals for the Fifth Circuit (upholding the
administrative decision of the Departmental Appeals Board, Department of Health and Human
Services, docket number A-97-91).

SECTION 12. STATE COMMISSION ON JUDICIAL CONDUCT:

MISCONDUCT PROCEEDINGS.

Out of the Economic Stabilization Fund 0599, the amount of $44,000 is appropriated to the State
Commission on Judicial Conduct for use during the remainder of the state fiscal year ending
August 31, 2003, for purposes related to conducting misconduct proceedings.

HB 7 appropriated the balance of the Economic Stabilization Fund and the estimated transfer to

the fund from the fiscal 2003 excess natural gas revenues

l-12



Committee on Senate Finance, Interim Report of the Rainy Day Fund
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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 Loca 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 Recommendationsto the 79th Legislature

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

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

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

4, The Legidature 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 Legidature should study alternative methods of funding the Texas Statewide
Emergency Services Personnel Retirement Act's unfunded liability.

-1
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10.

11.

12.

13.

14.

15.

16.

The Legidature 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.

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

The Legidature 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.

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

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

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

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

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

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

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

The Legidature 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 asfollows:
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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 meetsiits financial obligationsin 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."*

Unfunded Actuarial Accrued Liability (UAAL): "the portion of actuaria 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."?

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

! 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 bid.
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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.’

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

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

o 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.°

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:

% State Pension Review Board, Guide to Pension Terminology, http://www.prb.state.tx.us/tools/.

Lherinafter "Terminology"].
Ibid.
® Guide, p. 21
® 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 entities’

Currently, 382 public retirement systems are registered and report to the PRB. Of these,
196 are Tota Defined Benefit Plans, and 186 are Tota Defined Contribution Plans® 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. Thetotal assets held in trust for public employee retirement exceeds $144.1 billion.°

The majority of systems in Texas are localy controlled, although state law provides
administrative guidelines for all systems and direct statutory control of the largest plans. Loca
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).™

The 78" 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

" Texas State Statutes, Chapter 801, Government Code.
8 Guide, p. 1.

° |bid.

% Guide, p. 1.
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would be the responsibility of the political subdivision which is the plan sponsor.* This

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

overwhelming majority.*> 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 Guidelinesfor Actuarial Soundness

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

guidelines:

1

2.

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

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

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

Funding should be adequate to cover the norma 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.

The choice of assumptions should be redlistic and reasonable in the aggregate.

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

1| egislative Budget Board, Fiscal Note 78" Legislature Regular Session, HIR 54.

2Texas Secretary of State website, http://www.sos.state.tx.us/elections/forms/enrrpts/2003sep.pdf
accessed, September 3, 2004.

3 Guide, p. 1.
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plans, 12 have infinite amortization periods.* 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 million™, and the TSESRA has assets in excess of $36
million and unfunded actuarial liabilities of $13.4 million.*®

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, severa 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 Legidative
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.

* Guide, p. 29.
!* Teacher's Retirement System Actuarial Valuation as of August 31, 2004
'® 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." The PRB is funded 100% with Genera
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.’® 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 actuaria 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.

i; Letter from Shari O. Shivers to The Honorable Steve Ogden, April 8, 2004.
Ibid.
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The membership of pension boards generaly 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 Legidature should consider aternative methods of funding the Pension Review Board
that will alow for a flexible approach to meeting the Board's statutory duty of conducting
intensive studies of potential or existing problemsin troubled plans.

2. The Legidature 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.

e Oneoptionisto have an actuary on the PRB staff who would review the audits conducted
by private companies.

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

4. The Legidlature 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.

-9
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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 Emer gency Services Personnel Retirement Act
The Statewide Emergency Services Personnel Retirement Fund (Fund), administered by
the Commissioner on behalf of 179 participating communities is actuarialy unsound. As of
August 31, 2004, the Fund has assets in excess of $36 million and unfunded actuarial liabilities

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

% Texas Statewide Emergency Services Personnel Retirement Fund Actuarial Valuation.
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the TSESRA.® 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 al contributions by governing bodiesin one year. If the state contributes one-third of
the total contributions of the governing bodies in one year, the fund shall be presumed actuarialy
sound."* 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 actuaria 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 aretirement benefit of $72 per month.? If a
member isinjured 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. Originaly, 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

%% Article 6243e.3 V.T.C.S.
?! 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.®

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

solely by the Fund.**

Texas Local Fire Fighter Retirement Act
The Texas Local Fire Fighter Retirement Act (TLFFRA) is a program that provides
educationa 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 daly operations.®
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.?®

Recommendations

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

%% Lisa Ivey Miller, telephone interview, 9.08.2004.

z: Administrator's Statement, 70" Regular Session, Agency Submission, Version 1, 9.07.2004.
Ibid., p. 2.

%8 |bid.
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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.

EMPLOYEESRETIREMENT SYSTEM
The Employees Retirement System of Texas (ERS) membership includes al 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.?’” 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| and 11.%8

Concerns
At this time, the amortization period of the ERS fund is infinity.”> 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.*® Factors
contributing to the current fund status of ERS include FY 2001 and 2002 actuaria investment

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

" Employees Retirement System of Texas, Summary of Retirement Plans, presented to the Senate

Finance Committee, March 29, 2004. [hereinafter "Summary"].

*® See Guide.

* Guide, p. 4.

zj Employees Retirement System of Texas, Summary of Actuarial Valuation Results, December 8, 2004
Guide, p. 5.
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contributing factors are benefit improvements in the formula, ad hoc cost of living adjustments
and 13" checks granted in the last decade.® 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 2.4.3 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.** There was subsequent discussion of exploring alternative investment approaches.®®
To address this funding issue, ERS reports, "[ijnvestment returns have improved with a 9.2
percent return in FY 03 and 26.75 percent return for the year ending February 29, 2004."* 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.®” 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.® 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.*® 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. Finaly, Texas statute

prohibits benefit improvement unless the amortization period for the unfunded liability falls

% 1bid.

% |bid.

2‘5" Testimony of Sheila W. Beckett before the Senate Finance Committee, March 29, 2004.
Ibid.

* Summary, p. 18.

% bid.

% See discussion of PRB, supra.

% Summary, p. 19
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below 31 years.*® 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 Legidature 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.**

A unique feature of the
LECOSRF is a current contribution rate of zero percent. The actuaria value of assets is
$679,242.9 million and an accrued liability of $621,457.3 million.** The normal cost (percent of
payroll) is 1.621 percent, afunded ratio of 109.3 percent and an amortization period of zero.”®

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

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

“ bid., p. 18

“bid., p. 7.

iz Employees Retirement System of Texas, Summary of Actuarial Valuation Results, December 8, 2004
Ibid.

* 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.”® 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.”® Thereafter, aneed for 1.607 percent of payroll would be required

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

Recommendations

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

2. The Legidature 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 Legidature should not extend the early retirement program created by House Bill
3208 (78th Legidlature).

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

5. The Legidature 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 Legidature 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

S |bid.
*®Ibid., p. 19.
7 Ibid.

I1-16



Committee on Senate Finance, Interim Report on Pension Fund Review

and their beneficiaries. There are both member and state contributions® 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 al members.*® In 1996, the state contribution rate decreased
from 7.31 percent to 6 percent.® 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 aso 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.>® 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 vauation, 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

8 Teacher Retirement System, Status of Pension Fund, presented to the Senate Finance Committee on
March 29, 2004. [Hereinafter "Status"].

4% Texas Constitution, Art. XVI, Sec. 67.

*0 Status, p. 3

*! 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 |osses.

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.* 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 Legidature 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 Legidature should consider providing the Teachers Retirement System with the
flexibility to pursue downside risk protection to protect the pension funds.

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

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

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

*2 Status., p. 6.
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Texas Pension Review Board
. Presentation to
Senate Finance Commitice
March 29, 2004

OVERVIEW

s 382 Public retirement systems registered and reporting to the Pension Review
Board. (Total Defined Benefit Plans: 196 Total Defined Contribution Plans: 186)

e Total assets of these plans exceeds $144.1 billion

# The Teacher's Retirement System alone constitutes 60.9% of all total assets at an
spproximate total of $87.9 billion.

» The ten plans with greatest total asset value constitute 93.9% of all total assets, or
approximately £135.5 billion.

* Ower 1.85 million current and retired members. (Totnl Active Members:

1,493 831 and Total Retired Members: 364,944)

e Majority of systems are controlled locally, although state law provides
pdministrative guidelines for all systems and direct statutory control of the [orgest
plans.

e The state provides benefits for teachers, higher education personnel at state
colleges and universities, legislators, state employees, state judges, distriet

. attorneys, state elected officials and volunteer fire fighters.

= Besides the systems funded by state appropriations, the Legislature has authority
over benefit changes for the statewide Texas Municipal Retirement System and
the Statewide Texas County and District Retirement System.

+ The state pays certain administrative costs for the Texas Statewide Emergency
Services Personnel Retirement Fund.

e  Paid and volunteer firefighters throughout Texas belong to local funds operating
under the Texas Local Fire Fighter Retirement Act (TLFFRA)

¢ PRB is currently monitoring the actuarial funding of 17 retirement systems with a
marginal financing arrangement. Of those 17 plans, 12 have infinite amortization
periods. The other plans have amortization periods mnging between 30 and 72

years.
STATEWIDE FUNDS

= Employees Retirement System (ERS): 521.3 billion; Unfunded Actuarial Acerued
Liability (UAAL) $480 million; 198,207 members (active and retired). 8/31/03

e Tenacher Retirement System (TRS): $87.9 billion; UAAL $5.2 billion; 1,080,768
members (active and retired). 831/03

¢ Texas Statewide Emergency Services Personnel Retirement Fund: $30.0 million;
UAAL 513.2 million; 7,114 members {active and retired). 8/31/02
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Teacher Retiremant System
as Of B/31/2003
{prepared by Texas Pension Review Board, March 2004)

[Thausands) Actuarial Assets, Liabilities, and UAAL

S 100,000 0EHY 4

380000000

£00,000,000 |

£70,000,000 |
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$10,000,000 +

® ) .

W Assals | $85 033,000,000
Sl 263, 000 000
$5.750, 000,000

Teather Retirement Sysiem

B Lahilby
OUAAL

Mambarshig Fursied Ratio

1,200,000 7 A5%
1,000,000 1
800,000 4

800,000

400000 4

200,000 +

Total Mambees
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Employees Retirement System
as of 8/31/2003
{prepared by Texas Pension Review Board, March 2004}

[Thousands)
Actuarial Assets, Liabllities, and WAAL
§24. 000,000

$20.000, 000

§15,000,000 -+

£10,000.000 4

£5.000,000 -

5 -
Empicyess Retsramant System

W Assets | £10,478.560,000
W Liakslity $18.0958_ 120 000
ousaL | $450,560,000

Memibiership Funded Ratly

750N
250,000
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Texas Slalewide Emergency Services Personnel Retirement Fund
as of B/31/2002
_{prepared by Texas Pension Review Board, March 2004)

. [Thossands) Actuarial Assels, Liabilities, and UAAL
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Public Pension Plans
List of Underfunded Plans
As of March 19, 2004

13  El Paso Fire — Infinity as of 7/1/00

2) El Paso Police = Infinity as of 7/1/00

3) Dallas Municipal — Infinity as of 12/31/01

4) Harlingen Fire — 62 years as of %/30/01

5) Longview Firc— 71.6 years as of 12/31/01

f) Teacher Retirement System - Infinity as of £31/02

7)  Lufkin Fire — Infinity as of 12/31/02

£) Marshall Fire — 55.9 years as of 1231/02

9) Fort Worth Employees — Infinity as of 10/1/02

107 Austin Employees — Infinity as of 12/31/02

11} Dallas Police and Fire — 69 years as of 1/1/03

12} Texas City Fire — Infinity as of 6730402

13} Houston Municipal — as of 7/1/02*

14) Statewide Emergency Services — Infinity as of 8/31/02
15} Employees Retirement System — Infinity as of 8/31/03
16) Odessa Fire — 60.4 years as of 1/1/03

17) Waxahschie Fire — Infinity as of 10/1/02

* Mot meeting annual required contributions per 7/1/02 actuarial valuation.
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Updatel:l' February 5, 2004

After each legislative session, the Pension Review Board produces this report to provide a s:mp?a—cum,:;
of the benafits pravided by the two largest Texas public pension funds. Although there are-many-simila

between the Employees Retirement System of Texas and the Teacher Retirement Eystam of Ta}rasru:a.

nansinn EEEEEE |5 tailored to fit the needs of its particular members. s —

Members 6.0 % [Membars 6.4% —

Entrlbuﬁnnj

State 6.0 % State £.0% e
lIThe 6.00 % state contribution is the rate  |[The 5.00 % state contribution is th: rm—_——
appropristad by the state for the 2002- appropriated by the stabe for tha 2002=2003———
2003 biennium, but the state contribution | [blennium, but the state :uninhuhpﬂ_g“._':n;._

rate in ganarsl law iz 7.4%. |general law iz B%. ——
L N | = —
nigfue'aq‘ Sulary I|H|gh 3& months !|HI|;|h 3 years —
— 0 = ——
Creditable Service 1 menth or partial month of sarvice = 1 4% months of service =1 ¥¢6——————
||menth cedit. 90-day wait for new members, |50 working days = 1 ¥iC§ o ——
|ioption to purchase the service cedit |[Fusll semester of more than 4 :#endar mnnii-u-- -
Creditable Service) Il e

(YCS = Yaar of ‘ rres. —
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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. Therole of the Bond Review Board is:
(2) to approve all state bond issues and lease purchases with an initial amount of greater that
$250,000 or aterm of longer than five years, (2) to collect, analyze and report information on the
debt of local political subdivisionsin 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 asit considers

additional requests for bond authority in the upcoming legislative session.

Summary of Recommendationsto 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 Legidature prior to
the start of each regular session.

2. The Legidature 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
Legidature should also clarify M& O tax collection rules to disallow usage for the support of
|ease purchase payments.
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3. The Legidature should require al Tax Increment Financing boards across Texas to report all
financial data, including but not limited to principal and interest due on al 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 Genera 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 Legidative 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 |ease 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.*

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.? TPFA issues all
debt for the State of Texas, except when the bonds are for housing loans, local water projects, or
projects at an ingtitution of higher education (except for Texas Southern University, Stephen F.
Austin University and Midwestern State University).®> 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; Heari ng 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; Heari ng before the Senate Finance Committee, 78th Tex. Legis.,,
Interim (March 16, 2004) (Testimony of Kim Edwards, Executive Director, Texas Public Finance Authority).
Lherei nafter Edwards Testimony]

Ibid.
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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 111-30 for a complete listing of state bonds outstanding as of August
2003: FY 2004 Annua Financial Report not yet compl ete).

Genera Obligation Bonds (GO bonds) pledge the full faith and credit of the state, and so
reguire 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 votersin 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.” As a practical matter, however,
because both GO bonds and Revenue bonds are repaid from genera 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.”

Revenue bonds are also categorized as either self-supporting or not self-supporting.
Tuition Revenue Bonds, Workers Compensation Fund Bonds, and Texas Department of
Trangportation 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.®

* Information provided by the Texas Public Finance Authority.
® 1bid.
® 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 hillion in FY 2003,
$17.1 billion in FY 2002 and $13.7 billion in FY 2001.” 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 20022 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 Federa 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 hillion in outstanding bonds.® 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."

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

" Information provided by the Texas Bond Review Board. December 3, 2004.
8 Krishock Testimony.

® Information provided by the Texas Bond Review Board. December 3, 2004.
19 nformation 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.

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

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

1 Deht-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.*? 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.*®

Once the Legidature 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 cogt, 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 legisative
approval.** The Committee has already requested THECB to review TRB requests prepared for
the 79th Legidlature.

Historically, legidative practice has been to use genera revenue (GR) to reimburse
ingtitutions 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 hillion 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

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

2 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).

%3 |nformation provided by the Texas Bond Review Board. December 3, 2004.

4 Tuition Revenue Bond Authorization: Heari ng 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.* *°

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 aso pursuant to the terms of bond
resolutions approved by the board of regents of the system responsible for issuing the debt. The
congtitution 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 111-151.

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 alows
the governing board of each HEF €eligible institution to issue HEF backed bonds (see Appendix
[11-151 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

5 Texas Constitution, Article V11, Section 18. Texas Government Code, Chapter 1371. Texas Education Code,
Section 65.46.
16 Texas Constitution, Article V11, 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 alocated 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.””

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.

" 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 Aal/AA/AA+ respectively by the three maor 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 isimportant 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.’®

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 I11-152).

Texas' rating was downgraded in 1987 because of the economic downturn related to oil
and gas issues, but has since been upgraded to Aal 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 Y ork, 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 (Louisiand). 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 till has the lowest GO bond rating in
the nation.

During the budget writing process of the 78th Regular Legidative Session, it was
determined that debt service on existing debt required $50 million more GR than the amount
available. Asaresult, $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, al 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."° 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 aso be closely monitoring the
actions of the Legidature in regard to public school finance reform and internet taxation.
Improved economic conditions and the resulting increase in tax collections and cash reserves
would al 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

% 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 al 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.

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 Y ork and Pennsylvania) with atotal of $3,826 per
capita, amounting to a total local debt burden of over $95 billion* This debt burden had
increased to $102.6 billion.?? Loca 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 alowed local governments to issue
debt on their own behalf. As aresult, 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 [11-173).

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

2 Memo from Kim Edwards to Senate Finance Committee, March 26, 2004.

2L K rishock Testimony; Source cited for datain handout: U.S. Census Bureau, Sate and Local Government
Finances by Level of Government and by Sate: 1999-2000.

22 |nformation 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 Guar antee Program

The Texas Permanent School Fund (PSF) was created with a $2,000,000 appropriation by
the Legidlature in 1854 expressly for the benefit of the public schools of Texas. The market
value of fund has since grown to over $19.5 hillion as of September 30, 2004.%

The PSF Bond Guarantee Program assures that bonds authorized by votersin 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 areview of the district’s financial status and stability. Few districts

2 |nformation 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 arein afinancia situation, such asfinancia exigency, that would
disqualify the district from being eigible for the guarantee.®*

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.”

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 isincluded. The cap is currently valued at $33.5 billion by the Internal Revenue Service
(IRS). The PSF hit its cap on guaranteeing additional bondsin 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.® Deposits to the PSF after that date (primarily from the
Genera Land Office) are not included when calculating the current cap. If thislimit is changed
to include deposits made to the fund after 1989, the cap will rise to $42 billion. The TEA
recently sent aletter to the IRS seeking aruling 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

2 Information provided by the Texas Education Agency, Permanent School Fund Division (December 10, 2004).
% 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 | i
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. Asof 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.”?’ 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 aso 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

% 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.?®

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.” ,
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

%8 see Appendix 111-212.
2 |hid.
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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 legidature prior to the
start of each regular session.

2. The Legidlature 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
Legidature should aso clarify M& O tax collection rules to disallow usage for the support of
|ease purchase payments.

3. The Legidature should require all Tax Increment Financing boards across Texas to report all
financia 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 Genera and the Texas Comptroller of Public
Accounts.
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Appendix A
Date: March §, 2004
Ta: Senate Finance Committes
From: Patrick Krishock, Acting Executive Director
Re: State and Local Debt

The Role of the Bond Review Board

= Approve all state bond issues and lease purchases with an imitial principal amount
of greater than $250,000 or a term of longer than five years.

* Collect, mmalyze, and report information on the debt of local political
subdivisions in Texas.
= Administer the siate’s private activity bond allocation program.
Jexas Bonds lssuers
Prior to the creation of the Bond Review Board, there were 41 state issuers that had issusnce autharity.
Currently, through consolidation, the State has 16 authorized and active issuers. They are as follows:

1. Texas Dept. of Agricultuse 9. The University of North Texas

2, Higher Bducstion Coordinating Board 10. Texas Tech Universiy

1, Office of Economic Development & Tourism I1. Texas Women"s University

4. Texas Public Finance Authorsty 12. Texas Dept. of Housing & Consmusnity Affairs

3. The University of Texas Sysiem 13. Tenas Smie Affardable Housing Corp.

6. The Texas A&M University System 14, Texas Veterans Land Board

7. University of Howston System 15, Texas Water Development Board

B. Texas State University Sysrem 16. Texas Dept. of TranspartationTumpike Awtharmy
State Debt

In fiscal 2003, the state’s total bonds and notes outstanding increased 3.2 percent to $17.7 billion
compared to §17.1 billion in fiscal 2002, and $13.7 billion in fiscal 2001. The large increase that occurred
between fiscal 2001 and 2002 can be attributed to the $2.2 billion transaction that was issucd by the Texas
Department of Transportation to fund the Central Texas Tumpike Project.

“Texas Bonds Outsianding
As of August 31, 2003
(im millivns)
Self Supgarting | Nl Sell Supporting Tatal
General Bonds 53292 52321 S5
Bonds 511360 3608 11,868 |
(Toml 514,853 o] E'!:ﬂ
# lmlmirs ermererrcl pupes e vanabic miv oo besver, dos i w4 [t r——
Tt ary e it waih [riFpEned o bmise gt haser i) e er bees (arced through meam siber ban
ninie comrrerr] pager oy oy
12573004 senaie fnamcn 031504 doc.
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Texas state agencies issued un aggregate total of $2.88 billion in debt in fiscal 2003, OF this emount, §1.6
billion was new money and $1.3 billion was for refinding outstanding bonds, This was a decrease of 36 .
percent from the $4.51 billion that was issued in fiscal 2002,

Dicbt service on outstanding state debt in fiseal 2003 was Tomas Swi Cuismasing
51.4 billion. This was s & slight decrease from the 516 | s —
billion that was reporied in fiscal 2002, OF the S1.4 | v | oD
billion in debt service that was paid in fiscal 2003, 73 | Ve [ —mree—==""____
percent was self-supporting. The remaining 27 percent is P T
debt service that is payable from the peneral revenues of | | fr———————=es=us
the state. Debt service for fiscal 2004 is expected to be etsiied " e
$1.6 hillion. sy DO ok
== e Eipk i G i
Lﬁ_’l—_h--i

exas' Ratings

mﬁkmmﬁdBWMMrmmemﬂuhﬁpﬁmmﬂm
downgraded. Texas' current ratings are Asl/AA/AA+ by Moody's, Standard and Poor's, and Fitch IBCA, .

respectively,
UPGRADES AND DOWNGRADES 1N ]mmmdﬂmmmmmh
STATE GENERAL OBLICATION BOND RATINGS L ; o
. 2003 te July 3003 _ determining a rating: cconomy, financial condition, debt
it Bwigiwes _ spme | burden, and general munngement practices.
T AmAr S ke P Qﬂhﬂb‘,hﬂoﬂkﬁﬂfﬂwﬂijmmﬁﬂy
AdmAs Faul BT
[— proposed changes to the state’s mting, The swate's
Cabtvus & . n 3
g s, primary dinlogue with the rating agencies is conducted
ey B :_::"‘ by the Comptroller's office esch summer as they
[Emen Al b Aad = =
o ::n prepare 10 issue Tax and Revenue Anticipation Notes
pr— s r— (TRANS). Improving economic conditions, increased
Hrw Vesk A A [Fich IBCA,
[— A b - tax collections, and improved reserves would all be
o Vg b i A N el Pusrn X "
_ FrereTy fagtors that would benefit the sate & ratings,
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{

Texas' Debt Burden Compared to Other States

According to dats published m 2000 by the U.S. Department of Commerce, Bureau of the Census, Texas
had a total of $95 billion in state and local debt outstanding. This equals $4,555 on a per capita basis.
When compared to the 10 most populous states Texas ranks 8% in total state and local debt, 10 in state
debt, and 3-"‘in]mlldl:h'l-Mﬂumhkhﬂwmwl,ﬂwmajmtyufthuduhlhmﬂmmehuthn
Iocal level.
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ported debt per capita when compared against the seven states ranked AAA by the three major rating
agencies, as shown in the able above.
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Appendix A
Date: March 5, 2004
To: Senate Finance Committes
From: Patrick Krishock, Acting Executive Director
Re: State and Local Debt

The Role of the Bond Review Board

= Approve all state bond issues and lease purchases with an inittal principal smount
of greater than £250,000 or a term of longer than five years.

+ Collect, mmalyze, and report information om the debt of local political
subdivisions in Texas.
= Administer the state’s private activity bond allocation program.
Taxas Bonds lssuars
Prior to the creation of the Bond Review Board, there were 41 state issuers that had issusnce authority.
Currently, through consolidation, the State has 16 authorized and active issuers. They sre as follows:

1. Texas Depl. of Agricultuse 9. The Undversity of North Texas

1. Higher Bducation Coordinnting Banrd 10. Tenas Tech University

1, Office of Economic Development & Tourism I1. Texas Women'"s University

4, Texas Public Finance Aatharity 12. Texas Dept. of Housing & Conzmumty Affairs

5. The University of Texas Sysiem 13, Texas Smie AfTardahle Housing Corp.

6. The Texas A&M University System 14, Texas Veterans Land Board

7. University of Howston System 15, Texas Water Development Board

B. Texas State University System 16. Texas Dept. af TransparmaeionTurmpile Anthormy
State Debt

In fiscal 2003, the state’s total bonds and notes outstanding increased 3.2 percent to $17.7 billion
compared to §17.1 billion in fiscal 2002, and $13.7 billion in fiscal 2001, The large increase that occurred
between fiscal 2001 and 2002 can be attributed 1o the $2.2 billion transaction that was issued by the Texas
Department of Transportation to fund the Central Texas Turmpike Project.

“Teras Bonds Dutstanding
A8 wl Angust 31, 2003~
(im millions)
Sell Supporting | Mot Self Supporting |  Total |
Genen Bonds 53,292 52321 SE813 |
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Local government debt in Texas includes debt issued by cities, counties, school districts, water districts,
community college districts, and other special districts. In debt per capita &t the local level, Texas ranked
nismber one among the ten most populous states in 1991 at 53,258, Since that time, the state has moved
up to member three in this category with 53,826 per capita, behind New York ot 54,947 per capita and
Pennsylvania at $4 442 per capita.

The 53,862 of local debt per capita reparied m 2000 represents a 16 percent increase from data provided
by the Census Bureau in 1997, The increase represents a direct response to the growing infrastrocture
needs of local communities. MNet migration to the state has forced many small and medium-sized
communitics o increase financing for- infrastructure such as roads, school construction, water and
wastewnter services, etc. Texas' population has grown from 18.6 million in 1994 1o 22.24 million in 2003,

Constitutional Debt Limit

Article 3, Section 49-] of the Texas Constitution prohibits the issuance of additional state debt if the
percentage of debt service payable by general revenue in any fiscal year excesds § percent of the average
of unrestricted general revenue for the past three years, For fiscal 2003, this percentage was 1,51 percent
of issued debt, and 2.37 percent of suthorized but unisseed debt. As the table below shows, these numbers
have remained fairly constant since 1992,

GR Debt Service us 4 Percenl of the Previous
T g T e Authorized but Unissued Debt
Fascal Insued lisued +
Vear Dbl Authonzed but
o e Eﬂ.lmd Authorized bonds are defined as those bonds that may be is-
] i ; sued wi i i
] : :Im without further sction by the Legislature. As of August
[Z] ) 10 31, 2003, Texas had $9.0 billion in suthorized but unissued
1998 e 0% |
_":m Jm Zew | bonds. Of this amount, $4.9 billion, or 54 percent, are general
240,
ﬁ T Taom, obligation bonds. Eighty-one (81) percent of these suthorized
2000 A% 103% g
2001 i 1% but unissued GO bonds are designed to be self-supporting.
2002 A% ;
3087 e 2y However, the authorized but unissued bonds that would re-
Soures: T e Reara: (e e

quire the payment of debt service from general revenue total
51.32 billion, The remaining cutstanding authorized but unissued bonds are m programs that are desipned
o be self-supporting.

AS004 4 sensiz fance_071 504, doe.
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Private Activity Bond Program

Tux-cxempt financing of “private activities* has been limited by federal law since the passage of the Tax
Refiorm Act of 1986 (the "Tax Act”). Private sctivity bonds are those that meet any or all of the following
tests: 1) Private Business Use Test - more than ten percent of the proceeds are to be vsed for any private
business use; 2) Private Security or Payment Test - payment on principal or interest of more than ten
percent of the proceeds is to be direetly or indirectly secured by, or payments are to be derived from, a
private business use; and 3) Private Loan Financing Test - proceeds are to be used o make or fnance
lmans 10 persons other than governmental units, The Texas Bond Review Board sdministers this program
ind has smee January 1, 1992,

The current cap allocation for the program is 380 per capita. For the state of Texas, this translates into
51.8 billion in volume cap, second only to Califonia. The Texas Revised Civil Stanues, Article 51909,
us amended, and Chapter 1372, Texas Government Code mandates the allocation process for the state,
These amounts are shown in the table below,

In recent years, Texas has seen an increase in the amount of cap allocation that allocated due to the
growth of the state’s population, and new federal legiskation that increased the per-capita formula. On
December 20, 2000, new legislation was passed that accelerated the increase m private-activity volume
eap, the firsl such increase since the Tax Reform Act of 1986, The cap phase-in began January 1, 2001,
when the limit was increased from $50 per capita to $62.50 per capita. The second part of the plan
oecwrred in January of 2002 when the cap multiplier ncreased to $735 per capita or S225 million,
whichever is greater. While the cap was indexed to inflation beginning in 2003, inflation levels in 2003
remained lower than the minimum federal requirement to boost the multiplier and thus the formula
remained ot £75 per eapita for 2003, The inflation index was triggered in 2004, bringing the per capita
formule to $80 for the current program year.

STATE OF TEXAS
FRIVATE ACTIVITY BOND ALLOCATION PROGRAM
M3 SET-ASIDE va. ISSUED ALLOCATION AMOUNTS
s of Novewber 34, J0GN)
SUBCEILINGS SET-ASIDE FPERCENT ISSUED FERCENT
LLOCATION OFTOTAL | ALLOCATION _ OF TOTAL |
Single Family Housing BAK) 313 824 29,60% 599,500,463 6l
Snise-Vered luees 130,678,238 LR FE0L00M1, D00 6.12%
Small loue [0 74,140,630 460 T, 00 Q%
Pellu hiifwmuly Housing 375,70, 1 55 Tloow 339511000 M™%
Sdeni Loan Bomds 1417487, 192 Ao 14, e, 00000 BE™H
| Al e famues 424707513 26,00 INATELED ISR
TOTALS §1.630,491,978 100.00% S1061380,175 64.99%
Source: Texas Bond Heview Buand Ofics of the Execuiiee Direcinr
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Local Debt Outstanding

The Bond Beview Board is responsible for tracking the debt of local political subdivisions in Texas. As of
August 11, 2002, there were over 3,900 local government suthorities including cities, community and
junior college districts, counties, school districts, health and hiaspital districts, water districts, and other
special districss. Not all of these entities have debt outstanding. The districts that do have debt outstunding
at fiscal year end 2002 held nearly $95 billion in tax, revenue, lease-purchase, conduit, snd comumercial

paper debi
Categury Mumber DNebt Ouistanding Percentage
Cities 1,211 537.637 billion 0%
Schoal Districts 1,034 $27.301 billion 2%
Water Digricts 1,051 £17.670 billion 19%
Counties 254 56.624 billion T
Other Speceal Districts 50 53.042 billion %
Comm./Junior Colleges L] £1.419 billion 1%
| Health & Hospetal Dist ] ] 51.255 billion 1%

The $95.948 billion outstanding at fiscal year end 2002 is $8.27 billion, or 9.5percent, greater that the
amount outstanding at fiscal year end 2001 and $38.55 billion, or 68,36 percent, greater than at fiscal year
end 1996. OF the seven types of local authorities that the Bond Review Board tracks, only the other
special districts saw a decrease is debt outstanding from fiscal year end 2001 to fiscal year end 2002. This
occurred only because Dallas Area Rapid Transit had $405 million in commercial paper outstanding in

fiseal 2001, and only $132.4 million m fizcal 2002,

Texan Local Governmant Dabt
fam nf BT 0G)
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The increase in local debi outstanding has been aided, as of late, by an environment of low interest rates,
which hae spurred bath new money issuance and refunding issusnce, While this inlerest rate environment
has continued through fiscal year 2003, it remains to be seen if the trend will continue through fiscal year
2004 and beyond. Another topic that may have an impact on local debt will be that of public school
finance reform, particularly in the area of tax rale threshalds, While no changes have been made yet, there

has been much anticipation of a special session on the matter,

100 T wenain finance 0 | 504 g
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Attachments

Texas Bond Board P Senate Finance
March 16, 2004

Types of Debt Used by the State of Texas

State of Texas Ouistanding Debt as of 83 1/2003

State of Texas Debt Serviee Requirements of State Bands by Fiscal Year

State of Texas Authorized but Unissued Bonds

State of Texas Genernl Obligaion and Revenue Bond Debt Service Payable from General
Revenue and Tustion Revenue Bond Service Requirements
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‘ s of D the State of Texas

ral Baon

. [.epllylacumdhy:muﬁmﬁouplﬂg:urd:ﬁmrmiumﬁngmtuEnMTmythu
are not constitutionally dedicated for another purpose.

. Mmthiﬁ-It}'hlppmwﬂbriziEmothhmMﬂtI:ﬁslm—:mdhyamjun‘tyurﬂu
m:aﬂnmhimnlﬂmymybemmwmuuﬁlﬁrﬁmdbyhmw
oF institution.

. Umﬂlyhlﬂliﬂ-ynrfmlmﬁil}r,hnmybedmt:rulmwﬁ:puuﬁngupmﬂnpmjm
being financed.

Examples
*= GO bonds isssed by the Texas Public Finance Authority (TPFA) to finance correctional and
mental health facilities.

. Eﬂbnnd:hmmdhydimLmdBmﬂmfmmmlmdmdhwdnghmmmm.

BRevenue Ronds
* Legally secured only by a specified revenue source.
* Do not require voler approval,
. Umll}rluw:Eﬂ-ymrnlmm:y,hnmhshamﬁmmmmﬂmmth:nnjm
. being financed.
Examples
= Revenue bonds issued by the Texas Water Development Board to finance wastewnler projects,

- Rm:humhmndhyhﬂdmﬁmsnfmgh:eﬁuﬁm,mmdhymtﬁmmdfmm used o
finance projecis such as classroom facilities, dormitories, and other university buildings.

rchases

* Lease purchises mro the purchase of an asset over time through lease payments that include
principal and inlenest.

. Lm:mhnsmmtyplnullyﬁumumghlmmvmdw.nrﬂrwghnmul‘ﬂ:smu'ipml
programs, such as TPFA's Master Lease Purchase Program,

Examples

- Suupﬂvlmpﬂmmdnﬂin:huldmmhlwbomﬁummdmhghu—pmhumgﬁm
nonprafit corporations.

*  Automoliles, compubers, and dota/telecommunications equipment.

Commereial Paper
* Can be secured by the sinte’s general obligation pledge or by a epecified revenue source.

. Cummuniajpupermrndhythumtﬂg:nilnb]ipﬁmp]ndmmumb:iniﬁﬂlyippmmhy
2(3 vote of both houses and s majority of the voters.

. *  Maturity ranges from | to 270 days.
* When the paper matures, it can be paid off or rolled over (reissued),

AR L] seiaie fmamee 0111504 doc
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T bt Used by the Sta Texas (cont.

Examples
s The TPFA issues commercial paper to finance its Master Lease Purchase Program.

s The Texas Agricultural Finance Authority issues commercial paper o purchasc md guarantes
loans made to agricultural businesses.

Tax und Revenne Anticipation Notes (TRANs)

= TRANS are {esued by the Comptroller of Public Accounts, Treasury Operations to address cash flow
shortages caused by the mismatch in the timing of revenues and expenditures in the general revenue
fund.

= They must be repaid by the end of the biennium in which they are issued, but sre usually repaid by
the end of each fiscal year.

¢«  TRANS are repaid with tax receipts and other revenues of the general revenue fund.

+ TRANS must be approved by the Cash Management Commitice, which is composed of the Governor,
the Licutenant Governor, and the Comptroller of Public Accounts, as voting members, and the
Speaker of the House (a5 o non-voting member).

Variable Rate Notes

+ Varisble rate notes may be either general obligation or revenue obligations,

* The notes generally have a stated maturity, similar to 2 bond.

» The interest rate paid on the notes are reset ot different intervals, such as daily, weekly, monthly or
annually.

WER004 (1] penme finance 031504 dog
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Appendix B

Texas Public Finance Authority
Report to the Senate Finance Commitee

Interim Hearing on Bond Use and Debt Financing
March 16, 2004
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OVERVIEW

The Texas Public Finance Authority (“T'PFA™) issues general obligation and revenue bonds
on behalfl of oiber state agencies, as directed by the Legislature and in accordance with its
enabling law, Texas Government Code Ch. 1232, The following materials provide peneral
information of typical debt insiruments used by ALL state agencies authorized to issue
debt, and provides specific information on debt and debt service issued by TPFA. All state
agencies, including TPFA are required to obtain Bond Review Board approval for the
issnance of debi and report certain information to the Bond Review Board.

L Types of Debt Used by the State of Texas,

A General Obligation (G0) Bonds

1. Legally secured by a constitutional pledge of the first monies coming into
the State Treasury that are not constitutionally dedicated for another
purpose.

2. Must initially be approved by a 2/3 vote of both houses of the legislature
and by a majority of the volers, after this approval they may be issued in
installments as determined by the issuing agency or instilution and, if
required, a5 directed by the legislature,

. 3 Usually have a 20-year final maturity, but may be shorter or longer
depending upon the project being financed.

Examples

. GO bonds issued by the Texas Public Finance Authority (TPFA) lo finance correctional
and mental health facilitics.

. GO bonds issued by the Veterans Land Board to finance land and housing loans to
velerans,

* Per Bond Review Board, approximately $5.8 billion outstanding as of August 31, 2003,
£2.52 billion of which is repaid from general revenue,

B. Revenue Bonds

L Legally secured only by a specified revenue source.

2 Dio not require voler approval.

3 Uisually have a 20-year final maturity, but may be shorter or longer
depending on the project being financed.

4, For TPFA Revenue Bonds, the Legislature must authorize the specific
project for which the bonds are to be issued and the estimated cost of the
praject or the maximum amount of bonded indebtedness that may be
incurred by the issuance of bonds.
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Examples

Revenue bonds issued by the Texas Water Development Board to finance wastewaler
prajects. ot

Revenue bonds issue by institutions of higher education, secured by tuition and feu:?. are
used to finance projects such as classroom facilities, dormitories, and other university
buildings.

Lease Revenue bonds izsued by the Texas Public Finance Authority (TPFA) for the
acquisition or construction of facilitics for a State agency.

Per Bond Review Board, approximately $11.26 billion outstanding as of August 31,
2003, $608 million of which is repaid from general revenue.

C. Commercial Paper

1. Can be secured by the state’s general obligation pledge or by a specified
TEVENUE S0UTCE.

3 Commercial paper secured by the state’s general obligation pledge must be
initially approved by 2/3 vote of both houses and a majority of the veters.

% Maturity ranges from 1 to 270 days; therefore considered “vanable rate™
debt

4, When the paper matures, it ¢an be paid off or rolled over (reissued).

5. Frequently, commercial paper is eventually repaid by issuing long-term
fixed-rate bonds (CP “fix-out™)

Examples

Ll

The TPFA issues commercial paper 1o finance its Master Lease Purchase Program and
most General Obligation projects.

Several universities use commercial paper to finance projects during the construction
period, and then issue long-term fixed rate bonds to repay the CP when construction is
complete (particularly uscful on revenue supported projects, where the revenues are nol
generated 1o repay debt service until the construction is complete.)

D. Variable Rate Notes/Bonds
l. Variable rate notes may be either general obligation or revenue
obligations.
2. The notes generally have a stated maturity, similar to a bond.
3. The interest rate paid on the notes are reset at different intervals, such as
daily, weekly, monthly or annually.

Examples

Texas Water Development Board and Veterans Land Board have issued Vanable Rate Demand
Bonds (VRDB's) to secure a lower interest rates to finance loan programs. Sometimes, the
agency will enter into an interest rate swap agrecment, to convert the variable rate debt to a fixed

rabe.
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L TRANS are issued by the Comptroller of Public Accounts, Treasury
Operations to address cash flow shortages caused by the mismatch in the
timing of revenues and expenditures in the general revenue fitnd.

2, They must be repaid by the end of the biennium in which they are issued,
but are usually repaid by the end of each fiscal year,

i TRANS are repaid with tax receipts and other revenues of the general
revenee fund.

4. TRANS must be approved by the Cash Manspement Committee, which is
composed of the Govemnar, the Lieutenant Governor, and the Comptroller
of Public Accounts, &s voting members, and the Speaker of the House (as
& non-voling member),

. E. Tax and Revenue Anticipation Notes (TRANs)

F. Lease Purchase
L Lease purchases are the purchase of an asset aver time through lease
payments that include principal and interest.
- Lease purchases are typically financed through a private vendor, or
through one of the state's pool programs, such as TPFA"s Master Lease

Purchase Program.
Examples
. State private prisons and office buildings have been financed using lease-purchasing from
. nonprofit corporations,
. Automobiles, computers, and data/telecommunications equipment.

TPFA Masier Lease Purchase Program

AUTHORITY

The Master Lease Purchase Program (“MLPP") was established in 1992 under the mthority of
Texas Civil Statutes, Art. 601d, Section 94, (now Texas Government Code, Chapter 1232), to
finance equipment acquisitions by state agencies and other revenue bond projects that may be
authorized by the Legislature to be financed by TPFA. The primary funding vehicle for the
MLPP program is a revenue commercial paper program established under Article 717q (now
Chapter 1371 of the Texas Govemment Code) and administered by the Texas Public Finance
Authority. All state agencies can participate in MLPP, regardless of whether TPFA is
responsible for issuing that agency's long-term financings,

ELIGIBLE PROJECTS

The program is availsble to finance purchases in excess of $10,000 and projects with a useful life
of al least three years. Equipment costing less than $10,0000 (such as PCs included in a network
purchase) may be bundled into a $10,000 purchase, provided that each bundled item has a
minimum cost of §100. All leases with n purchase price greater than $250,000 or a term longer
than five years must also be approved by the Bond Review Board,
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I. DEBT REFINANCING

TPFA continually monitors bonds for refinancing opportunitics and the TPFA Board has adopted
palicies and guidelines (o this effect. In general, the policies require that any refinancing should
lower overall debt service by at least 3% and that the refinancing should be structured so that the
savings is achieved in equal increments over the remaining life of the bonds (“level savings™)
rather than “up-front™ in the current fiscul year.

It should be nated that federal tax law prohibits you from refunding tax-exempt bands more than
one time. For example, the current low interest rates trend actually began in 1997, and increased
significantly in 2001, as the U.5. economy entered recession. Provided below is o summary of
refundings and refinancings executed by TPFA. A complete list is attached as Exhibit A,

Texas Publie Finance Authority
Summary of Reeent Refundings

Bond Issue Amount Aefunded Gross Savings Interest Rale

G0 Saries 1987 $ 341515000 § 17,364,500 4.99%
GO Series 1508 $ 223920000 | § 10,667,348 4.55%
G0 Saeries 2001 - 320,930,000 § 9,680,571 4.41%
GO Sevles 2002 CP Fixour® | § 387,700,000 % 57,007 260 4.45%
GO Saries 2003 ] 72239350 § 2,291,048 2.37%
G0 Seres 2003A" 5 37,745000) 5 2,718,424 3.26%
Sublotal GO 5 1,384,049,350 | § 98,731,061

Rovenue Series 1957 5 21,640,000 % 600,000 5.22%
Revenue Series 1008 (TDCY)| § 182,230,000 | § 39,304,746 4,69%
2002 TMFC Rev & Rev Ref 5 TATOO000 | % 375,659 4.4T%
Revenue Series 20028 5 35240000 | § 1,672,978 3.70%
Sublotal Revenue $ 246,580,000 | § 41,853,384

Total $ 1,830,620350| § 141,684,435

* Series 2002 CP Fixout generated $57 million of budget savings from the FY02 GO bond debt
service appropriation due 1o the difference between the assumed interest rate used for budget
purposes (6%) and the sctual rate 4.45% achieved from the CP fix-out,

** Data represents the advance refunding (“refinancing™) component of this bond transaction,
The transaction also included a restructuring of $48 425,000 of GO bonds due October 1. 2004,
The principal payment of this debt was extended 6 years, to be repaid in level increments from
October 1, 2005 through October 1, 2010. The purpose of the restructuring was to meet the
reduction in GO debt service appropriation approved by the 78* Legislature. The restructuring
had an overall interest cost of 2.35%; gross debt service will increase by $5.7 million, which
translates into a $230,665 loss on a present value basis,
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” I DEBT POLICY
A copy of TPFA"s debt policy is attached as Exhibit B. Please note that TPFA is in the process of
hiring a financial advisor with specific expertise in the ares of intersast rate swaps (o iesist in
tramming staff and Board and developing a more detailed swap policy. TPFA has not entered into
any interes! rale swaps al this ime.
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TPFA FINANCINGS AFFROVED
By 8™ Legislaiure
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Texas Public Finance Authority
’ General Obligation Bonds - Key Terms

The following documents outlines some of the key concepts and processes involved in issuing
and administering constitutionally authorized general obligation bonds, in order to establish a
eommon terminology and decument procedures for future authorization.

Constitutional Authorization - Amount appraved when voters approve sn amendment to the
constitution that allows the state to incur a specified amount of debt for specified broad
categories of capital projects (Example: $3billion for correctional facilities and mental health and
mental retardation facilities)

Statutory Authorization - Amount approved when legislature passes a statute to implement the
constitutional amendment (i.e., by amending the TPFA statute to direct TPFA or give TPFA the
authority to issue a certain amount of debt on behalf of centain agencies or for certain projecs.)
(Example: $3.05billion -mistake)

Legislative Appropriation - Amount specified when the legislature authorizes the eliem
agencies to construct/acquire the projects and appropriates bond procecds as funding source; this
is specified in the agency’s bill pattern, by line itern or capital budget item. (Mote: The amount of
the legislative appropriation is based on sctusl project budgets. Since the appropriation bill does

. not make direct reference to the constitutional authorization, TPFA developed a methodology to
allocate or “tic” the amount appropriated to the constitutional suthorization)

Request for Financing - Amount specified when a client agency submits Reques: for Financing
to TFFA; TFFA Board approves the request and determines financing vehicle (i.e., commencial
paper of bonds). The amount of the Request for Financing is usually based on/ties to the amoumnt
of the Legislative Appropriation. A project budget and projected expenditure schedule is
required.

Bond Review Board Approval - Bond Review Hoard approves issuance of bonds or CP in this
amount. This amount should match the amount of Requests for Financing approved by the
TPFA Board.

Request for Funding - Client agency requests TPFA to provide funding for all ora portion or
the project (particularly relevant for CP). This amount is based on a project budget and includes
# projected expenditure schedule. TPFA compares the amount of the request to the constitutional
authorization and the legislative appropristion. TPFA provides the projected expenditine
schedule to financial advisor for “net-funding” (i.e., to estimate the interest eamings on the
project fund and decrease the amount of bonds or CP issued (o account for these interest
earnings)

Issuance - Amount of bonds or commercial paper TPFA issues. Amount Issued is usually less
than amount of funding request, due to net funding. Amount issued can not exceed the amount

13
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of the constitutional authorization. Typically, 8 separate fund is established for each agency for
each request for financing. (Sometimes, a fund can be “re-used” if all previous procesds have ‘
been spent, but the find is still open). Commercial paper projects are labeled alphabetically by

request and each tranche of commercial paper is sequentially numbered within its respective

fund. Therefore, each fund number and project letter uniquely identify each fund.

Actual Expenditures - amount of bond proceeds and interest eamings thereon agency expends
for the project. Actual expenditures may exceed amount issued, and amount appropriated, due 1o
interest eamings, including projected interest camings and “excess interest” eamings. HB1,
Article IX, page [X-59, Sec. £.09, Acts, 78th Legislature, RS, (2003).

“Excess Interest™ - amount of interest eamings over and above interest eamings projected in the
net funding. May be used for project cost with written approval of TPEA Executive Director,
pursuant to terms of the financing agreement, after all arbitrage rebate obligations are met,

14
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ﬁ Mustration of Level Debt Sarvice vs Lavel Principal
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15,000,000.00
10,000,000.00

|  5.000,000.00

7 345 678 91011121314151617 18182

C Erncical B intarest
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Texas Public Finance Authority
Summary of Relunding Bonds
Ewsthibut &
Genaral Diiagation Refuning Bands
Fstiimised Dabit Ssrvice PreEssnd Valss Goce
1EIZARE GO Relundng Bords 60260500000 2680501 T IT.OI0L 0002
1882 GO Park Dervelopment Refunding Bonds DRATS 00000 8, 187430 06 41258510
19854 GO Refunding Bonds 300,000,000 00 'GOCP Fimoul 00,000,000 00
18960 GO Retunding Bonds 190,000 00 GOCP Fisput F12. 00 D00 00
1996C Go Rehunding Bonds B2508,000.00 TEINA A 1527 4B0BE
1867 G0 Refunding Bonds JLSI500000 104358237 12000.1BOLE
19588 G0 Aalunding Bonds 206.010,00000 B7ES0E7EY  T.TE2a1.08
1REG QI Fam, Davelopment Aefunding Bonds 14,810,000.00 811 420,68 T84.506.94
00 A GO Relunding Bonds MBS2INE 1141355872 W BAS M0 06
002 50 Aefunding Bonds 368, 15,000 .00 GOCP Fisoul 58, 715,000 00
2003 G0 Relunding Bonds 7223635000 2201 0ME2E 128470713
200384 GO Ashnding Bonds 37, 745.000.00 27Ea2am 2.5TE 54T B8R 7,055, 000 00
Totals B 474 6B A6 54,026,601 35 1,060, 350,000 00

Repvenue Refunting Bonds

Refunided Dot Service  Presant Value

Series Par Savings Savings

1R Faverus Radunding 12T NA

1950 Buiding Revenus Rahunding 174,080,180.06 NA

19078 Bullding Revenus & Revenius Relunding 126 7R0000 00 4S3EBDEST  3EVALTBEDY
T89%A Equipment Revenue & FAevenue Aefunding Bonds T3,890,000.00

1564 Aglunding & Asmory lmgs 1 Bonds 17,350,000.00 238,708.38 260,107.85
199TA Revenue Relunong 22 555,000 00 &12,567 1 386324 00
1HIEA Buiding Flevenue [TDG] Aelunding] 169.320,000.00 26304 74513  I7.308,406.08
2002 TMFC Rev & Rav Rl T.470,000.00 375,656 .60 200232 35
20020 Revenue Felurding Ao 0o0nn 8 ET2O003S 1247 034 50
Totals ﬁmﬂ 46,344 4BS 13 33.135,062.09

0
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Exhibic B-1

TEXAS PUBLIC FINANCE AUTHORITY
DEBT MANAGEMENT GUIDELINES
Auguit 71, 2001

Structure af Bond Issuer

The term of the bond issue should equal the lesser of the useful life of the asset being financed ar 20 years

A Jevel principal structuse should be used for bonds repaid from general revenue. This structare results i
50/% of debt being repaid in 10 years, and ereates future capacity for debi service on addidorsl bond
issues. A level debt service structure should be reserved for bonds repaid from a dedicated revenue stiresm,
if mecessary ar appropriate.

Variable rate debi should be amortized annually based on the same guidslines

Refundings should be structured ko maximize present value savings and achieve level debt service savings
when approprle.

The Board shimild establish ssvings criieria for each refunding approprisie o existing markes conditions
and outstanding deb. A minimum savings criteria of 3% present value savings for maturities with maore
than one year from the call date and a1 least positive savings for maturities with less than o year 1o the call
date should be considerad.

Variable Rite

The Authority should estsblich & targe! of maimacning 20 percent of its 1012l outstanding debt in & variable
rale mode,

Varisble rate debit should be convericd io fived rate debd 23 necessasy to mminiain the 20% warget, 1o meet
the panicular peeds of & financing program, or 1o lock in low fixed inlerest rates. The Anthority will
consider locking in low interest rates when a typical fixed inlenest rale stroctune produces 5 rue interest
cost equal approximately 125% or less than the weighted average rates on the Authority’s ecomparabis
varuible rabg debe fﬂrﬂﬂ{]m

Method of Sale

The Authorty will utilize both competitive and negotiaced sales. In peneral, negoaimed sales will be wsed
in the following circumstances:
. complex tranfactions that require extensive financial modeling, credn analysis, or pre-markedng
efforts, or thst sne interest race sensitive
. wolatile financial markets
the par amount allows the Authority 1o achieve the goals of it underwriting policy!

Counpetitive sales will be used in the following circumstances:

well known credit, such as a general obligation pledge or annuzl appropristion of genernl rovenise
simple structure and financial amalysis

stable financial marker

moderale par amoant

@ % om @

Swaps and Derivatives

The Authority will consider the advisory guidelines provided by its siaff and financial sdvisars in
implementing swaps and olher derivative products.

"These goals are oatlined in TPEA s Underwriting PoolUnderwriter Selection Process.
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Exhibie B-2

TEXAS PUBLIC FINANCE AUTHORITY
ADVISORY GUIDELINES FOR THE USE OF DERIVATIVE FRODUCTS
August 21, 2001

Due o the mature of derivative products, this policy is imtended 1o serve a5 an outline of the isues that mis be
considered and weighed before entering into a derivative agreement. CGenerally, the Texas Public Finance Autharity {the
“Authority') must consider the impact of an mterest rabs swap on the genesal revesues of the State of Texas, debt service:
appropriations and constitutional issues. Potentiol bemefits st be weighed against potential visks and tse swap counter
party should identify risks. 1i is important 1o note that in most circurmtances, only after the swap is terminated can the
exact benefits or costs be determined, similar to the analysis of the benefis of variabie rate debl

In addressing the issocs that may be encountered wath & derivalive product or swap, issues must be identified and
analyzed before enteving into o swap. [ssues w be sddressed and questians io be answered before undertalking an interest
uie swap inclade:

= Basis riak: The potential differential between the rate the Authority would pay and the acual rate
received. Does the index on which the contract is based move in lock step with the rate the Authasity
wimild normally pay for a fixed or variable rate debi.

. Credit Risk: The potential change In ratings or credit quality of eitber party between the time the
Autharity enters into an agreement and (esmination. Credit dsk can be mitgated through the use of
collateral provisions. Take inio consideration whether il counter party has a rating higher or lower
than that of the Authority. What is the next excess capital poaition of the counter party?

. Tax risk: The potential that & change m x Inw would sdversely nffect the value of the payments of
the Authonity under the comtract. This risk should be identified and it should be determined who takes
the risk,

. Termdnation risks: The basés on which the contract is terminsied. I3 the Authority exposed to potential
cobs af lermamating the transaction? If 3o, how is it calculated? 1t may be difficult fo pet market bids
to lefminate & saap in the fsnire if the swap s of such & specialized nature that thers is not a liquid
transparenl market or other parties willing 10 assume (be unique responsibilitics of the contract. The
Inck of a elearly delfined 1ermination provision may impeds the Authority from aliering the payment
streamm on the underlying bonds snd potentially exercising the call option on the bonds. A termination
provision should probably inchude o mechanism for a third party valuation or § competitive bid on the
value of the swap termination. Cagefisl consideration should be given to the political implications of
the Awthority possibly having to make a termimation payment.

. Viluation and pricing of the Swap: The Authority must develop mechanisms 1o ensure efficient
pricing of derivative products with counter parties with which # will contract. This could possibly
include the use of a bidding process ar same form of competition, Ideally, & swap should be of the
natre where it is widely qooted and for which market information is readily available, i.2. Bloomberg,
Telerate, Reuters.

. Smucturing Riske Does the transaction adversely affect existing bond ordinances, mitigate the value
of bond calls, introduce callaieralization requirements, complicsie rebate or affect the benefits of
exemptions from rebate? How will tax counsel trest the tansactions?

. What are the costs to implement mich & strsctuse? The potential cost of negotiating smd documenting
the transactions need to be determined. There = a potential cost al termination as well & persodic
monitaring. Who pays for such costs?

Before proceeding with an interest rate swap, the Authority nwusi analyze a significant amount of parameters.
When a swap is propossd to the Autharily, it should be the responsibility of the proposer 1o clearly identify the

22
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sdvaneges an disndvantapes of the transsaction. The proposal should clearly snd succinctly sddress the issoes described
above. The propoder shauld be responsible for the cost in developing the tmasaction. An analysis of bond ordinances
and bond covenants a8 well a3 comparative aliemative proposals that may achieve o significant amount of the benefit
without ibe risks of a swap should be undenaken. The legal framework in which the Authority can enler into a swap
sgrecmeni must be well defined. The documentation must be negotated it i acceptable 1o the Authonty and leaves
the Autharity with finaneial fexibility that does not impair the finencisl operations of the Authonty, A nsk-rewand
snalysis must be undermaken o sdentify potential risks that the: Authority will undertake if & swap is emered o and
memorialoed within the swap document

IATPFABDVUW POLICIES\Guidelines Drerivatives Products
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Appendix C

=

ATTORNEY GENERAL OF TEXAS
” GREG ABBOTT

PFURBLIC FINANCE DIVISION
General Summary

Attorneys in the Public Finance Division ("PFD") review and approve all bonds and similar
obligations issued by the state agencies, cilies, counties, schoal districts, municipal utility districts,
hospital districls, institutions of higher education and all other governmenial entities or
instrumentalities of the staie, plus certain non-profit corporations created to act on behalf of some
of these political subdivisions (Chapter 1202, Tex. Gov. Code Ann, and numerous other statues and
constitulional provisions).

While the review of transcripts of proceedings authorizing the issuance of bonds and the approval
of bonds is the division's primary duty and responsibility, the division is called upon to advise
representatives of the above entities, including bond counsel, with respeet to the issuance of bonds
(Section 402,044, Tex. Gov. Code Ann.).

PFD also acts as counsel of the Bond Review Board ("BRB"), attending its meetings and advising
representatives and stall on legal matters relating to the issuance of bonds. (The BRB is composed
of the Govemnor, Lieulenanl Governor, Speaker, Comptroller and Treasurer who may designate
representatives to attend the meetings. The BRE must approve all bonds issued by state agencies
and institutions of higher education. )

Although the PFD no longer represents the Texas Public Finance Authority, PFD does review
particular issues at the Authority’s request. For example, the PFD advised the Authority regarding
autherized usss of remaining super conducting supercollider bonds procecds and the ability to refund
some of those bonds, In recent vears, the PFD has also been asked 1o advise the Texas Department
of Criminal Justice regarding proposed financings, and to o limited extent, the Texas Walter
Development Board regarding 2 number of issues.

Attorneys in the PFD also represent the Attomey General of the State of Texas in bond validation
litigation (The Attorney General is a statutory party to such litigation). This litigation is not that
common {generally two to five cases a year), but it gets a priority seiting in the district and appellate
courts, compressing trial preparation into a very short time frame,

DESCRIPTION OF DIVISION FUNCTIONS:

Pursuant to Chapter 1202, Tex. Gov. Code Ann. (which combined many predecessor statutes dating
back to the late 1 800%s), all state agencics, citics, counties, school distriets, municipal utility districts,
hospital districts, institutions of higher education and all other povernmental entities or
instramentalities of the state, plus certain non-profit corporations created 1o act on behalf of some

»
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of these political subdivisions, must submit all bonds snd similar obligations to the Atlorney
General, along with the proceedings authorizing such obligations, Pursuant to this statute, if the
Attomey General determines that the bonds have been suthonzed in accordance with law, he is o
approve them and send them to the Comptroller for registration, after which they can be delivered
to the purchasers in exchange for the purchase price. After approval by the Atlomey General, the
bonds are, under stale law, valid, enforceable and incontestable in any court for any reason, excepl
for & constitutional defect. (Some state agency bonds are specifically authorized by the state
constitution, with a constitutional requirement for Attorney General review which camies with il
constifutional incontestabiltity.)

The PFD iz the division responsible for fulfilling (his duty by reviewing all bonds and their
anthorfzing proceedings. ‘This review is a legal one, and not & financial one, though division
attorneys do determine whether bonds can legally be paid within any statutory or constitutional limits
on taxation or revenues.  Additionally, in 1995 the Attomey General was given the particular
responsibility of determining whether school bonds can be paid without exceeding a2 legislatively
specified tax rate, taking into sccount the varjous kinds of state aid Lo school districts, and atlomeys
in the division have devised formulas 1o apply in their review process to determine that this
legislative mandate is satisfied.

There are occasions when problems arise afler submission of the bond transcript. Some of these
problems may require remedial action by the governing body of the issuer and in some rare instances,
the division will refuse to approve a bond issuc after it is submitied because the legal defect simply
cannot he cured. Formost complex bond financings, bond eounsel for the entity issuing bonds (who
sometimes submit legal memoranda or bricfs) discuss with division atiomeys prior to submission
of the transcripts, the legal issues raised by a particular bond issuance, and the bonds will not be
submitied i division attomeys do not agree that the proposed issue will meet all legal requiremenis.
Ordinarily, the division requires bond transcripis to be submitied at least 10 working days (12 for
bonds issued by non-profit corporation on hehalf of a government entity} before the scheduled
delivery daie of the bonds. Many bond issues, such as voled tax bonds of cities, counties, and, until
recently, school districts, are fairly straight forward, bul others, such as bonds for sport facilities,
airports, cconomic development, 1ax increment bonds, bonds for health facilities or housing, and
bond financings involving lease purchase agreements, can be extremely complex.

The Anomey General is suthorized 1o give advice "io the proper legal suthonties in regard Lo the
issuance of bonds” (Section 402.044, Tex. Gov. Code) and thus the attomeys in the division
frequentlytalk o counsel for government entities, and sometimes directly to governmental officials,
regarding various legal issues related to the issusnce of bonds. An additional function of the Public
Finanee Division is it role as counsel for the Texas Bond Review Board, the state agency which musi
review and approval all bonds issued by stale apencies,

The division also represents the Atomey General in bond validation suits brought under Chapter

1208, Tex. Gov. Code Ann., though a litigator from the General Litigation Division is assigned 1o
contestod cases.
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Permanent School Fund Bond Guarantee Program

The bond guarantee program assures that general obligation bonds authorized
by voters in school districts receive an enhanced credit rating equivalent to that
of the permanent school fund, which is currently Aaa. In order to participate in
the bond guarantee program, districts must apply to TEA al least 15 days befora
the sale of the bonds and be approved by the commissioner of education.

The TEA reviews each application in accordance with Texas Education Code
(TEC), Section 45.056 and 19 Texas Adminisirative Code (TAC), Section 33.65
{c). As stated in the referenced TAC saction, “A district must be accredited and
financially sound lo be eligible for approval by the commissioner of education.”
In accordance with this section, the commissioner's review of the district's
application Includes a review of the district’s financial status and stability.

Districts have the opfion of issuing bonds without the guaraniee provided by the
permanent school fund, They may place the bonds privately, usually with a
bank, or buy private insurance in order to market the bonds publicly. Private
placements do nol generally require insurance, but typically have higher interest
costs. Privale insurance is priced according to the underiying bond rating of the
district and the amount of the bond issue, If the district’'s bond rating is below
investment grade (BBB-), the district may not be able to sell the bonds at all.

Thea application for the guarantee program must be accompanied by a
processing fee of $1,000. The fee was recently raised from 3300 to more fully
eover the costs of administering the program,

The monetary benefit to school districts from the bond guarantee program is
difficult to quanlily, but it is estimated that the guarantee reduces interest cost by
£25 to $50 million per year, assuming a difference in interest rates of 12.5 10 25

basis points.
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TEXAS EDUCATION CODE
CHAPTER 45. SCHOOL DISTRICT FUNDS
SUBCHAPTER C. GUARANTEED BONDS .

§ 45.051. Definitions
In this subchapter:
(1] "Board” means the State Board of Education.

(2) "Paying agent™ means the financial institution that is designated by a school district as its agent for the
payment of the principal of and interest on guaranteed bonds.

Added by Acis 1993, T4ih Leg., ch, 260, § |, =ff. May 30, 1995.

§ 45.052. Guarantee

On approval by the commissioner, bonds issued under Subchapter A, including refunding bonds, are guaranteed
by the corpus and income of the permanent school fund.

Added by Acts 1995, Tath Lex , ch. 260, § 1, eff. May 30, 1995,
§ 45.053. Limitation; Value Estimates

(2) The commissioner may not approve bonds for guarantee if the approval would result in the total amount
outstanding guaranteed bonds exceeding an amount equal 10 two times the cost value or market val
whichever is less, of the permanent school fund, exclusive of real estate, as estimated by the board and certified
by the state auditor.

(b) Each year, the stale auditor shall analyze the status of guaranteed bonds as compared to the cost value and
market value of the permanent school fund, Based on that analysis, the state suditor shall certify whether the
amount of bonds guaranteed is within the limit prescribed by this section,

() The commissioner shall prepare and the board shall adopt an annual report on the status of the gunaranteed
bond program.

Added by Acts 1985, Tath Leg., ch. 260, § 1, eff. May 30, 1995.

§ 45.054. Eligibility

To be eligible for approval by the commissioner, bonds must be issued under Subchapter A of this chapter or
under Subchapter A, Chapler 1207, Government Code, to make a deposit under Subchapter B or C of that
chapter, by an aceredited school districr

Added by Acts 1995, Tith Leg., ch. 260, § 1. eff. May 30, 1995,

Amended by Acts 2001, 77ih Leg., ch. 1430, § 8.209, eff. Sepe. 1, 2001, .

§ 45.055. Application for Guarantee

(a) A school district seeking the guarantee of eligible bonds shall apply to the commissioner.

I - 60



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

(b) The application must include:

’thﬂ name of the school district and the principal amount of the bonds o be issued;
{2) the name and address of the district’s paying agent for those bonds; and
(3} the maturity schedule, estimated interest rate, and date of the bonds.

(e} The application must be accompanied by a fee set by rule of the board in an amount designed 1o cover the
costs of administering the guarantee program.

Added by Acts 1995, T8th Leg. eh, 260, § 1, «ff. May 30, 1995,
§ 45.056. Investigation

(a) Following receipt of an application for the guarantee of bonds, the commissioner shall conduct an
investigation of the applicant school district in regard to:

(1) the status of the district’s accreditation; and
(2} the total amount of outstanding guaranteed bonds,

{b) If following the investigalion the commissioner is satisfied that the school districts bonds should be
liammced under this subchapter, the commissioner shall endorse the bonds,

dded by Acts 1995, 74th Leg., ch. 260, § 1, 2IT. May 30, 1995,
§ 45.057. Guaraniee Endorsement
(a) The commissioner shall endorse bonds approved for guarantee with:
(1) the commissioner’s signiature or a facsimile of the commissioner's sipnature; and
(2} a statement relating the constitutional and statutory authority for the puaraniee.
{b) The guarantes is not effective unless the attormney general approves the bonds under Section 45,008,
Added by Acts 1995, T4th Leg., ch, 260, § |, eff. May 30, 1995,
§ 45.058. Notice of Default

Immediately following & determination that a sehool district will be or is unable to pay maturing or matured
principal or interest on a guaranieed bond, but not later than the fiftih day before maturity date, the school

disirict shall notify the commissioner.

’1-:-1 by Acts 1905, T4th Leg.. ch. 260, § 1, eff, May 30, 1995,

§ 45.059. Paymeni From Permanent School Fund
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{a) lmmediately following receipt of notice under Section 45.058, the commissioner shall instruct the
comptroller to transfer from the appropriate account in the permanent school fund w the districy's paying agent
the amount necessary to pay the maturing or motured principal or interest.

(b) Immediately following receipt of the funds for payment of the principal or interest, the paying agent 5I.
pay the amount due and forward the canceled bond or coupon to the comptroller. The comptroller shall hold the
canceled bond or coupon on behall of the permanent school fund.

{2) Following full reimbursement to the permanent school fund with interest, the comptroller shall further
cancel the bond or coupon and forward it 1o the school district for which payment was made.

Added by Acts 1995, T4ih Leg., ch. 260, § 1, efl. May 30, 1995,
Amended by Acts 1997, THh Leg.. ch. 1423, § 5.07, eff. Sept. 1. 1997.
£ 45.060. Bonds Not Accelernted on Default

If a school district fails to pay principal or interest on a guaranteed bond when it matures, other amounts not yet
mature are not accelerated and do not become due by virtue of the school district's default.

Added by Acts 1995, Tath Leg., ch. 260, § 1_ eff. May 30, 1995,

§ 45.061. Reimbursement of Permanent Schoal Fund

(2} If the commissioner orders payment from the permanent school fund on behall of o school district, the
commissioner shall direct the comptroller to withhold the amount paid, plus interest, from the first state :.:u}m
payable to the school district. The amount withheld shall be deposited 10 the credit of the permanent

fund.

(b) In accordance with the rules of the board, the commissioner may authorize reimbursement to the permanent
school fund with interest in & manner other than thal provided by this section,

Added by Acts 1995, Tath Ley., ch. 260, § 1, eff, May 30, 1995,

§ 45.062. Repeated Defaults

() If two or more paymenis from the permanent school fund are made on the gunranteed bonds of & school
district and the commissioner determines thet the school district is acting in bad faith under the guarantes, the
commissioncr may request the anomey general o institute appropriate legal action to compel the school distrder
and its officers, agents, and employees to comply with the duties required of them by law in regard to the bonds.

(b) Jurisdiction of proceedings under this section is in district court in Travis County.

Added by Acts 1995, 74th Leg., ch. 260, § 1, efl. May 30, 1995,

& 45.063. Rules

The board may adopt rules necessary for the administration of the bond guarantee program. .

Added by Acts 1995, Thh Leg,, ch. 260, § 1, efl, May 30, 1995,
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Texas Administrative Code, Chapter 33. Statement of Investment Objectives,
Policies, and Guidelines of the Texas Permanent School Fund

”5. Guarantee Program for School District Bonds,

(&) The commissioner of education shall administer the puarantee program for school district bonds according
to the provisions of the Texas Education Code, Chapter 45, Subchapter C.

(b} A school district secking the guarantee of eligible bonds shall apply to the commissioner of education. The
district shall submit, in & form specified by the commissioner of education, the information required under the
Texas Education Code, §45.055(b), and this section and any additional information the commissioner may
require. The application shall be accompanied by a fee to be set by the commissioner of education and approved
by the State Board of Education (SBOE).

() Uinder the Texas Education Code, §45,056, the commissioner of education shall investigate the applicant
school district's accreditation status and financial status. A district must be accredited and financially sound to
be eligible for approval by the commissioner of education.

(1) The commissioner's review shall include the following:
{A) the purpose of the bond issug;

(B) the district’s accreditution status and compliance with statules and rules of the Texas
Eduecation Agency; and

. {C) the district's financial status and stability, inclueding approval of the bonds by the attorney
general under the provisions of the Texas Education Code, §45.003(¢) and §45.005,

{2) A disirict applying for approval for the puaraniee of refunding bonds must be accredited and comply
with the following.

(A) The district must demonstrate that issuing the bonds will result in a total interest saving to
the district, if the refunding bonds are to be issued under the Texas Education Code, §45.004,

(B} If ihe refunding bonds do not meet the requirements of subparagraph (A) of this paragraph,
the district must demonsirate to the satisfaction of the commissioner of education that the
refunding is otherwise beneficial to the district,

{3) Under Texas Civil Statutes, Article 717k, a district may issue combination new money bonds and
refunding bonds in a single guarantee bond issue and sell the issue at a private sale.

{d) If necessary 1o successfully operate the guareniee program, the commissioner of education mey allocate

specific holdings of the Texas Permanent School Fund (PSF) to specific bond issues guaranteed under this

section. This allocation shall not prejudice the right of the State Board of Education (SBOE) 1o dispose of the

holdings according to law and requirements applicable to the fund; however, the SBOE shall ensure that

holdings of the PSF are available for & substitute allocation sufficient o meet the purposes of the initial
sation, This allecation shall not affect any rights of the bond halders under law,

{e) If, in the judgment of the commissioner of education, it becomes necessary or advisable to limit the total

amount of bonds that may be guaranteed under this program, the commissioner may further investipate the
proposed issues submitted for approval.
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(1) The commissioner of education shall determine whether to guaraniee an issue bassd on
considerations that may include the following:

(A) purpose of the bond issue and the district's need for the bond issue; ‘
(B} whether the bonds 1o be issued are new issues or refunding bonds:

() the repayment plan for bonds;

(D) the percentage of savings to the district represented by the refunding bonds, if any; or

(E) any other consideration that, in the judgment of the commissioner, would enable the
commissioner to make a decision in the best interest of the bond guaraniee program and Texas
school districts.

(2) The commissioner of education may limit approval of the guaraniee io a district with a bond rating
below the "AAA" category, as rated by a nationally recognized municipal bond rating service. When a
rating is issued by more than one service, the lower of the two ratings shall be uzed to determine whether
the school district shall be eligible for the guaranies.

(f) The guarantee shall be completely removed when bonds guaranteed by this program are defeased, and such a
provision shall be specifically stated in the bond resolution. If bonds guaranteed by this program are defeased,
the district shall notify the commissionér of education in writing within 10 calendar days of the action.

(&) For bonds issued before August 15, 1993, a school district seeking the guarantes of eligible bonds shall
certify that, on the date of issuance of any bond, no funds received by the district from the Available Schogl .
Fund are reasonably expected o be used directly or indirectly to pay the principal or interest on, or the tender or
retirement price of, any bond of the political subdivision or to fund a reserve or placement fund for any such

bond.

{h) For bonds guaranteed before December 1, 1993, if a school distriet eannat pay the maturing or matured
principal or interest on a guaranteed bond, the commissioner of education shall cause the amount needed 1o pay
the principal or inlerest 10 be transferred to the district's paying agent solely from the Texas Permanent Schoal
Fund and not from the Available School Fund. The commissioner also shall direct the comptroller of public
accounts to withhald the amount paid, plus interest, from the first state money payable to the district, excluding
peyments from the Available School Fund.

(i) For bonds issued after August 15, 1993, and guaranteed on or afier December 1, 1993, if a school district
cannot pay the maturing or matured principal or interest on a guaraniesd bond, the commissioner of education
shall cause the amount needed 1o pay the principal or interest to be transferred 1o the district's paying agent from
the Texas Permanent School Fund. The commissioner also shall direct the comptroller of public sccounts to
withhold the amount paid, plus interest, from the first stite money payable to the district, regardiess of source,
including the Available School Fund.

Statutory Authority: The provisions of this §33.65 issued under the Texas Education Code, §7 10200 134).

Source: The provisions of this §33.65 adopred 1o be effective § .
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CODE OF FEDERAL REGULATIONS
TITLE 26=INTERNAL REVENUE
CHAPTER I-INTERMAL REVENUE
SERVICE, DEPARTMENT OF THE
TREASURY
SUBCHAPTER A<INCOME TAX
PART 1=INCOME TAXES
NORMAL TAXES AND SURTAXES
COMPUTATION OF TAXABLE INCOME
TAX EXEMPTION REQUIREMENTS FOR
STATE AND LOCAL BONDS
Current through February 27, 2004; &9 FR 9502

§ 1.148-11 Effective dates

(a) In gemeral. Except as otherwise provided in this
section, §§ 1.148-1 through 1. 148-11 apply 1o
bonds sold on or after July 8, 1957,

(b} Electbve retroactive application in whole--(1} In
gemeral, Except as otherwise provided in this
section, and subject to the spplicable effective daies
for the earresponding stomitory provisions, an issuer
moy npply the provisions of §§ 1.148-1 through
1.148-11 in whole, but not in part, to amy fsue that
is outstanding on July & 1997, ond & subject 10
section 1487 or to sections 103(c)(6) or 103AL) of
the Internnl Revenue Code of 1954, in licu of
otherwise  applicable regulations under those
seclions.

(27 Mo elective retroactive  application  for
|8-month spending exception. The provisions of §
1.148-T(d) (reloting 1o the |B-month spending
excepiion) may nol be applied to any issve ssved
on or befare June 30, 1993,

(3) Mo elective retroactive application for hedges
of fixed mite issoes. The provisions of §
11484} 2WIB) (relating o hedges of fixed rale
issues) may not be applied to any bond sold on or
before July B, 1997,

{4) Mo elective retroactive opplication for safe
harbor [or esisblishing falr market valie for
guaranteed investment contracts and invesiments
purchased for a wield restricied defeasance escrow,

FAgE £ 01 4

Fage |

The provisions of 3§ 1.148- Jd}6)iii) (relating o
the safe harbor for esmblishing fair morket value of
guaranteed investment contracts and yield restricted
defeasance escrow investments) and
1,148-5e)23(iv) (relating 1o n special role for yield
resiricied defensance escrow investments) may ol
be applied to amy bond sold before December 30,
1998,

{c) Ebective retroactive application of certain
provisions and special rules— (1) Retrosctive
application of overpaymenl recovery provisions.
An issuer may apply the provisions of § 1.148-3(i)
to any issse that is subject to section 148{f) or o
sections 103(c¥6) or 103A() of the Imtermal
Revenie Code of 1954.

{2} Certain allocations of multipurpose issues. An
albecatian of bonds 1o a refunding purpose under §
1. 14B-%h) may be adjusied & necessary 1o reflect
allocations made between Moy 18, 1992, and
August 15, 1993, if the allocations satisfied the
comesponding prior provisien of § 1.145-11(j)4)
under applicable prior regulations.

(3} Special limitation. The provisions of § 11489
apply to ssues issued before August 15, 1993, only
il the issaer in good faith esimates the present
waliee savings, il any, sssociated with the effect of
the applicatson of that section on refunding eserows,
usting any reasonsble sccoumiing method, and
applies those savings, if any, to redeem cutsianding
tnxn-cxempt bonds of the applicabbs issue &t the
earliest possible date on which those bonds may be
redeemed orf otherwise retired These savings are
nol reduced to tnke Mo account any administrative
costs  associated with applying hese provisions
retroactively.

(d) Transition rule excepting cernain stabe guncantee
funds (rom the deflimition of replacement
proceeds—{1) Certain perpetual trusi funds, A
guarsntee by a fund crested and controlled by a
Stmte and establnhed pursuam o s constitution
does not cause tht amoums in the fund o be
pledeed funds treated an replocement proceeds if—-

{i} Substantially all of the corpus of the fund
consists of nonfinancial assets, revenues derived
from these asscts, gifts, and bequess;

{ii) The corpus of the guaraniee fund may be
invaded only 10 suppon specifically  designared

Copr. © West 2004 No Claim to Orig. LLS. Govt. Works
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essential  povernmental  functions  (designated
functions) carried on by political subdivizions with
general taxing powers;

(ili} Substantinlly all of the available income of the
fund is required 1o beé applied sanuslly to supporn
designated functions;

{iv) The issue sunranteed consists of gemeral
obligations that are not privaie activity bonds
substantinlly all of the proceeds of which are 1o be
used for desipnated functions,

{v) The fund satisfied each of the requiremenis of
paragraphs  (d)(1)(i} through ()1} of this
section on August 16, 1986, and

{vi} The guoraniee is not atiributable 1o a deposit 1o
the fund made afier May 14, 1989, unless—

(A} The deposin i suributable to the sale or other
disposition of fund assets; or

(B} Prior to the deposit, the outsianding amount of
the bonds puaranteed by the fund did ot excesd
250 percent of the lower of the cost or fair markes
value of the fund.

(2) Permanent University Fund. Replacement
procesds do mot include amounts allocable to
invesiments of the fund described v section 648 of
Public Law 98-369.

(e} Transition rule regarding special allowance
payments. Section 1.148- 5(b)(5) applies w any
bond issued afier fanuncy 5, 1990, excepl o bond
isswed exclusively 1o refund a bond issued before
Jamuary &, 1990, if the amount of the refunding
bond does nol exceed 101 percent of the amount of
the refunded bond, and the matwrity date of the
refunding bond is not later than the date that is 17
years. after the date on which the refunded bond was
issued (or, in the case of a series of refundings, the
deie op which the original bond was issued), but
only if § 1. 14E-2(dN2Yiv]) is applied by substitsting
| and one- hall perceniage poinis for 2 percentage
poinds.

(1) Transition rube regarding applicability of vield
reduction  rule, Sectwm  1.148-5(c) oapplies 1o
nonpurpose investments allocable to replacement
proceeds of an issue that are held in o reserve or
replacement fund 1o the extent thot-

Pape 3 of &

Page 2

{1} Amounts must be paid into the fund wnder a
constitional  provision, satute, or  ordinance
ndopted before May 3, 1978,

{2) Under that provision, amounts paid into the
fund (and investment eamings thereon) can be used
anly to pay debt service on the issues; and

{3) The size of the payments made nto the fund is
independent of the size of the oulstanding issues or
the debt service thereon.

(g) Provisions applicable to certain bonds sold
before effective date. Except for bonds 16 which
paragraph (b)) of this section applies-

(1) Section 1.148-11A provides rules applicable 1o
bonds sold afier June &, 1994, and before July B,
1997; and

{2} Sections 1.148-1 through 1.148-11 as in effect
on July 1, 1993 {see 26 CFR part | & revised April
1, 1994), and § 1.14B-10A(D) (relating to elective
retroactive  applicstion  of cemain  provisions)
provide rules applicable 10 cermin sues issued
before Juns 7, 1994,

(b} Safe harbor for eswmblishing fair market value
foar gunranteed investment contracts and investnients
purchased for a vield resiricted defensance escrow.
The provisions of § 1 148-3{d}E)iii) are applicable
1o bonds sold on or afier March 1, 1999, lssuers
miy apply these provisions to bonds sold on or afier
Diecemnber 30, 1998, and before March |, 1999,

{i) Special rule for cerain broker's commissions
and similar fees. Seciion 1. 148-3{ed(2ZWii1) applics
1o bonds sold on or after February 9, 2004, In the
case of bonde sold before February ©, 2004, that are
subject 10 § 1.148-3 (pre- effective date bonds),
issuers may apply § 1.148-5(e}2){3), in whole but
not in part, with respeet 1o trandsctions entered into
on or after December 11, 2003, IT an issuer applies
§ 1.148-He)(2Xiii) 1o pre-effective date bonds, the
per-issue =afe harbor in §
1 148-S{e)2MBY 11T} is applied by taking into
sceount all brokers' commissions or similar fees
with respect to gusranieed investment coniracts and
investments for yield restricied defessance escrows
thot the isswer treats s gualified administrative
costs for the issue, including all such commissions
or fees poid before February 9, 2004, For purposes
of 5§ 1. 148-5(e)(2 W) and

Capr. © West 2004 No Claim 1o Orig. U.5. Govi. Works
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| 1 AB-S(e)2WiTMANEY (relotimg o cost-ol-living
wdjustments), transactions emleved into before 2003
are treated as enlered into in 2003,

{j) Certain prepayiments. Section 1.148-1(e)(1) and
{2) apply to bonds sold on or after October 3, 2003,
Tssuers may opply § 1.148-1(eX1) and (2}, in whale
but not in part, 1o bonds sold before October 3,
2003 that are subject 1o § 1.148-1

[T.D. 8418, 57 FR 21025, May 18, 1992; T.I.
E418, 57 ER 44000, SepL 30, 1992; 57 FR 45879,
Oct. 5, 1992; 57 FR 4EB51, Oct. 28, 1992; T.D.
B476, S8 FR 33547, June 18, 1993, 58 FR 44453,
Adsg. 23, 1993; T.D. 8538, 59 FR 24046, May 10,
1994; T., 8718, 62 FR 23512, May 8, 1997, T.D,
B476, 64 FR 37037, July 9, 1999, T.D. 9085, 68
FR 45777, Aug. 4, 2003; T.D. 9057, 68 FR 69023,
Dec. 11, 2003

26 C.F. R § 1.148-11
26 CFR § 1.148-11 i3
END OF DOCUMENT
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Appendix D

. AN OVERVIEW OF THE
BonD GUARANTEE PROGRAM

Since its inception in 1983, the Bond Guavariee Program has guaranteed 2,580 school district bond
issues for @ fotal of $41.85 bilkon. At the end of fiscal year 2003, these were 1,020 issues oulstanding with
@ balance of $28 25 billian. This balance represents the principal amount of the bonds issued and does
ot refiect &y subsequent accretions in value for compound interest bonds (Ieno coupon securities). The
balance also excludes bonds that have been refunded and released from the Bond Guarantes Program.
During the fiscal yaar, thare were 275 schoal distict issues guarantead by the Fund, These new issues
totaled 5565 billion, As of August 31, 2003, the ratio of guaranteed debl oulstanding to the book value of
the Fiund was 1.7371 and the ralio of guaranteed debt to the fair value of the Fund was 1,62:1,

The guarantes capacity of the Fund is limited in two ways. The first limit is imposed by state law. During
the Regular 78" Legislative session, the siste law that limits the capaciy of the program was changed
froem bam fimes the lower of cost or fair value of the Fund's assets (o bao and one-half times the kower of
cost or fair value of the Fund's asseis. In addition, the exclusion of the value of real estate owned by the
Fund was eliminaled from the calculation. The secend limil is imposed by Intemal Revenuse Servico
rufings kmitng the amount guaranteed io 250% of the lower of hisiorical cosi or current fair value of the
Fund adjusied by a feclor thal allocates the historical cost or current feir value between the value of the
Fund as it axisted an May 15, 1985, and the subseguent additions to the Fund, Al fiscal year and, the
Internal Revenue Sandce imitalions were more restrictive,

in order to be eligible far the bond guarantee program, school districts must be accredited by the siate,
have bond ratings below Aaa, and have their appiscations approved by the Commissioner of Education,

if @ school district failz to make scheduled payments for any bond issues guaranteed by the Fund, the
Fund will make the scheduled debl service payment for the defauling school district. The Fund will not
acoelerate the total bond (ssue. Any state funds subseguently due 1o the district will instead be paid to the

Fund unlil all monies due the Fund are repaid.

Figure 13 lists the school districts with the ten largest aggregate amounts of bonds cutstanding, which are
puaranteed under the program as of August 31, 2003

FIGURE 15:
Bond Guarantee Program
Ten Largest Total Debt Outstanding
Guaranteed Under the Program
At August 31, 2003

School District Name Balance
Houston |50 ¥ 1,067,385,036
Maorthside ISD B11,884,960
Cypress-Fairbanks |50 775,016,585
Flana I1SD 730,855,890
Katy 15D 668,568,403
Dallas ISD 655,644,266
Ban Antonia ISD 547 664 573
Arfington IS0 534,845,081
Lewisville ISD 539 824 BES
Morth East iS50 469,120,000

47
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BOND GUARANTEE PROGRAM SUMMARY .
FOR THE FISCAL YEAR ENDED AUGUST 21, 2003

FISCAL YEAR 003
NUMBER OF IS3UES
Numbes ol vsses ot Baginning of Year 1,756
Fiscal Year Actraly”
Diistrict lsues. Guaranteed During Fiscal Year w5
District issues Refunded or Mstured  nom
Number of lssuss 8 End of Year __1.2
BALANCE
Balance al Begmrng of Year § 25,950,584 344
Fescal Yeat Acinity:
Diistrict lsuss Guamanteed During Facal Year 5,648,007,037
Deawict lssues Refundes or Mstured _ [3.350.E00.83M
Balance &l End & Year 245 543 £O1 443
FIGURE 18: .
M| Bond G e Program Comparative Steius ¥ [CE=E
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. BOND GUARANTEE PROGRAM — |SSUED AND GUARANTEED
FOR THE FISCAL YEAR ENDED AUGUST 31, 2003

School District Narme Balance
Abilene 150 5 5,385,000
Acadermy 150 7122338
Agua Dulee 150 2,514 985
Alamo Heights ISD 35,946,680
Albany IS0 2,270,000
Aldine 150 250,154,226
Aledo |50 45,300,105
Alice 15D 36,540,000
Alaf 150 253,990,000
Alien 150 206,375,204
Alping 150 3,454,905
Al IS0 504,050
Ahvarado [SD 41445533
Abvin 5D 76,069,867
Alvord 15D 5,408,057
Amarillo 15D . 51,201,764
Anahuac 150 £,290,000
Anderson-Shira CISD 780,000
Andraws 27,720,000

. Anglaton 150 37,505,000
Anna 130 6,812,891
Anthary 15D 4,000,000
Aguita |50 1,165,000
Aransas County 150 12,600,000
Aransas Pass 15D 4,920,000
Archar Clty 1SD 1,525,000
Argyle 150 27,643,156
Adinglon 15D 534,045,001
Arp 15D 9,680,000
Athens |50 17,330,000
Atlants S0 1,600,000
Aubrey 150 22 857,513
Aussn 15D a4 014 904
Buspwel-Treoh IS0 1,150,000
fulon IS0 1,445,000
Azle 15D 34,575,000
Ballinger IS0 E55,500
Balmorhea 15D 1,505,000
Bandera |50 20,410,000
Banquote 18D 55,805
Barbers Hll IS0 72,290,000
Bartat ISD 2,050,258
Basrop 150 78,937,823
Bay City 15D 28,470,000
Besumant 150 48,400,000

. Beckville 15D 5,460,000
Beaville 150 20,484 652
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FOR THE FISCAL YEAR ENDED AUGUST 31, 2003

School District Name Balance
Beais 150 4,405,000
Ballville 150 6,112,400
Balten 1SD 208,980,000
Ben Boli-Palito Bianco GISD 3,835,000
Big Sandy 15D 4 E50,000
Big Spring 150 10,605,000
Birgville 5D 152,958,037
Bishop C15D 6,489,353
Blaneo 1SD 8,015,000
Biand ISD 505,000
Biankel IS0 1,430,000
Blooming Grove 150 2,888 477
Bloamingeen I1SD 5, TES,000
Biue Ridge 15D 7,880,000
Biluff Diale 150 640,000
Biwm 15D 2,370,000
Boame 15D 43,904,163
Boles ISD 5,795,000
Bonham ISD 6.000,511
Bosquevills S0 1,530,000 .
Boyd 8D 1,661 BE9
Brackeli IS0 120,000
Brady 150 8,146,022
Brazosport 15D 72,652,707
Bremond IS0 5,360,000
Brenham ISD 17,684 887
Bridge City 150 21,508,734
Bridgepon IS0 6,585,000
Brock IS0 5,536,374
Brookesrmith 150 1,540,000
Brooks County IS0 3,750,000
Brownfiedd |50 9,000,000
Brownsboro 150 10,230,000
Brownsvills 15D 97,250,000
Browrmwood IS0 8471685
Bruceville-Eddy ISD 52,406
Bryan 150 67,250,458
Brysan IS0 385,000
Buckhaolts 150 1,180,000
Buftalo 10 2,250,000
Bastard 15D 13,5458 638
Buna 15D 11,840,000
Burkburnett 150 14,514,886
Burkeville I5D 2,865,000
Buebason 150 84,380,761 .
Burnet CISD 38,240,000
Burton 150 BBS, 000
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BOND GUARANTEE PROGRAM —— ISSUED AND GUARANTEED
FOR THE FISCAL YEAR ENDED AUGUST 21, 2003

Schoal District Hame

Bushland ISD

Bynum IS0

Caddo Mills ISD
Calallen |5D

Caldwedl 15D

Calhoun County 15D
Callisburg 150
Cameron IS0

Campbell 15D
Canadian 150

Canion IS0

Canutillo IS0

Canyon 150

Carlisla IS0

Carrizo Springs CI5D
Carroll 1SD .
Carrolitan-Farmars Branch 15D
Carthaga 15D
Castiebamy 150
Gedar Hill ISD
Geleste S0

Calina |80

Ceniar 15D

Center Poin 150
Canterville IS0 (Groveton)
Central Heights
Channehdew 150
Chapel Hll ISD
Charlotte 150
Chesber IS0

Chico 15D

Chikdrass 15D

China Speing 15D
Chirano 150
Chiswm 15D
Christoval 15D

City View ISD

Clear Creak [5D
Clabume |SD
Cievaland 150
Cliften 15D

Ciind 1ISD

Ciyde CI1S0
Coldspring-Oakhurst CISD
Colaman 150
College Station 15D
Collingwille |50

Balance

840,000
1,405,000
18,652,587
7,650,000
6,535,402
2,380,000
3,130,000
23,555,000
750,000
1,380,000
21,206,878
43,630,442
74,938,824
1,495,000
7.870.000
160,270,132
289,359,950
7.810,000
22,140,000
37,517,243
240,027
15,081,016
7667213
1,860,000
BS0,000
235,000
40,618,083
13,880.000
3,410,000
700,000
1,285,000
3,860,000
17,744 416
1,260,000
7.209,364
1,450,000
B.534,893
303,738,438
32,830,000
47,225,904
5,770,075
TB.458,7T6
8,020,000
5,410,000
1,305,000
57,168,482
1,705,000

51
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Commerce ISD
Community IS0
Comsiock 15D
Connally 1ISD
Conroe ISD
Coolidge 150

o o g [ =7 R TIeE g —
Corsicana I1SD
Cotulta 1SD
Covinglon 15D
Crandall ISD
Crawford 15D
Crockeit ISD
Crosby 15D
Cross Plains 15D
Cross Roads 15D
Crowlay 15D
Crystal City 15D
Guarg ISD
Cumby 150
Cypress-Fairbanks IS0
Daingerfieid-Lonestar 15D
Drallas 15D
Danbury 15D
Dawson IS0
Dayton IS0

De Leon I1SD

De Soto ISD
Decatur IS0
Deer Park ISD
Dekalb 1ISD

Ded Valie ISD
Denison ISD
Denton 150
Denver City 15D
Detroil 150
Devwvers ISD
Devine IS0
Deweyville IS0

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

12,902,445
3,080,000
13,211,338
415,388,528
2,545,000
6,305,000
29,805,000
3,170,000
2,610,000
30,292,271
3,755,000
10,000,000
56,254 471
815,000
2,875,000
124,108,863
15,810,000
15,325 565
1,445,000
775,016,685
9,605,000
655,544,255
3,730,000
470,000
32,753,678
455,000
56,410,790
25,006,628
97 450,000
860,000
83,485,000
12,814,678
206,657,320
6,590,000
1,415,000
1,985,000
4,415,000
14,000,000

62
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. BOND GUARANTEE PROGRAM - [SSUED AND GUARANTEED
FOR THE FISCAL YEAR ENDED AUGUST 31, 2003
School District Mama Balance
DHanis ISD 1,565,000
Dbl 15D 575,000
Dickinson 150 568,174,524
Dilley 15D 2,690,000
Dodd City 150D 1,500,000
Danna IS0 66,385,000
[wipping Springs ISD 31,643,701
Driscoll ISD 3.275,000
Dubdin 15D 4 575,000
Dumas 150 4 215,000
Duncanvilie |50 206 826,700
Eaghe Mountain-Saginaw 1SD 143,685,000
Eagle Pass 15D 35,525,000
Eanes 15D 110,110,000
Early 1ISD & 844,000
East Bernard 150 2,405,000
East Cantral 150 56,960,000
Eelor County 15D 104,140,299
Ector 150 2,715,000
Edcouch-Elsa 150 30,350,000
. Edgewood IS0 73,144,802
Edinburg CISD 81,344,773
Edna ISD 054,383
El Campo IS0 5,935,000
El Paso I5D 171,390,674
Electra |50 2,135,000
Elgin ISD 25,670,000
Elkhart 1SD 176,000
Elysian Fields 15D 1,575,000
Ennis 18D 51,052,361
Era ISD 780,000
Eula ISD 5,200,000
Eustace IS0 2,674 3458
Evadale 15D 2,000,000
Ewarman IS0 85,260
Fabens IS0 9,230,000
Fairfhaid 15D 23,475,000
Falts City IS0 2,460,000
Fannindel 15D 2,000,000
Farmarsville 1SD 8,545,000
Farwell IED 875,000
Ferris [SD 425,000
Flalonia [BD 2,605,000
Florence |50 6,328,218
Floresville 15D 22,140,000
Flour Bluff 15D 7,775,000
Faoresiburg 150 515,000
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BOND GUARANTEE PROGRAM — ISSUED AND GUARANTEED
FOR THE FISCAL YEAR ENDED AUGUST 34, 2003

School District Mame Ealance
Forney IS0 66,708,945
Forl Bend |SD 426301412
Fort Elliott 15D 250,000
Fort Hancock 15D 1.E30,000
Fort Siockion 150 11,980,000
Fort Worth 150 307,534 478
Frankston |50 1,300,000
Fradericksburg 150 16,054,443
Frenship 15D 30,168,125
Friendswood IS0 23,805,000
Frizsco 130 373,567 233
Frast 150 1,400,000
Frultvale |SD 1,370,000
Bainesville 150 B,610,000
Galena Park |SD 203,350, 858
Gadvesion [SD . 16,846,721
Ganado 150 15,000
Gariznd 150 303,182,786
Gamar IS0 574,000
Garison SO 2,256,000 .
Gary 15D 1,770,000
Galeswile 15D 6,000,228
Georgelown 1ISD T2.300 591
Giddings 15D 6,060,000
Gladmwater 15D 2,290,000
Godey ISD 8,360,000
Gaodd-Burg 50 1,076,000
Goldimwalile |50 2,130,000
Goliad 15D 1,250,000
Gonzales 150 $,315.000
Goose Croek CI5D 151,483,680
Gordon IS0 865,000
Grafoid IS0 3,785,000
Graham IS0 7,730,000
Granbury IS0 66,316,181
Grand Praife 15D 190,551,876
Grand Salne ISD T.7E1. 154
Grandfalis-Royally IS0 555,000
Grandvimw 2,425,000
Grandview-Hopkins 150 630,000
Grange |50 1,307 226
Grape Croek 15D B.375,000
Grapavine-Collayville 150 241,000,813
Greenville 18D 25 G D08
Gregory-Poland (S0 32,844 512 .
Gmoom 15D 550,000
Gunier 150 1,826,807
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. BOMD GUARANTEE PROGRAM -— ISSUED AND GUARANTEED
FOR THE FISGAL YEAR ENDED AUGUST 31, 2003
School District Name Balance
Gustine |50 1,515,000
Hallsville 150 20,215,000
Hamiion |50 4 E00,000
Hamiin 150 1,564,300
Hamshire-Fannetl 150D 6,810,000
Hardin-Jefferson 150 5,375,000
Harlandaée 150 161,200,488
Harlelon IS0 2,300,000
Haringan CISD TE,B75,000
Harmpny 150 3,230,000
Harthey 15D 530,000
Haya CISD 135,576,677
Hedley IS0 895,000
Hampstead 150 14,034 887
Handersan 15D 11,000,000
Hico 15D 4,245,000
Hidalge 15D h 23,970,000
Hrghland 150 555 000
Highland Park ISD {Amarilia) 5,670,000
Hillsborn 150 21,788 438
Hilzhcock 15D T.6518,831
HoRand IS0 3.112.506
Hondo 150 10,705,000
Haney Grove 150 2,680,000
Hooks |50 7,205,000
Houston 15D 1,067,305,036
Howe 15D 11,608,917
Hubbard |SD 3,040,000
Hudson 12D 11,570,000
Hufiman |50 18,500,000
Hughes Springs 150 650,000
Hull-Diafsetta (50 1,730,000
Hurmble IS0 300,260,000
Huntinglan IS0 10,105,000
Hunisville |SD 48,010,128
Hurst-Euless-Bodlond 15D 235,825,613
Hutla 15D 34,831,617
Idalow IS0 1,268,998
Industial ISD 10,380,000
Ingheside IS0 3,445,000
Ingram 15D 4.580,000
lowa Park CISD 4,882 491
Irecied! 1500 720,000
Irving ISD 377,784,750
Italy 1500 1,870,000
. asca 150 3,135,000
Jacksorville ISD 12,547,045

55
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School District Name

Jarrell 15D

Jasper 15D
Jayton-Girard IS0
Jetfarson 150

Jim Hogp County 150
Jim Med CISD
Joaquin 15D
Jahnson City 15D
Joshua 15D

Kaller ISD
Kaemp IS0
Kandieton 150
Henedy 150
Kennard 150
Kennedale |50
HKerens IS0
Kermville I5D
Kilgore 150
Killean IS0
Kingaville 15D
Kiryvilla CISD
Iiain IBD
Knippa ISD
Knox City-OrBrien CIS0
Koppard 150
Kountze 15D
Krum |50

La Fara IS0
Lo Grangs ISD
La Joya 15D
Le Margue IS0
La Pore ISD
La Poynar ISD
La Pryer ISD
La Vega ISD
La Vemia IS0
La Villa E5D
Lage Vista ISD
Lake Dallgs 15D
Lake Tranis IS0
Lake Warth 150
Lamar CISD

Balance

2,500,000
17,840,000
1,700,000
181,287
4,115,348
3,160,000
2.615,000
514,903
35,685,000
161,736,199
100,000
785,000
688,568,403
33,484 317
400,520,389
£,650,675
1,260,000
2,685,000

250,000
15,220,000 .
2,500,000

38,485,000
14,289,004
172,240,000
18,650,000
7.031,556
251,115,000
1,085,000
B50,000
220,000
1,055,000
13,540,000
8,984 8T8
3,850,000
B 568,643
35,187 588
74,700,000
1,926,000
1,335,000
8,445,000
10,125,000
4,425,000
16,375,708
56.208.438
58,780,000
24,387 454
106,860,000
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BOND GUARANTEE PROGRAM — ISSUED AND GUARANTEED
FOR THE FISCAL YEAR ENDED AUGUST 31, 2003

School District Nama

Lampasas 15D
Lancaster 150
Laredo 15D
Lasara 150
Lataxo ISD
Leandar I5D
Lefors 15D

Lean 15D
Leanard IS0
Lawisiilie 130
Lexington IS0
Liberty Hill 15D
Liberty IS0
Libarty-Eylau IS0
Lindale 180
Lingleville ISD
Lipan |SD "
Littls Cypreas-Maisicavils CISD
Littie Eim IS0
Livingaton IS0
Liano 15D
Lockhar 15D
Lohn 18D

Lone Chal 15D
Longview [SD
Loop IS0

Lorena ISD

Los Fresnos CISD
Louise IS0
Lovesoy IS0
Lubbock 150
Lubbock-Cooper 15D
Lusders-Avoca 150
Luikin IS0

Lulimp ISD
Lumbarion 150
Lytord CISD

Lyt 15D

Mabank ISD
Madisonville G50
Magnodia ISD
Malakoff 1SD
Malta (5D

Manor 5D
Mansfieid 150
Marble Falls 15D
Maria |5D

Balance

4,044 900
11.475,000
138,577 855
2,880,000
3,100,000
381,432 998
235,000
1,800,000
2,804,604
520,524 665
3,435,000
13,270,000
17,000,000
4,835,000
30,141 430
1,445,000
3,030,336
16,486 658
108118478
11.8785,000
16,450,000
33,464 908
1,468,000
4,211,373
23,645,000
1,588,000
15,569,758
31,982,250
2,510,000
21,280,000
68,970,070
14,390,555
1,540,000
22,726,000
5,075,000
18,325,000
5,375,000
2,210,000
1381432
16,455,000
97,999 856
5,715,000
1,215,000
32,666,408
344 188,545
22847267
4,965,000

57
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BOMD GUARANTEE PROGRAM —— ISSUED AND GUARANTEED
FOR THE FISCAL YEAR ENDED AUGUST 31, 2003

School District Hama Balance
Marion 15D 6,065,000
Marlin 150D 4,005,000
Marshall 15D 1,365,000
Mart 150 4,115,000
Martins Mill 13D 1,603,807
Martinsville 1SD 1,745,000
Mathis 15D 6,035,000
Maud 15D 1,055,000
May 5D 1,885,000
Maypear ISD 5,100,898
McAllan 150 37,680,000
MeCamey ISD 1.60:0,000
WcDade I5D 1,435,000
McGregar 150 7453284
McHinney 50 275,040,000
MeMullen County 1500 2,730,000
Maeadow 15D 1,445,000
Medina Vallay IS0 20,045,000
Mefssa 150 13,355,000
Mancedes S0 37,470,000 .
Merichian 5D 1,950,000
Merked 50 2,435,000
Masquite |50 384,824 432
Mexia 150 4,326 9658
Miami 15D 362,000
Mickand 150 87,280,952
Midigihian 13D §3,100.205
Midway 150D (Waco) 50,283 288
Mildred ISDY 2,630,000
Miles 15D 1,405,000
Milfard 150 501,065
Miller Grove 15D 2,895,000
Malisap ISD B.910,000
Minaral Wells IS0 25 460,000
Mission CISD 66,810,000
Monte Alip ISD 3,220,000
Mantgomery IS0 48,611,312
Moulbon IS0 375,000
Mount Entarprise 1ISD 55,000
Mounl Pleasant 15D A561T, 168
Muenatier IS0 2,546 623
Nacogdoches |50 57,435,000
Natalia 15D 3,425,000
Navara ISD 8,685,000
Navasols IS0 12,205,000
Mazaneth (SO 1,850,785
Maedariand IS0 15,605,000
5B
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. BOND GUARANTEE PROGRAM -— ISSUED AND GUARANTEED
FOR THE FISCAL YEAR ENDED AUGUST 31, 2003
School District Name Balance
Meedville ISD 18,520,000
Mew Bosion |SO 3,844,999
New Brauniels IS0 Td 203,762
New Canay 15D 72,128,002
HNew Surmmerfield IS0 160,000
Mew Waverty 150 10,135,000
Mewton IS0 10,385,000
Nixgn-Smilay CISD 1,500,000
Nordheim 5D 1,150,000
Hormanges 150 4 530,005
Morth East IS0 469,120,000
Worth Forest S0 38,850,000
North Hopkins 150 1,120,000
Naorth Lamar ISD 7,804,344
Morthside IS0 611,884,960
Morthwes! 150 : 144 520,093
Nusces Canyon CISD 45,245
Odem-Edroy IS0 &,738,000
O'Donned 150 E25,000
Oglesty 15D 1,145,000
Oifen 15D 1,340,000
Dingy IS0 5,080,000
Ol 150 2,030,000
Onalaska ISD 6,943,380
Cranga Grove IS0 12,140,000
Orangofiald IS0 G9S5,000
Ome City 15D 2,500,000
Owerion |50 1,600,000
Paducah ISD A25,000
Palestine 150D 5,097.0m9
Padmer |50 5,680,000
Pala Pinto 150 30,000
Pampa 150 7475000
Paradse |50 9,600,998
Paris 15D 7.863.345
Pasadens 150 256,882 670
Paarland IS0 178,376,130
Pearsall ISD 16,350,082
Peaster 150 SATRATE
Perrin-vhitt CISD H36,000
Perrylon IS0 6,380,000
Patorshurg 15D 405,000
Patrolia IS0 4,506,000
Pllugersile |50 232 B08.5T3
Pharr-5an Juan-Alama 150 9, 340,000
. Filot Paint 150 6,960,000
Fine Tree 150 B.8B4 026
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BOND GUARANTEE PROGRAM —= ISSUED AND GUARANTEED
FOR THE FISCAL YEAR ENDED AUGUST 31, 2003

School District Name Balance
Pittsburg 150 5,980,000
Plana 15D 730,859,880
Pleasant Grova 15D 13,404 995
Pleasanian (50 11,175,000
Plemaons-Stinned-Phillips C150 6,675,000
Point tsatel 150 9,863,046
Ponder 150 14,660,000
Poohdile 150 5,750,000
Porl Aransas |50 10,449,579
Port Arthur IS0 B,000,000
Port Neches.Groves 150 28,500,000
Potes 150 5,880,000
Poth 15D 2,100,000
Poitsborg IS0 10,301,966
Prairiland 150 9,685,000
Prement 150 : 2,570,000
Presidio 150 10,495,160
Priddy 15D 755,000
Princeton 15D 34,761,783
Progress IS0 15,500,000 .
Prosper IS0 23,576,172
Quanah IS0 220,000
Crsean City 150 2671, 751
Quinlan 150 25,888,062
Quitman |50 5,545,000
Rains 15D 4,565,000
Raymondville 150 17.400,000
Red Oak 150 20,632,143
Redwaler IS0 4,175,000
Rice CI1S0 1,786,334
Rice 150 4,215,000
Richardsan |50 374 668,552
Riesal 15D 3,038,000
Rio Grande City CISD 51,465,000
Ria Hondo 15D 23420985
Ria Vista I5D 5.9654 184
River Road 15D 3,370,000
Rivercrest 150 8,465,000
Robinson ISD 13,768 809
Raobsiown 18D 14,230,350
Roby CISD 740,000
Rochester County Line 15D 1,155,000
Fockwall 15D 174,803, (40
Rogars 15D 2,381,618
Roma 15D 17,410,000
Roscos IS0 1,600,000 .
Rotan 150 615.000
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BOND GUARANTEE PROGRAM — ISSUED AND GUARANTEED
FOR THE FISCAL YEAR ENDED AUGUST 31, 2003

Sehool District Hame

Round Rock 15D
Roumd Top-Carmine 150
Raoxton 150
Royal 150

Royse City 150
Fusk 15D

S&5 CI5D
Sabinal 15D
Sabine Pasa IS0
Saint Jo 18D
Salado 15D

Sam Raybum |5D
San Angslo 1SD
San Antonio IS0
San Benilo CISD
San Diego 15D
San Elizario ISD
San Felipe-Del Rio CISD
San Marcos CI50D
San Perlita 150
San Saba 150
Sanford 15D
Sanger 15D

Santa Anna |SD
Santa Fe 15D
Santa Maria |SD
Sania Rosa IBD
Santn 15D

Savey 15D
Echertz-Cibalo-Univarsal City 120
Schulenburg IS0
Seurry-Rosser |30
Sealy 158D

Saguin 150
Serminola 150
Saymowr IS0
Shallgwater 15D
Sharyland |SD
Shelbyville 150
Shaldan 15D
Shepherd 1D
Sherman IS0
Silshes 5D
Simms 5D
Sinton [SD
Sidamong-Tynan IS0
Slatan 180

Balance

308 84T 410
1,895,000
1,336,000

13,128,000
31,120,430
B12B,01Z
4,283,265
1,710,000
11,008 487
1,425,000
7.227 381
735,000
33,650,000
547,564 5T3
50,550,000
B,540,000
8,560,000
27,705,000
11,295.000
1,565,000
2,800,000
3,425,000
24,572,483
1,540,000
16,727,618
1,555 000
11,500,000
3,783,548
3475000
93,035,690
7,789,000
8,918,144
26,993,729
51,625,000
£,800,000
954,306
8,270,008
47,758,000
2,778,000
65,243 060
4 550,000
30,434 404
20,445,000
1,826,000
5,400,000
2,185,000
6,090,000

&1
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BOND GUARANTEE PROGRAM -— ISSUED AND GUARANTEED
FOR THE FISCAL YEAR ENDED ABGUST 31, 2003

School District Name Balance
Slidall 15D 2.955,000
Smithille IS0 17,838,734
Soacorro IS0 218,450,841
Somersed 15D 24,546,118
Samerville 15D 2,870,000
Sanora 150 5,900,000
South San Aniondo 150 83,956,212
Southside IS0 26,275,000
Southwest 15D 56,835,000
Spearman 150 230,000
Splendora IS0 25,134,097
Spring Branch 120 312 668,008
Spring Hill IS0 10,055,000
Spring 180 243 357 DES
Springlown IS0 22,030,000
Spunger 1SD . 3,355,000
Slafiond Msd 17 50,000
Stamiord [SD 2,750,000
Stephenville 150 16,259,703
Stockdale 150 2,275,000 .
Siratford ISD 2,100,000
Sudan SO 235,000
Sulphur Bhuff 1ISD 1,770,000
Sulphur Springs 150 867827
Sunray |50 3,480,000
Sweeny 150 12,700,000
Sweatwater 150 5,180,000
Taht ISD 5,926,000
Tarkington |50 5,000,000
Taylar 15D 20,061,842
Tengus IS0 6,508,000
Templs 150 38,755,000
Terredl 15D 45,690,024
Texarkana IS0 28,140,000
Texas City 15D 21,808 458
Tharmdalas |50 2,558,955
Thrall 150 2,305,000
Thiree: Rivers 150 3,070,000
Tolar 15D 5,554,000
Tom Bean IS0 2,600,000
Tomball 1S 137,245,000
Toemilio 15D 9,04, 807
Trent 15D 4,580,000
Trinidad 150 2,245,000
Trinity 150 55 PAB .
Troup 15D 2,285,000
Troy IS0 7.318,906
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. BOND GUARANTEE PROGRAM — ISSUED AND GUARANTEED
FOR THE FISCAL YEAR ENDED AUGUST 11, 2003
School District Name Balance
Tuloso-Midway IS0 31,215,000
Tyler 1SD 28,005,000
Unign Grove IS0 650, 8RD
United ISD 185,082,783
Uvalde CISD 36,865,000
Walley Mifls 15D 1,830,000
Valley View I1SD (Phar) 12 475,000
Valley View IS0 [Valley View) 2,230,000
Van Alstyne [SD 18,214,802
Van ISD 2,845,000
Venus IS0 9,491,834
‘aribast |50 1,830,000
Vernon 150 5357 442
Wictoria 150 34,004,836
Widor 150 24,800,000
Waco |SD . 62,410,000
Wall IS0 2,905,000
Walker 150 35,328,918
Waxahachis ISD 55,191,209
Weatherford 120 115,910,864
Weimar 150 5,810,789
Weslaco ISD 40,460,000
Wesl Hardin County CISD 3,830,000
West ISD 8,623 670
West Orange Cove CI5D 4,050,000
West Osa 18D 4,180,000
Westholf ISD 100,000
White Oak I1SD 4 535 000
White Seftiemant 15D 34781243
Whitahouse 150 27.894 998
Whitesbaoro 5D 17,310,000
Whitewright 150 10,180,037
Whitnay (5D 7,227,256
Wichita Falls 15D 23,244 580
Wilis ISD 60,414,111
Wilts Point ISD B,185,000
Wilmer-Huichins IS0 | .385, 122
Wilson 150 380,000
Wimberley IS0 1.075,736
Windehorst 13D 2,650,000
Winona IS0 254,095
Winters IS0 530,000
Wodaen ISD 2,405,000
Wit City 150 4,570,165
Woodville 15D 7,515,000
‘Wortham 150 1,000,000
Wylie ISD 108,534,050
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BOND GUARANTEE PROGRAM — ISSUED AND GUARANTEED
FOR THE FISCAL YEAR ENDED AUGUST 31, 2003

School Distriet Hame Balance
Wiha IS0 (Taylor County) 6915 5T
Yandis 150 2 345,000
Yoakum IS0 §,160,000
Yeigta 13D 30,427 290
Zapata County ISD T.210.000
Zavaila IS0 995,000
Zaphyr 150 450,000
TOTAL BOND GUARANTEE PROGRAM § ?ﬁ.?ﬂ.ﬂl‘iﬁ
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TEXAS EDUCATION CODE
CHAPTER 45. SCHOOL DISTRICT FUMDS
SUBCHAPTER C. CUARANTEED BONDS

l § 45.051. DEFINITIONS. In this subchapter:
{1} “*Board*® means the State Board of Education.
{2} “"Paying agent" means the financial institucion
that is designated by a school district as its agent for the payment
of the principal of and interest on guaranteed bonds.

Added by Acts 1995, Tdth Leg.. ch. 260, § 1. eff. May 30, 1935.

§ 45.052. GUARANTEE. On approval by the commissioner.
bonds issued under Subchapter A, including refunding bonds, are
guarantesd by the corpus and income of the permanent school fund.

Added by Acts 1995, 74th Leg.., ch. 360, § 1, e=ff. May 30, 1995,

§ 45.05]. LIMITATION: VALUE ESTIMATES. (a) The
commlssioner may not approve bonds for guarantes if the approval
would result in the total amount of outstanding guaranteed bands
exceeding an amount equal to 3-1/2 times the cost value or market
valuae, whichever is less, of the permanent schocl fund, as=

estimated by the board and certified by the state auditor.
{bk] Each yesar, the state auditer shall analyze tha status of

guaranteed bonds as compared to ‘the cost value and market value of
the parmanent school fund. Based on that analysis, the state
.uuegr ghall cercify whether the amount of bonds guarantesd im

ithin the limit prescribed by this asecclon.
fe] The commissioner shall prepare and the board shall adept

an annual report on the status of the guaranteed bond program,

Added by Acts 1995, 7dch Leag., ch. 260, § 1, «ff, May 30, 1395.
Amnnded by Acts 2003. 78th Leg., ch. 8%, § 1, eff. May 30. 2001.

§ 45.05%4. ELIGIBILITY. To be wsligible for approval by
the commissioner, bonds must be issued under Subchapter A of this
chapter or under Subchapter A, Chapter 1307, Government Coda. Eo
make a deposit under Subchapter B ar C of that chapter. by an

accredited school districc,

Added by Acts 1995, 74th Lag., ch. 260, § 1, =ff. May 30, 1935.
Amended by Acts 2001, 77th Leg., ch. 1420, § B.209, eff. Sept. 1,

2001.

§ 45.055. APPLICATION FOR GUARANTEE. (a) A school
district seeking the guarantee of aligible bonds shall apply to the
commissioner.

{b) The application must inelude:
{1} the nams of the school distriect and the principal

amount of the bonds to be issued;
{2] the name and address of the district's paying agent

r those bonds; and
{3} the maturity schedule., estimated interest rate,

and date of the bonds.
(e} The application must ba accompanied by & fee set by rule

of the board in an amount designed to cover the costs of
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administering the guarantee program,

Added by Acts 1955, Tdth Leg., ch. 260, § 1, =«ff. May 30, 1995,

§ 45.056. INVESTIGATION. (a) Following receipt of an
application for the guarantee of bonds, the commissioner shall
copduct an investigation of the applicant school discrict in regazd
to:
i1} the status of the district's accreditacion:; and
{2} the total amount of outstanding guaranteed bonds.

{b) If following the investigatisn the commissisner is
satisfied that the school district's bonds should be guarantesd
under this subchapter. the commissioner shall endorse the bonds.

Added by Acts 1995, Tith Leg., ch. 260, § 1, efFf. May 30, 1595,

§ 45.057. OGUARANTEE ENDORSEMENT. (a) The commissioner
shall endorse bonds approved for guarantee with:

(1) the commissioner's signature or a facsimile of the
ommissioner's signature; and i
(2}

a statement relacing the constituticnal and
itatutory authority for the guarantes.

(bl Tha guarantes is not effective unless the attorney
eneral approves the bonds under Section 45.005.

dded by Acts 15995, Tdth Leg., ch. 260, § 1. eff. May 30, 1585,

§ 45.058. NOTICE OF DEFAULT. Immediately following a
‘termination that & school district will-be or is unable to pay
turing or matured principal or interest on a guaranteed bond, but

t later than the fifth day beafore maturity date, the school
gserict shall notify the commissioner.

jed by Acts 1995, T4th Leg., ch. 260. § 1, eff. May 30, 1995,

§ 45.059. PAYMENT FROM PEAMANENT SCHOOL

0. (a] Immediately following receipt of notice under Section
058, cthe commissioner shall instruct the comptroller to transfer
n the appropriate account in the permanent school fund to the
iriec's paying agent the amcusnt necessary to pay the maturing or
ired principal or incerest.

(bl Immediately following receipt of the funds for payment
he principal or interest. the paying agent shall pay the amount
and forward the canceled bond or coupon to the comptroller. The
troller shall hold the canceled bond or coupon on behalf of the
snent school fund.

{c) Following full reimbursement to the permanent school
with interest, the comptroller shall further cancel the bond

wpon and forward it to the school discrict for which paymant
ade.

by Acts 1955, 74th Leg., ch. 260, § 1, eff. May 30, 1995.
#d by Acts 1997, 75th Leg., ch. 1423, § 5.07. eff. Sept. 1.

§ 45.060. BONDS NOT ACCELERATED ON DEFAULT. If a school
ct fails to pay principal or interest on a guaranteed bond
t matures, other amounts not yet mature are not accelerated
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and do not become dus by virtus of the scheool diseriet's defaulk.

Added by Acts 1995. T4cth Leg., ch. 260, § 1, eff. May 30, 1895,

. § 45.061. REIMBURSEMENT OF PERMANENT SCHOOL
FUND. {(a} If the coemissioner orders payment from the permanent
che cammizsioner shall

gchool fund en behalf of a school diserice,
direct the comptroller to withhold the smount paid, plus interest,
from the first state money payable to the school district. The

amount withheld shall be deposited to the credit of the permanent

echool fund.
{b) In accordance with the rules of the board. che

commissioner may authorize reimbursement te the permansnt school
fund with interest in a sanner other than that provided by this

section.

Added by Acks 1995, 74th Leg., ch. 260, § 1, =fF. May 30, 195§,

§ 45.082. REPEATED DEFAULTS. (a) If two or more
payments from the permanent school fund are made on the guaranteed
bonds of a school district and the commissioner determines that the
school district is acting in bad faith under the guarantee, the
commissiconer may request the attorney general to inscituce
appropriate legal action to compel the echool discriet and ies
officers, agents, and employess to comply with the duties reguired

of cthem by law in regard to the bonds.
{b] Jurisdiction of proceedings under this sectiosn is in

district court in Trawis County.

.ddad by Acts 1995, Tdch Leg., ch. 260, § 1, eff. May 30, 1995,

§ 45.063. FULES. The board may adopt rules necessary
for the administration of the bond guarantee program.

Added by Acts 1995, T4th Leg, ch. 260, § 1, eff. May 30, 1995,
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Appendix F

Senate Committee on Finance

Hearing Regarding U. T. Sysiem Debt Programs
March 16, 2004

The University of Texas System is pleased to have the opportunity to discuss our
debt programs today and 1o respond to any questions you may have. My name is Philip
Aldridge, and I am the Interim Vice Chancellor for Business AfTairs at the U, T, System.
I'm joined today by Randy Wallace, Controller and Chief Budget Officer, and Terry
Hull, Director of Finance.

The U. T. System Office of Finance manages a debl portfolio totaling $3.1 billion.
All debi is issued centrally by the U. T. Svstem on behalf of the fifteen academic and
health institutions. Revenue Financing System (RFS) debt, which is secured by all
legally available revenues of the System, represents $2.1 billion of the total, including
£568 million of Tuition Revenue Bonds (TRBs), which are issued under the RFS debt
program. Permanent University Fund (PUF) debt, secured by the U. T. System’s 23
interest in the Available University Fund, represents the second largest portion of debt
ouistanding, at $987 million, and the Higher Education Fund (HEF) comprises the
remaining $6 million of debt outstanding.

In addition to the core function of issuing debt 1o fund eapitel projects on behalf
of our 15 academic and health institutions, the U, T. System Office of Finance is also
responsible for the investment of debt proceeds, the payment of debt service, the tracking
of arbitrage, and SEC compliance. All of this is performed by a staff of five full-time

employeces.

Low Cost of Issuance

The Committee should be comforied by the knowledge that the L. T. System is an
extremely low cost and efficient issuer of debl. Consider the following facts:

« The U. T. System is one of only two public institutions of higher education o
obtain AAA/Aza credit ratings from all three major credil rating agencies, Both
the RFS and PUF programs have achieved the highest possible ratings.

s By virtue of these ratings, the U. T. System, its component institutions, and the
State of Texas benefit from the absolute lowest cost of debt in Texas.

= According to Bond Review Board data for fiscal year 2003, the U. T. System is
alzo one of the lowest cost issuers of debt in the state. The U, T. Systemn’s
wverage cost of issuance (including Underwriter's Spread) of $4.39 per bond is
almost one-half of the average for all Texas governmental issuers ($8.40 per
bond].
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s The U.T. System is the only state issuer that does not regularly utilize an outside

. Financial Advisor lo assist it in issuing debt. With the exception of the bond
underwriting itself, the Office of Finance models, plans, and executes all bond
trangactions, including maintuning credit rating relstionships. Based on an
average Financial Advisor fee of §1.25 per bond (per Bond Review Board data),
the avoidance of 8 Financial Advisor has saved the U, T. Systemn $2.4 million
over the past two years — more than twice the entire budget for the Office of
Finance during that period of time,

s The U. T. Sysiem is cne of the few Texas governmental issucrs that use a shart-
term commercial paper program for interim financing purposes. This means that
prajects can be constructed with an interim financing cost of less than 1.0% at
today's interest rates, hefore permanent bond financing is needed. This interim
financing methodalogy saves the 1. T. System several million dollars per year in
interest costs,

« Finally, | would note that our interim financing programs do not rely on the
purchase of external bank liquidity. This avoidance of bank liquidity fees saves
the U, T. System approximately $1.8 million per year.

In addition o the cost savings already articulated, the Office of Finance has taken
advantage of declining interest rates by refinding outstanding debt. Since 2001, the U. T.
System has refunded approximately $800 million of debt, thereby reducing fumare debi
service by an aggregate $65.7 million. OF this amount, $18.3 millicn is atiributable 1o
TRBs, which directly benefil the State.

Debt Limitations
The U. T. System’s debl programs are governed by numerous Federal and State
gigtules and internal policies.

1. RES Debt

RFS bonds (including TRBs) are issued in accordance with the general laws
of the State of Texas, including particularty Chapter 55, Texas Education
Code, and Chapters 1207 and 1371, Texas Government Code. RFS bonds are
issued as parity debt pursuant to a Master Resolution adopted by the Board of
Regenis. The Board adopted the Master Resolution for the purpose of
assembling the System's revenve-supported debt capacity into a single
finaneing program in order to provide a cost-effective debt program 1o
compaonent institutions of the System and to maximize the financing options
available. RFS debi 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. All projects finenced with RFS debt must have the
requisite approvals from the Board of Regents and the Texas Higher
Education Coordinating Board, TRBs can only be issued in the amount and
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for the project specified by the Legislature and authorized in Chapter 55 of the
Texas Education Code. .

2. PUF D¢

PUF debt is issued under the authority of Article VI, Section 18 of the Texas
Constitution, Chapter 1371, Texas Government Code, and Section 63.46,

Texas Education Code, and pursuant 1o the terms of bond resolutions

approved by the Board of Regents.  The constitution specifies that the U. T.
System receive 2/3 of the amount distributed from the PUF 1o the Available )
Universily Fund (AUF) and states that AUF monies be used to pay debt

service on all PUF debt, for the support and maintenance of The University of
Texas ai Austin, and for the adminisiration of the U, T. System

The constitution contains the following provisions:

Limits the amount of PUF debt that can be issued by the U. T. System to 20% of
the cost value of the PUF

Limits the maximum term of PUF debt to 30 years

Requires that PUF debt be used for financing capital construction and renovation
of facilities devoted 1o Educational & General purposes, including library
acquisitions and the purchase of educational and research equipment

Specifies the institutions that are eligible to benefit from PUF debt.

Specifies that the amount of any distribution to the AUF must be determined by
the Board of Regents in a manner intended to provide the AUF with a stable and .
predictable stream of annual distributions and to maintain over time the
purchasing power of PUF assets and annual distributions to the AUF

The amount distribuied io the AUF in a fiscal year must be not less than the
amount necded to pay the principal and interest due and owing in that year.

An annual distribution made by the Bourd to the Available University Fund
during any Fiscal Year may not excesd an amount equal io 7% of the average net
fair market value of PUF assets, except as necessary to pay any principal and
interest due and owing on PUF debt.

In prepaning recommendations for PUF projects to be approved, the System

Administration staff is guided by the following justification criteria:

Consistency with an institution's mission;
Project need;

Unique opportunity;

Matching funds/leverage;

Cost effectiveness;

State of existing facility condition; and
Other available funding sources.

Eopen o
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Agmin, | want to thank vou Mr. Chairman and members for the opportunity to
. discuss our debt programs with you today, 1f you or your stafl have additional questions,
please feel free to contact me.
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Appendix G
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THE TEXAS A&M UNIVERSITY SYSTEM
I:rhkzﬂrnmi SdTanh - by System : I
FERMANENT UNIVERSITY FUND BONDS
" Principal Interest Capital Principal
Payments** Paymenm®** Accretion Halance*=*=
___ Beginning Balance) § 255,685,000.00
1901] = D000 2.385,000.00 | 20.141,838.37 308,300,000.00
1992] B200,000.00 | 19,760,004.00 | 2131387077 177,18232 206,917,158.32
1593] 3180000000 | 446000000 | 1743442069 | 50160038 | 334,738,739.60
198a]  40,000,000.00 [ 10,010,00000 | 17,615,534.51 570,682.25 155,319, 441.85
1995 11,310,000000 | 18373,822.93 #49.277.13 344,658, 718.98
1596 13,510,000.00 | 17,074,805.867 738,696.15 331,887.415.13
1997] 3500000000 |  14,950,000.00 | 1744451259 E40,430.00 152,777,845.16
19498] 17,265,000.00 | 17,328,515.89 956,174.81 336,4659,019.97
1999 1500000000 | 21,440,000.00 | 16337,74937 |  1,087,860.06 331,116,880.63
2000)  10,555,000.00 |  30.040,000.00 | 16,240,030.76 | 1,337,641.11 312,869,561.14
2000]  17,600,000.00 | 23,650,000.00 | 15562,18E.82 | 1,408,135.66 308,227 69680 |
2002]  22.500,000.00 |  32.935000.00 | 1427949960 | 1.602,065.35 206,304,762.15
2003  40,000,000.00 | 34,285,000.00 | 11,354,162.33 [ 1EX.T03.72 306,932,465 37
2004| 537500000 | 10,779,725.00 | 2,073,727.53 303,631,192.90
2005 413500000 | 1055247500 | 2359,325.13 301,855 516.01 |
2008, 4,310,000.00 | 10,374,670.00 | 2684,251.20 300,229, 767.23
2007 17,920,000.00 | 10,185,030,00 | 3,053,928.67 285,363 ,695.90
2008 18, 165,000.00 9 960,030.00 1,626,304.10 268,825 (00,00
2009) 12,575,000.00 9,723,530.00 256,250, 000.00
2010| 12,955,000.00 | 9,139,545.00 243 295 000,00
2011] 18,910,000.00 | 8329,772.50 224,385,000.00
012 14,105,000.00 | 7,616,572.50 210,280,000.00
2003 14,840,000.00 | 6,881 642.50 195 00
2014] 15,610,000.00 | 6,108,387.50 179,830,000.00
2015 16,425,000.00 | 5.393,237.50 163,403,000.00
2016 1729000000 | 4,435,525.00 146,115 000,00
2017 18,190,000,00 | 3,532 625.00 127,925,000.00
2018] 19,130,000.00 |  2.582,725.00 108, 795,000.00
2015] 223500000 | 1,583,725.00 106, 560,000.00
2020 2,360,000.00 | 1,460,800.00 104,200,000.00 |
2021 2,490,000,00 | 1,331,000.00 101,710,000,00
2022] 2,625,000.00 1,134,050.00 95,085, 000,00
P rE] 2,770,000.00 1,049, 675.00 %6,315,000.00
2024 2,925, 000.00 £97,325.00 93,390,000.00
2025 1,085,000.00 T36,450.00 90,305,000.00
2026 3,255,000.00 566,774.00 £7,050,000.00
2027] 1,430,000.00 3E7,750.00 B3 620, 000,00
2028| 3,624, 000.00 155, 100,00 R0,000,000.00
|

*Dallar value of bonds issued that Gscal year
== [Mliar value of principal paid on all previeusly ismed debt
8 ollar value of interest paid on all previously issued debt

A \Documents md Sestings?$60aTLocal Scitings Tempoenry Imernet FiletOLKISFC PUF B4 Auth Isssness Sch 1-09-04-Lals
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EXECUTIVE SUMMARY

The parpose of this 2003 Report is to review changes in the State’s debt position and 1o revise the
projecticns to measure the fnancial impact of future debt issuance and changing cconomic conditions
reflected in the current revenue estimates. The 2003 Debt Affordobility Report has been preponed as
required by Section 215,98, Florida Statutes.

Dbt Dugstanding: Total State debi autstanding at June 30, 2003 was $20.4 ballion, $1.2 billion more
than ot June 30, 2002, Net tax-supporied debt totaled $16,2 billion for progroms supported by Stage tax
revennes and the self-supparting debt iotaled $4.2 billion representing debi secured by revenues generated
from operating facilitics financed with bonds. Additionally, indireet State debt o2 June 30, 2002 was $6.2
billion, Indirect debt is not secured by eraditional Siate revenues or is the prmary obligation of a legal
entity other than the State, such as the Floridn Housing Finance Corporation and University Direct
Suppori Organizations

Estimated Revenwes: The current long-ren revenue forecast is not sgnificantly different from last year’s
forecast except for the current and next fscal years. The revised revenue forecasts used in the debt
analyses reflect an increase of $440 million or 1.8% mon than last year's forecast for Fiscal Year 2004
and 5361 million or o 1 4% decrease for Fiscal Year 2005

Estimated Debr Issuance: Approximately $10.5 billion of dobt 1s expeated to be issued over the next bea
. vears for all of the State’s financing programs currently outhorized, This estimsted issuance decreased
$333 million compared to the previous projection of expected debl issuance,

Estimated Annual Debé Service Reguirements: Annual debl service poyments ane estimated to grow
from the existing $1.8 billian 1o 523 billion by Fiscal Year 2013, ssuming projecied bond issuance of
£10.5 billion

Ehverview of the Siate's Cradit Ratings: The State's cresdit ratings have been maintained by conservative
financial management and the mainienance of reserves. Therefore, Flondas ratings have remained sirong
and did not suffer doe o the reduction in revenue growth and the weak econamic environment.

Dreb Ravios: The State exceeded the 6% target ratio of debt service as a percentage of revenves for
the first time in Fiscal Year 2003, The benchmark debt ratio increased from 5.82% in 2002 to 6.12%
for 2003, The benchmark debit raiio is expected to increase o a high of 6.67% in 2005 assuming the
projected debt issunnce of $10.5 ballion over the next 10 years.

A comparison of 2001 ratios shows — Ty e e N Bl o i

that Flonda's debt ratios are generally [ P e m— - h:'::_-ﬂhh “lﬂ'l'-nl“
higher than the national and Ten Statc mat ol pseeey 0% el Pl o Dsle Por Cotin
Poer Group averages, Flonidn has the i o
second highest ratio for the benchmark ERIL) Baas |

deht ratio of debt service lo revenues.

Dbt Capacity: There is no debit eapacity available within the 6% target until 2011,
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INTRODUCTION

In 1999, the Gavernar and Cabinet, aciing as Governing Board of the Division of Bend Finange, requested
stafT 1o prepare n Debt Affordability Stdy. The purpose of the stidy was 10 provide policymuokers with
u busis for axsesing the Imipact of buwd programs on the Suwe’s fiscal poxitiven enabling informed
decisions regarding financing proposels and capital spending priorites. A secondary goal was o
provide a methodalogy for mepsuring, monilaring and managmg the Stnte’s debt therehy protecting, and
perhaps enhancing, Florida's bond miings of AAALAA+

A report entitled "State of Florida Dbt A ffordabificy Study” ws preparcd and preseniod to the Governor
and Cshinet on Ociober 26, 1999, The Debt AfTardability Study was the {irst comprehensive amalysis of
the Staie’s debt position. The methodology used to analyze the State's debl position was as follows:

Catalogued All Stase Debi,

Evalunted Trends in Debt Levels Over the Last Ten Years;

Colenlated Dbt Ranos;

Compared Florida Debi Ratios io National Medians and 1o Ten-siate Peer Group Mediaos;
Diesignated Debt Service 1o Revenues as the Benchmark Debt Ratio;

Established Guidelines for Caloulating Debt Capacity;

» 6% Debt Service 1o Revenues as the Target;

«  #% Dbl Service 10 Revenses os the Cap; and,

+  Cnlculated Debt Capacity Within the Guidelme Range

The Dbt Affordability Study enabled the State's debt position 1o be evalualed using ohjective eriterin.
One of the benefits of the Debl AfTordability Study was the development of an analytical approach 1o
measuring, monitoring and managing the State's debi position. The process of malyzng the State's debt
position also helps integrate debt management practices (an Executive Branch function) with capital
spending decisions (a Legislative Branch function). The infermation produced by the Debt Affordability
Study and the yearly updates can be used by policymalkers o evaluale the long-term impact of lmancing
decisions and assisl in priontizng capitnl spending,

During the 2001 Legistative Session, the Legistature endorsed and formalized the debt affordshility

analysis Ity pussing Section 215 98, Florida Statuies. The statule reguires the debt affordability analysis

m!p:prqmudmddelh-mdmdnﬁnidmt of the Senaie, Speaker of the House and the chair of each

appropristions commitice by December 15% each year and, omong other ihings, designales debd service

i revenues 28 the benchmark debt ratio. Additionally, the Legislanire created u 6% targes and 7% cap
Jior calculating extirnated debs capaciy.
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. Additional debt thot would couss the benchmark deblt ratio (o exceed 6% requires the Legisinture to
determing that the athorimtion and wssuance of such additional debt is in the best interest of the State.
Additional debt that would couse the benchmark debt ratio to exceed 79 requirgs the Legislaure to
determing that such ndditional debt is necessary to address a enitical state emergency. The Legislatore
made the required determination thei the debi being authorized is m the best mberest of the State w each
of the last two vears, This determinntion was sei forth in the sppropnistions act applicable to each year,

Tiie Debt Affordability Study resalied in the development of n financial model which measures the impact
of two changing variables: (1) the State's annual debt service pavments, and (2) the amount of revenues
available for debt repayment. The analysis compares the State's curvent dobt position to relevant industry
standards and evalustes the impact an the Stste's debt position of issuing more debl a5 well as changes
in the economic climsic reflected in the current revenue forecast

This 2003 Repoert is the debt affordahbility analysis which satisfies the requirements of Section 21598,
Florida Statute. The purpose of this 2005 Repart by to review changas in the Sate's delt position and
revise the projections to measure the financial impact af future debt tiaance and changing economic
conditions reflected in the current revenie sstimate. Performing the debt affordability analysis enables
the State 1o monitor changes in its debt position. The 2003 Repont also provides more curreni information
regarding the impact of changes in sconomic conditions and enables the State to anticipate and plan for
chonging economic conditions in its future borrowing pland,

The exsence of the 2003 Report is 1o rovise projecied debt ratios for three factors: (1) actaal debt issuance
mnd repoyments over the last year; (2) expocied future debt issuance over the next 10 years; and
{3 revised revenue forocasts by the Office of Economic and Demographic Research. The revised debt
. ratios are compared with national averages and the debi ratios of our ten-state peer group. Additionally,
the revised benchmark debt ratio is evoluated vis-d=vis the 6% targel and 7% cap. Lastly, the arrger
benchrmark debt ratio of 6% and the cap of 7% are used to colculate anticipated future debt capacity

The information genaraied by this analysis will be presented 1o the Governing Board of the Division of
Bond Finance on December 16, 2003 and provided to the Governor's Office of Planning and Bodgeting
fiar their use in connection with formulating the Govemor's Budget Recommendations. The analysis will
be repeated for revised revenue estimating conference forecasts. The information can then be used by the
legislature to establish priorities during the legislalive appropristion process.  Accordingly, Stare
polficymakers will have the latest information available when making critical decisions regarding
borrowving when formulating the appropeistions act. Additionally, as the legislawre considers new
financing initistives, the long-term finmncial impact of any proposal can be evaluated upon request. The
intformation penerated by ihis analysis is imporiant for policymakers fo conxider because their
decivions on additional borrowing can affect the fiscal hewith of the State.

This 18 the third vear that the Annual Debt Afordahility Report hos been prepared and provided (o the
Legislature.

Il - 156



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

COMPOSITION OF FLORIDA DEBT OUTSTANDING

Debt Outstanding by Program
June 30, 2003
T ransperiufion Varfus Dilier
551 billimn or Program [eld
Ensirsnmentsl g ool
£2.% lall e ot v 51@hilllon ar
142% b
Falucation
S10.4 bbb or
0. 0%
Total Debs Owisianding: 520.4 billion

Fipure 1

The State of Florida had toiul debt ourianding of approximately 82004 billion af June 30, 2003, The
pie chart illusrates the Sise’s investment in infrastructure fmpnced with bonds by programmatic anca
The lerpest investment financed with bonds is for educational facilities with $11.4 billson or 56% of total
deht ouistanding devoted fo school construction. Public Eduestion Capital Outley or "PECO" is the
Sinte’s lorgest bond program with approximately 38 billion of debt outstanding.  The second lnrgest
programmatc arcd [inanced with bonds s for trunsporntation infrastracture.  The transportation
mfrastructire financed with bands consizts primanty of toll rosds. The combined investment in toll roads
bv Florida's Tumpike and the State’s Expressway Avthorities is approximately 53.3 billon. The third
largest investment financed with bonds has been for acquiring environmentally sensitive lands with
Preservation 2000 / Flarids Farever bonds now outstanding for $2.6 billion

Asshown in Figure 2, the $20.4 billion debt outstonding at Jupe 36, 2003 consicted of net tax-supported
deby rotaling 3162 billlon. Nei im-sopporied debt consists of debt securcd by stale tix revenue. Self-
supporting debi represents debt secured by revenues genervied from operating the facilities financed with
bonds. Toll facilitics, mcluding the Tumpike and other expressway suthonty bond programs, are the
primary self-supporiing debi outstanding. The remammg self-supporting debt relates 1o university
suxiliory enierprmes such o8 dommilones and parking Tacilitics.
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Debt Ouistanding by Type and Program
As of June b, 2003
(T Midaon Dodarm
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el Tus-Supported Debe 5 160861
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Figure 2
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Touwl Indirect State Debt

£6.2 Billion
As of June 30, 2002
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Flgure 3

In addition 1o the direct debt comprised of net tax-supparied and seli-supporiing debt, the State also has

indireet debl Indirect debi is debt that is not secured by raditionn] Stale revenves or 18 the primary

obligation of a legal entity other than the Siate. Jadirecy debt of the State totaled 36.2 billion as Jume 30,

2082, Figure 3 sets forth the Stme’s indireet debt by tvpe. The Florida Hoosing Finance Corporation,

which administers the State’s housing programs, is the pnmary msuer of mdirect debt with 53.1 billion .
or $0% of the total. Special purpose, quasi-governmental insurance eotities have 31,7 ballion or 27% of

tostal indirect debt. University direst suppon arganizations follow with 3961 million or 13% of the

indirect deba.

3“:‘::;'“‘?”‘;.‘ il F'mf-; Tatal State Indincct Debt by Program
m m Fgue I Rl o Dhadlaraf
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Fipure 4
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GROWTH IN STATE DEBT

Trends in debt ore an important ool to evaluste debl levels over ime. Figure 5 graphically illustrates the
growth in iotal Stete direet debt outstonding over the last 10 years

Total Debt Ouistanding
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Figure 5
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The Stete made a substantial investment in infrastructure over the ten year period shown, addressing the
requirements of a growing population for education, transportation and preserving environmental lands

Toial Siate debp wiore thaw doubled over the laxe 10 yeoars, increasing from approximately 392 billion
at June 30, 1993 to approximarely $20.4 billion af June 30, 2003, The mcrease was pnmanly due o
the issuance of additional PECO bonds of $4.3 billion and implementing both the lottery bond program
for school construction of $1.8 hillion and the Preservation 2000 / Florida Forever programs for 52.9

hillion
Db imcreased 51,2 billion in Fiscal Year 2003 from 5192 billion ar June 36, 2002 to approximately
§20.4 billiom ot Jume 30, 2003, slightly grester than the average arnual increase of approxcimately

£1.1 billion per year over the last 1 years. The increase in debt is due primarily to additional borrowing
for school construction with (nancing programs for education facilines scoounting for 0% or

L5601 million of the mncrease over the prior year
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" &*
Girowth in annual debt service mimors the growth in debt outstanding. Figure 6 depicts the increase in
vearky debl service pavincils caused by the incresse in debt over the last ten vears.

Net Tax-Supporied Debt Service

Fiacal Yeam 1993 through 2003
LTy

im0 1

P I e
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Figure &

The Srase's apmual debi service pupments an net tox-supported debt have grown io approvimately
£1.5 hillios per year. Annual debl service requirements have nearly tripled over the last 10 years
reflecting the increase in debt cutstanding. The State’s annual debt service payment obligation has risen
from $525 million in 1993 to approxemately $1.5 billion @ 2003, This measure is imporiant from o
budgetary perspective because il indicaics how much of the State’s budget is devoled to paying off debt
before providing for other cssentinl govemnmment services .

The debt servace for the next ten years on the Stai's extsting ret lax-supported debt i shown in Figure 7.
The total ansual pavments consist of both principal and interest on outstanding debd as depicied below,
The Stte policy of using a level debt structure is apparent with anmual debt service requirements of
approximaiely $1.5 billion per vear over the next ten years. Additionally, total inigrest payments of
%6 & billion are slightly less than principal amortization of 37.6 billion over the next ten fiscal vears

Fung |h Sy Havparrmrsts
Sarat T s

O TR W e e
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EXPECTED DEBT 1SSUANCE

The table set forth in Figure 8 represents the expected debt issuance over the next |0 years for cach of the
State's currently suthorized bonding programs.
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Figure 8
. Approximately 5105 billion of debt is expected to be ivsued over the next 10 years for all of the State's
financing programs currently authorized. This estimated issumoe decreased 3533 million compared o

the previous projection of expected debt issuance. The decrease in expected debi issuance over the next
100 years is due 1o off-setting increascs and decrenses in various (imancing programs. The primary decrease
is due 1o using 5300 million in cash from a debt serviee reserve for funding Florida Forever and Everglades
Restoration instead of issning bands. (ther decresses were caused by issuing bonds for the Flonda Forever
and Right of Way programs which are not expected 1o be repented. The offsatting incresse was caused by
adding $600 million in lotiery bonds to fand the constitutional initistive requiring class size reduction. i
is important to mote that mo debt has been included in the projections for further funding of dhe
constitutional initiatives for closs size reduction or high speed rail.  Any bormowing 1o fund these
constitutional insbiatives or other programs would be in addition o the £10.5 billion expected borrowing
detailed sbove
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PROJECTED DEBT SERVICE

Anmual debt service iy extiruried to grow to 32,2 billion by Fiveal Year 2003 axsuming projected bond
Issmarce of $10.5 billion. Figure 9 shows exasting debt service and the estmated annual debt service log
the propected bond issuance over the next fen fiscal vears.

Projected Anmasl Debit Servies Nexl Ten Years
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LONG-RUN REVENLE FORECASTS

Prajected revenue available 1o pey debt service is one of the two variables used to calculage the benchmark
debi rao. Revenue projections are cspecially important when they change to reflect a different cconomic
environmeni Changes 1o revenue estimates have a significant impact on the calculation of available debt
capacity becauss of the multiplier efeet. The chan in Figane 10 sets forth the estimated revenues available
to pay debt service for the next 10 years. Additionally, the chari shows the change in expected revenuoe
collections by comparig the cument Revenue Estimaning Conference forccast to that of last vear.
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Fipare 10

The current long-run revenue forecast is nod significantly different from last vear's forecast except for the
next two Nscal vears. The revised revenue forecasts used i the debl analvses reflect an increase of $440

million or 1. 8% more than last vearss forecast for Fiscal Year 2004 and & decrease of 3361 million or 1.4%
for Fiscal Year 2005
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BENCHMARK DEBT RATIO

The benchmark debt ratio designated for the debt affordability analysis is debt service jo revenues available
to pay debt service. The puidelines extablished by the Legisloure far the dobi ratio are 6% ax a targe
and 7% as a cap. The graphic in Figure 11 shows the historical growth in the benchmark debt ratio over
the |t ten years and the projected mtio reflecting the most current expocied dobi issuance and revenug

collectons,

Debt Service As a % of Revenue
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Fipare 11

The State's debt position measured by the benchmark debi ratio was 6.12% at June 30, 2003, sxceeding
the 6% farget for the fiest tme. The benchmark ratio s projected to continue incressing through 2005,

penking mt 6.67%.

Debt Service 1o Revenues
Fiscnl Venr 2003 2004 2005 2006 2007 208 3008 2010 2001 2003 2013

000 Projection 6.12%  621% GAT% A40% 6.50% G55 G4 A3EY G14% S90% 560
Filgure 12

The increase in the benchmark debt ratio is duc to $1.8 billion of additional barrewing expecied during
Fiscal Year 2004 together with lower revenue collections expecied during the 2003 Fiscal Year. The
additional expected issuance includes an expansion of the lotiery bond program providing $600 million to
implement the constitutionsl pmendment requining reduced class sizes
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CHANGE IN DEBT CAPACITY

The Inst step in the Debt Affordsbility Study Update is to estimate the foture available debt capacity
Figure 13 scis forih the debt capocity available within the % targel benchmark, taking mio scoouml
expected issuance nnder existing state bond programs. T dede capacity available over the nexs ten ffscal
yewrs within the 6% targes dotnly 315 billion. The estimated debi capacity within the 6% larget is not
available until 2011 and 2012 because the benchmark debt ratio is expected 1o exceed 6% until this time.
Future expected debi isspance does not include any additional bonding authorization 1o mnplement the
constitutienal initistives for class size reductions af high speed rml.

Thehi Cisuacity for &% Target Rerchomrk Ratio

e ki B o Dl
Year  HEI amE i Tt b 1w il i i L] Tl
Tooted ingomiity BLEME 3 LMT § LMY B OIRAS S LONI b WM7 5 WAI 0 48 ] FAZ B LSAT B 2oml
Bensiames 3 LIMY 1 LBHOT 3 L3GH B LNAS 3 @A) § MY S B2 F a9 3 Sl FAET 3 1,500 1

Areilabls Cuusity 8 1 1 . & F - & - B $ . § amss  Lweo ¥ LEWd
Figure 13

Baped oo the 6% (arpet bonchmark debd ratio, the 10aa] honding capacity over the next ten vears would be .
£12 0 billion. As shown previously, the expecied debt issuance for the next ten fiscal years fior the existing

financing prograns is estimated 1o be ppprosimately $10.3 billion. This leaves approximately 51.5 bilkion

af debt capacity available over the next ton years. This represents a $300 million increase im available debt

capacity over last year's estimate. However, as previoushy noted this dobd capacity is not available unnl

2011

Figure 14 shows the additonal capocity under the 7% cap for the benchmark ratio which could be available
fior eritically necded infrastructure. The debr capacity available over the next ten fiscal years within the
7% cup totals $6.5 billion. The near lerm additional debt capacity gpvailsble through 2007 is 51.75 billion.
However, debt capacity can change significantly becusse of changes in revenue estimates reflecting &
differen| eoonomic environment
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The available debt capacity should be considered § scarce resoaree 1o be used sparingly to provide funding
for criticallv needed infrastructure, 1t is not prudent to use the capocity simply because the finnmcial model
indicates it is availnble. Once nsed, the capacity is nol svailoble again for 20 years.
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DEBRT RATIO COMPARISON

Thene are three debt mtios used by the municipal industry to evaluate n government's debt position. The
three debi ratios pre debt service (o revenues, debi per capita, snd debt to personal income, A comparison
o national and peer group medians are helplul becanse shsolute values ane not particularly useful without
1 basis for comparison

2002 Comparison of Florida to Peer Group and Mational M edians
Met Tus Supporied Delbd Mot Tazx Supported Deld Mot Tax Supgm
25 3% of Revenwes a5 8 % of Persopal Income Deb Per Capits

Florida 502% 3.215% 5930
Peer Group Mean 4.27% 1.05% 51,002
Matinnal Median Mal Available 1.20% Sa06
Figure 15

Florida's defit ratios are gpenerally higher than the national and ten-state peer group overages The anly

. exception is that Flonda's dept per capita is lower than the Peer Group mean.
2002 Comparison of Florida 1w Ten Most Populous States
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Figure 16

A more meaningful comparison is made by looking at a peer group consisting of the ten most populous
siates. Figore 16 details the Ten Most Populous State Peer Group Companson for the three debt rabos
ovalusied. As indicated above, Florida has the second highest ratio for the benchmark debt ratio of debr
service f0 Fevenies

13
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LEVEL OF RESERVES

An important measire of financial health is the level of general fund reserves, The fallowing praphic,
Figure 17, shows the level of the State's general fund reserves by combining unencumbered balances in the
General, Working Copital and Budget Stabilization Funds over the last ten lscal vears . The graphic also
shows an estimate of the expected fiscal 2004 venr-end peneral fund reserves
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Fipure 17

The level of reserves is also an important indicator of the ability (o respond 1o unforseen financial
challenges that is relevant m evaluating o state’s crodit position. The raditional measure used by eredit
analysts, investors and rating agencies is the ratio of general fund balance o general revenues expressed
as a percentage. In measuring State reserves for this purpose, the S1ate’s unencumbered general fund
balance plus monies in the Working Copital and Budget Stabilization Funds have been included. Trust fund
balances which could be considened a "reserve™, such as funds in the Lawton Chiles Endowment Fund and
other trust fund balances whose purpose is limited by low, are nol included.

Flarda's general fund reserves hove increased substantially over the lost ten vears from $461 million o
£1.6 billion due primarily 1o the funding of & constitutionally required budget stabilization fund. The
general fund reserves have increased almosi every vear excepi for fiscal vears 2001 and 2003 when general
fund reserves were drawn-down Lo mitigate the impact of budget cuts necessary to adjust for expected
revenne shortfalls. Notwithstanding difficuli economic conditions and drawingdown a portion of general
fund reserves lo mitigate budget culs, the State has mainuuned adequate general fund reserves. The gencral
fund reserves ot the end of fiscal 2003 otaled $1.6 billon or 8.2% of peneral revenoes. The general fund
reserves consist of combined balances in the Budget Stabilization Fund (39589 million) and General and

Working Capital Funds (3678.9 million).

14
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The balance of general fund reserves is expocied to mcrease during the currend fiscal year. General fund
reserves are expectod fo increass o approximately 526 billion by June 30, 2004, or 12.2% of general

MeEvVENes.

The expecied incresse in general fund reserves is due lo moneys being received by the Sise from the federal
government under the Jobs and Growth Tax Reliel Reconcilistion Actof 2003 and higher revenne estimates
for the second half of Fiscal Year 2004 (or documentary stump taxes and intangibles taxes, Increasing
general fund reserves during a difficult econamic climnte distinguishes Florsda from virually all other

sLotes
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REVIEW OF CREDIT RATINGS

Credit ratings are the rting agencies” assessment of a governmental entity s sbility and willingness 1o repay
debi on a mely basis. Credit ratings are an important indicator in the credit markees and can influence
ingerext rates o borrewer must pay. Each of the rating agencies beficve that debt management generally
and the Debt Affordabilicy Report in particalar are positive factors in assigning credis ratings,

There are several factors which rating agencies analvze in Stnte of Florlda

assigning credit ratings: financial faciors, economic factors, debt General Obligation Credit Ratings
factors, und administrative [ management factors. Weakness in Flach Hauags AR
ong arca may well be offset by strength in another. However, | Moo Iveston Sanvics Aad
significant vanatsons i any single facior can inflsence a bond Stznderd & Poor's Ratmge Services AAs

- Flguire 18

The Siate's credit rating has been protected over the last fow

years through conservative financial management. The Suie's economy weakened over the last few years

consistent with a slowing national economy and exacerhated by the termorist attucks, Unemplovment rose,

peaking at §.5% in 2002, Job growth also slowed, growmng only .5% in 2002. The slowing economy was

reflecied in lower revenue forecasts for 2002 and 2003 Reverues were projected 1o decrease requiring

budget adjustments iotaling $1.3 billion or 6.6% of estimated general fund revenues in Fiscal Year 2000 .

Despite being challenged with lower revenue estimmes, the Siate balanced the budget in both fiscal 2002
and 2003 without drowing on the Budpet Subilization Fund.  Additionally, the State has managed 1o
maintain the balances in the general and working copital funds.

Flonda's economy has proved fairly durable during the Intest recession and appears 1o be improving. Actual
general revenue collections for the 2003 fiscal vear were 3374 million more than the March, 2003 estimates.
The latest gencral revenue foneoast completed in November, 2003, projected a 5541 millicn increase for the
curmrent fiscal year or 2.6% more than the prior revenue estimates, The increase reflects better than expected
collections of documentary stamp and intangibles taxes,

The mating agencics note that the State's debt burden has increased significantly to meet the demands of g
growing population. Howeves, the debt burden is still considered moderate of the current level. A positive
factor cited in rating reports is the formal process established by the legislature for evaluating the Siate's
debt position through this Debt AMordability Report,

The autlook for the Stare's credit rating is stable which i o positive reflection of the Seate's credit in view
af 31 megutive rating actions affecting 15 stares’ crodit ratings. However, the single most imporiant caveat
to the State's stable outlook are ihe challenges presented over the last vear by the constitutional amendment
on class size reduction.

It
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CONCLUSION

Florida’s debt increased $1.2 billion over the post year, growing slightly more than the ten-year average of
51.1 billion. The cxpected future debt issuance over the next ten vears wials $10.5 billion. The expected
debt issuance does not include any additional bonding authorizations o fund constitutional mendates such

as class size reduction or hugh speed rul.

The benchmark dely ratio was 6 12% at June 30, 2003, exceeding the 6% targed for the first time. The

benchmark debt ratio is expected 1o conlinee increasing through 2005 peaking ot 6.67%. The increase is
caused by additional debt isuance of approximately 83.6 billion expected over the next two years.

The projected debt capacity available over the next ten years within the 6% target is $1.5 billion but is not
available until 201 1. The projected debt capacity available over the next ten vears within the THocap is 36,5
billion. However, only $1.75 billion is available over the next 3 years within the 7% cap. Both estimates
are slightly higher than lasi vear because of higher revenve forecasis reflecting an improving economy.

Floridn's debt 15 considered moderate and is manageable at the current level. However, the Siave faces
significant challenges for funding potentially very expensive constitutional initiatives which mayp couse
the benchmark debt ratio to increase beyond the current projections if they are funded with sdditional
debt authorizations.
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Appendix J
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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 guestions 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 Recommendationsto the 79th Legidature
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 Legidature 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 bal ances.

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

5. The Legidature 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 Legidlature 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.

0. 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 Genera
Land Office, the Texas Treasury Safekeeping Trust Company, the Texas Education Agency, and
the Texas Legidative Budget Board. The Committee solicited public testimony on the interim
chargein apublic 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.! 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.? 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

! Texas Education Agency, Review of the Texas Permanent School Fund 1994-2003, presented to the
2Senate Finance Committee, March 30, 2004. [Hereinafter "Review"].
Ibid.
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students® 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 aso increased from $738 million in
1994 to $897 million 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.°
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.° 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 78" Legislative Session.’

Analysis
House Bill 3558, 77th Legidature, 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

% Legislative Budget Board, 2003 Annual Report On Major State Investment Funds, April 2004, p. 21.
LHereinafter "LBB Report"].
Review
* Ibid
® Ibid
" Ibid.
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concerns is of secondary importance® 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
digointed 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."
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
toinvest in real property (per HB 3588, 77th (R).2° The declineisreally more of atemporary 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.
° Review, p. 5.
19 |bid.
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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 formulain such away asto 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.*

In February 2004, the SBOE voted to change the PSF asset alocation 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.? 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.®

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.

™ 1pid., p. 29.
2 |bid., p. 16.
2 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 ingtitutions 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.”** 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.”® The investment
manager for the PUF is The University of Texas Investment Management Company
(UTIMCO).%

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.*” For all funds managed by UTIMCO, the common objective
is to add value to the original investment.® The primary investment objective is to preserve the
purchasing power of fund assets and annual distributions.*®

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®® The Texas

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

1 Texas Education Code, Section 62.002.

' | BB Report, p.25.

18 |pid.

7 bid.

iz UTIMCO website, http://www.utimco.org/scripts/internet/index.asp accessed September 15, 2004.
Ibid.

%% | BB Review, p. 25.
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distributions in an attempt to preserve the corpus of the fund.? 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.?

As of June 30, 2004, the market value and book value of the PUF is $8.1 billion and $7.7
billion, respectively.® The current payout rate is 4.75 percent of the prior 12 quarters average
net asset value of the PUF.** 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.®

UT System
The UT System received $244.6 million from the AUF for FY 2004.%° 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).?” 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.% According

! The University of Texas System Available University Fund, Report to the Leghislature and Governor
Pursuant to Rider N. 4 to Available University Fund Appropriations HB 1, 78" Legislature, Regular
2Szession, Page I11-68, December 2003, p.5. [Hereinafter "UT Report"].

Ibid.
»The UTIMCO, June 30, 2004, Semi-Annual Report on the PUF,
gttp:llwww.utimco.com/Funds/Endowment/PUF/pufsemiannual200406.pdf, p. 1.

Ibid.
** | BB Report, p. 25.
%6 Testimony of Chancellor Mark Yudof.
?" bid.
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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.?

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® In FY 2004, the tota AUF available to the TAMU System was
approximately $120 million.* 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).® Tarleton

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

> bid.
% 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, 78" Legislature,
Regular Session, Page I11-68, no date, p.1. [Hereinafter "A&M Report"].
1 Testimony of Benton Cocanougher, David Prior, Dan Williams before the Senate Finance Committee,
Maéc(;] 30, 2004. [Hereinafter "TAMU Testimony"]

Ibid.
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various needed equipment.®® 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 2004.3* In addition to the reserve fund balance, an
additional $411,913 has been set aside for emergency needs by the TAMU System offices.®
Ending fund balances for Texas A&M University and Prairie View are $21.1 million and $10.1
million respectively.®* The Prairie View ending fund balance includes $3.6 million set aside for

the Endowed Scholars Matching Fund.*’

The University of Texas | nvestment M anagement Company

The PUF value peaked in 2000 at $8.4 billion and has returned to $8.1 hillion as of June
30, 2004.% 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 arolling 10-year period. Exceptions are
only made as needed to pay the principa and interest due on PUF debt. The management

expenses are paid out of the PUF.*

3 Ibid.
% A&M Report, p. 2.
%5 |bid.

¥ 3%The  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.
gHereinafter "UTIMCO Presentation"]

° 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.*
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 itsinvestment 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.** 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 hillion 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 alocations
aso leading to alower risk level (see Appendix D, page 68). The trendsin 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.*?
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 maor state endowment funds.

“0 UTIMCO Presentation, p. 7.
4

Ibid..
2 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.*®

RECOMMENDATIONS

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 bal ances.

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.

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

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.

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.

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.

The Legidature should review the growth in the management group at the University
of Texas Investment Management Company and make recommendations.

3 |bid.
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