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BACKGROUND

Ensure that debt is issuedly for accepted public purposes, consistent with the
entity's mission and legislative expectations and is prudently managed in
conjunction with overall financial plans and related functions.

Debt is issued to finance a wide variety of projects including infrastructure, general
capital improvements, and utilities, and to encourage economic development. The
cost and long-term nature of these projects require that capital be raised from
sources other than normal operating reverDapitalmay beraised by issuing
short- or long-termebt, entering into capital leases, receiving capital contributed
by other governmental units, or imposingagktaxes or service charges (Raftery,

pp. 2-3).

Effective debt management is essential because of its far-reaching consequences.
The decision to issue delmay commit arentity’s revenues for severdécades

into the future and, as a result, limits the entity’s flexibility to respond to changes

in service priorities, revenue inflows, or cost structures (Kurish and Tigue, p. vii).
Legal and statutory restraints, voter or policy maker attitudes, market conditions,
and anticipated revenue flows are some offt#tmeors thatwill influence the
strategy an entity follows to raise capital (Raftery, pp. 2-3).

The debt management process involves several other management functions,
including:

. planning: identifying the types and timing of projects to be financed

. investment managementinvesting proceeds and monitoring arbitrage
earnings

. cash managementexpending proceeds and maiintiag required account
balances (e.g.minimum reserveand/or interest and sinking fund
balances)

. asset managementbuilding, acquiring, and maintaining project assets

State and local government debt securities caategjorized into two major types,
depending on the nature of funds pledged to their repayment:
. general obligation bonds

— self-supporting

— non self-supporting

. “limited-liability” or “revenue” bonds
— enterprise revenue bonds
— lease-rental bonds
— conduit revenue bonds
— special tax bonds

(Descriptions of these bonds are found in the ‘tidafins” section of this module.)

The following table compares the advantages and disadvantages of general
obligation and limited-liability bonds:
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Advantages and Disadvantages of General
Obligation and Limited-Liability Bonds

GENERAL OBLIGATION BONDS

Advantages Disadvantages
1. Strongest pledge usually producgs 1.  Necessity for vote may delay
lowest interest cost. capital financing.
2. Administrative aspects of 2. Is constrained by legal debt limit.

preparing to borrow are usually

simpler and normally cost less.
3. Typically sold at competitive sale 3. If paid by taxes, may not align

rather than negotiation, usually benefits to cost.

reducing the interest cost.
4. A vote of the people confirms tha 4.  Project costs may not be aligned to

the project or program is popularly useful life of improvement.

supported.

LIMITED-LIABILITY BONDS

Advantages Disadvantages

1.  Allow for quick action because 1.  Usually require a higher interest
voters’ approval is not required. rate.

2. Do not contribute to the legal deqt 2. No voter approval: elected
limit. officials less accountable.

3. Cost of debt is distributed to the 3. Subject to more stringent issugnce
benefiting users of the service. requirements such as reserve|fund,
Financing costs must be paid bond insurance, etc.

4.  within the useful life of the projecf. 4. Bonds are more apt to be sold

through negotiations, thus
increasing interest costs.

Source: Peterson, p. 270.

The debt management process in Texas exists at several different levels:

. at thestatewiddevelby the Legislature and Bond Review Board

. at thestate entity levaby agency and university management

. and at thdocal levelby cities, counties, school districts, and special
districts

This module focuses mainly on detdmagement as it relates to state government.

Although the Bond RevieBoard is charged with overseeing bond issuance by
state entities, only 12 percent of the total Texas government debt is issued by state
entities. Local governments are responsible for the remaining 88 percent. There
are 22 individualstate issuers andhore than 3,100 local issuerswith debt
outstanding as dfugust 31, 19948ond Review Board 1994 Annual Repeort

8).
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Authorization is a key control that helps ensure debt is issued for proper purposes
and within the guidelines set forth in the debt policy. Various levels of approvals
are needed before state entities can issue debt, including the following:

Executive Management: The project and proposed funding should first
be approved internally by executive management and the entity's
governing board.

Bond Review Board: All state bonds (except Permanent University
Fund bonls) must be approved by the Bond Review Boaffuch is
comprised of the Governor, the Lieutenant Governor, Speaker of the
House ofRepresentatives, Comptroller of Public Accounts, State
Treasurer.

Attorney General: Prior to the issuance of bonds, the bonds and the
bond authogation are submitted to the Attorney General. The Attorney
General determinegdat the bonddave been authorized in accordance
with the law and approves the bonds in the form of a legal opinion (State
Auditor’s Office: Debt Management-Securing Texas' Fufyre23).
Legislature: The authorization to issue general obligation bonds requires
approval by two-thirds of both housestloé Legislature. The Legislature
also has the authority to authorize the issuancevanue bondebt or
other forms of long-term debt, such asske purchase agreements, without
voter approval (State Auditor's OfficeDebt Management-Securing
Texas' Futurep. 23).

Citizens: Issuance of general obligation bonds requires approval by a
majority of the State’s citizens voting on the issue (State Auditor’'s Office:
Debt Management-Securing Texas’ Futyse23). The total sum of
general obligation bondkat have been authorized by the voters is in
excess of $8.28 billion. The following talists state bond programs and
general obligation limitations as of August 31, 1994:

G.O. Debt Authorized
State Bond Program and Unissuedn thousands
Self-Supporting
Agriculture Water Conservation Bonds $193,000
Agricultural Finance Authority Bonds 30,000
Texas Department of Commerce Bonds| 45,000
Farm and Ranch Loan Bonds 500,000
Park Development Bonds 25,975
Veteran’s Land and Housing Bonds 854,999
Water Development Bonds 986,245
College Student Loan Bonds $50,001
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Debt Issuance Process

G.O. Debt Authorized
State Bond Program and Unissuedn thousands

Subtotal Self-Supporting $2,685,220

Not Self-Supporting

Texas Public Finance Authority 773,540
Superconducting Supercollider Bonds 250,000
Water Development Bonds 432,565
Subtotal Not Self-Supporting 1,456,105
Total $4,141,325

SourceTexas ‘94 Comprehensive Annual Financial Report

The issuancerocess in Texas for@mmpetitive bond salie as follows (SAO:
How to Audit Bondsp. 3):

1.

2.

10.

The entity defines the need for funds and receives tentative approval from
its governing board.

The financial team is assembled (financial advisor, bond counsel, etc.).
(Note: The entity may have ongoing contracts for these services.)
Preliminary analysis is performed to determine the tentative amount,
timing, and terms of the bonds to be issued.

The Bond Review Board is notified thie purpose, amount, timing, terms

of the bonds, and the date that the issuer wishes to meet with the Board.
The financial advisor obtainzroposals for various services (paying
agent/registrar, printing, etc.) for approval by the issuer.

The financial advisor prepares a preliminary official statement. The bond
counsel certifies the description of the bonds in the preliminary official
statement.

The Director of the Bond Review Board certiftbat the preliminary
official statement meets the established standards. The issuer submits an
application to the Bond Review Boardedst two weeks prior to meeting
with the Board.

The Bond ReviewBoard holds a meeting to consider the issuer's
application and to approve, approve subject to conditions, or reject the
bond issuance proposal.

If approved, a notice of sale is published inBead BuyerandMAC

Bond Reporter The preliminary official statement and bid forms are also
mailed to potential investors.

The Bond Reviewoard requests bond ratings and mails documents to
bond rating agencies.

Debt Management - 4

Texas State Auditor's Office, Methodology Manual, rev. 12/95



Accountability Modules

Debt Management

The Debt Burdenin Texas

11. Bond Reviewpersonnel along with the financial advisor, bond counsel,
and issuer personnel attend the ratings meeting. The bond rating notice
is received and communicated to prospective bidders.

12. Competitive bids areeceived, and the financial advisor verifies
calculations on the two lowest competitibeds. The lowest bid is
accepted, and the successful bidder is notified.

13. The bond counsel prepares the bond resolution.

14. A board meeting is held to approve the bond resolution and sale.

15. The Comptroller's Office certifies demographic data in the official
statement.

16. The Public Finance Division of the Attorney General’s Office receives a
transcript of the board meeting and issues an approving opinion.

17. The financial advisor arranges for thivdey of the bonds and proofs the
printing of the bonds.

18. The Comptroller’s Office receives and registers the bonds in the Bond
Registration Book.

19. The bonds are delivered to the bond counsel.

20. The bond closing is held, and a final report is sent to the Beview
Board describing the actual issuance costs, bond transcript, and other
documents.

The debt issuance process is generally the same for a negotiated sale. However,
in a negotiated sale, competitive bids are not taken — the selection of the
underwriter is negotiated in advance.

Texas has eelatively lowstate debt burdecompared to othestates but aigh

local debt burden. Moody's rankgxas 33rd among all states and 8th among the
ten most populous states riet tax-supported delservice as a percentage of
revenues. According to Moody'this measure reflectssdate’srelative annual
burden of supporting its outstanding net tax-supported debt. The heavy local debt
burden combined with the relatively light state debt burden result in Texas being
ranked fifth among the most populcstates based @ombinedstate andocal

debt. As of August 311994, Texas'general obligation bondwere rated
Aa/AA/AA+ by Moody’s, Standard & Poor’s, and Fitch, respectivedprid
Review Board 1994 Annual Repgrp. 8-10).

Although Texas’ state debt burden compares favosattlyother states, state debt
supported by general revenues has grown significantly in Texas since 1987. Debt
service from general revenbasgrown by an average 80.7 percent per year

since 1988, while unrestricted general revenue collections have only increased by
an average of 10.1 percent per y&or(d Review Board 1994 Annual Report

8). (See figure 1.) In addition, Texas has the potential to substantially increase
its debt burden with approximately $1.9 billion in authorized but unissued bonds
as of August 31, 19986nd Review Board 1994 Annual Repeprt9).
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The Master Equipment
Lease Purchase Program

Debt Service as a Percentage of
Unrestricted General Revenue
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Figure 1 Source:1994 Bond Review Board Annual Report

In order to reduce financing costs for lease-purchases, the Legislature authorized
the creation of the Master Equipment Lease Purchase Program (Lease Program).
The most significant benefit of the Lease Program is the State’s ability to obtain
lower interest rates by issuing debt rather than usémglor financing. Other
benefits include lower administrative costs, increased vendor competition, uniform
documentation, and centralized record keeping (32€bt Management, p. 17).

Currently, due to lovinterest rates, the Lease Program is financed through the
issuance of commercigdaper. Under the Lease Program, all equipment
purchases for stagencies are purchased with the commepagker proceeds.
Individual agencies lease the equipment back from the State, and the lease
payments are then used to pay the interest on the commercial paper.

The procedures for financing equipment throughMaeter Equipment Lease

Purchase Program are as follows (SA@bt Managemenp. 28):

1. The user agency determines equipment needsspecifications in
conjunction with the General Services Commission and, if necessary, the
Department of Information Resources.

2. The Public Finance Authority receives the request for financing and
approves if the eligibility requirements are met.

3. The user agency procures the equipment from a vendor.

4, The vendor delivers the equipment to the user agency.

Debt Management - 6
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Legal references

5. The user agency inspects and accepts the equipment. A payment voucher
and lease supplement, containing a statement of acceptance, are forwarded
to the Public Finance Authority.

6. Bondholders invest in the Public Finance Authority’s interim financing
(commercial paper program) or lease revenue bonds.

7. The Public Finance Authority makes payment in full to the vendor or
partial payment, if progress payments are designated.

8. The Comptroller's Office effects the intercept feature, “sweeping” agency
appropriations into a restricted cost center.

9. The Public Finance Authorityubmits avoucher to the Comptroller’s
Office directing the transfer of funds from the restricted cost center.

10. Funds for the lease paymenttaaasferred from the restricted cost center
into the State Lease Fund.

11. Funds for the payment of administrative costs are transferred from the
restricted cost center into the Cost of Issuance Fund.

12. The State Treasurer transfers funds from the State Lease Fund to the
Public Finance Authority to make the lease payment.

13. The Public Finance Authority provides the user agency with a debt memo
showing the expenditure of funds for the lease payment.

14. The Public Finance Authority makes the debt service payment to the

bondholders.

The 1986 Tax Reform AcfThe Tax Reform Act of 1986 placed many new and
complicated restrictions on tax-exempt borrowing and imposed complicated
regulations regarding arbitrage. 3gpendix 2 for more information on arbitrage
compliance requirements.

Bond resolution covenants:A bond resolution describes the gant between the
issuer and the bondholder. The boeshiution provides important guidance on
authorization, security for the bonds, use otpaals, required funds aadcounts,
allowable investments, insurance requirements, and several other issues.

Permanent University Fund (PUF) Debt: The University of Texas and Texas
A&M University Systems are authorized to issue Permanent University Fund
(PUF) debt to build, equip, or buy buildings or other permanent improvements.
Revenue from investments of the PUF is pledged to secure the payment of interest
and principal. The PUF debt is limited to 30 percent of the book value of the PUF,
not including real estate (10 percent to A&M and 20 percent to UT).

Legislation: Several amendments to the State Constitution and other legislation

have defined the debt issuance authorization and limits foragjateies. (See

Appendix 1: State Issuers for a list of state entitieth debt issuance

authorization.) In addition, the following statutes are relevant:

. Senate Bill 3, 72nd Legislature, 199Additional tax-supported debt
may not be authorized if the maximum annual debt service on debt
payable from general revenue, including authortagidunissued bonds
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and lease purchases greater 250,000 exceeddive percenbf the

average annual general fund revenues for the previous three years

Senate Joint Resolution No. 2@nd Legislature, 1991An amendment

to the Constitution requiring that all debt-authorizing measures considered

by the voters be submitted in proposition form rather than by

constitutional amendment. The proposition for debt must clearly describe

the amount and purpose fonish debt is to be created and must describe

the source of payment for the debt.

72 Legislature1991: The Texas Public Finance Authority is authorized

to issue bonds on behalf of the following entities:

— Texas National Guard Armory Board

— Texas National Research Laboratory Commission

— Parks and Wildlife Department

— all higher education institutions authorized to issue bonds under
Chapter 55 of the Education Code

HB 815, 74th Legislature, 199%he University of Texas System, Texas

A&M University System, and Texas Tech University may not issue bonds

throughtheir revenue financing systems on behalf of one of its members

unless it has been determiriachdvance that the institution receiving the

proceeds has the necessargueses to service the debt without using the

resources of any other institution.

HB 1564, 74th Legislature, 1999he Attorney General's Office is

authorized to collect information on bonds issued by a municipal

corporation or other political subdivision of Texas.

S.C.R. No. 3 (Acts 1921, 37th Leg., 2d CAll state-owned buildings

and their contents are to be self-insured. Chapter 55 of the Education

Code authorizes institutions of higher education to issue bonds for the

construction, maintenance, and equipping of buildings and facilities. The

Attorney General has interpreted Chapter 55 as providing broad enough

authority to allow institutions to purchase property insurance that covers

the buildings constructed or equipped so long as the bond resolution

specifically requires it. The premiums are payable out oféhenues

collected and may be paid until the bond issue is retired. Once the bond

issue is retired, the institution must again self-insure the buildings

according to S.C.R. No. 3.

Long-term debt is recognized as a liability of a governmentalvirah due, or
when resources have been accumulated in the debt service fund for payment early
in the following year. For other long-term obligations, only that portion expected
to be financed from expendalaleailable financial resources is reported as a fund
liability of a governmental fund. The remaining portion of such obligations is
reported in the general long-term debt account g{@IprDAG). Long-term
liabilities andrelated interest payments, expected to be financed from proprietary
funds and university funds, are recorded in those fundex@s 1994
Comprehensive Annual Financial Repqrt 47).

Debt Management - 8
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With the exception of deep discount bonds (zero coupon or capital appreciation
bonds), the bonds payable are reported at par. Bdt bonds pay no interest

until maturity. These bondse reported in the GLTDAG at par less unamortized
discount. The annual accretion, or increase in the amount of the liability arising
from accrued and unpaid interest on the bonds, is reported in bonds payable
(Texas 1994 Comprehensive Annual Financial Repor7).

Fund Types and Account Groups

General Long-Term Debt Account Groudoncurrent delthat is not specifically

the obligation of another fund type (i.e. proprietarytroist funds) must be
accounted for in the General Long-Term Debt Accol@tTDAG). The
GLTDAG is not a fund because it does not account for available financial
resources or current obligations. Liabilifmesented in the GLTDAG are backed

by the full faith and credit of the state. Although the title of the acagnanip

refers to general long-term debt, the term is broader and encompasses various
types of noncurrent liabilities thahay be incurred by a governmental unit
including (Bailey, p. 67.01):

. Debt instruments (revenue bonds, general obligation bonds)
. Bond anticipation notes

. Demand bonds

. Loss contingencies

. Compensated absences

. Special termination benefits

. Leases

. Pensions

Debt Service FundA debt service fund is created to account for resources that
will be used to service general long-term dilatt isrecorded in th&LTDAG.

A debt service fund is similar tosinking fund used by a commercial enterprise in
that resources are accumulated for the purposeaftually retiring long-term
obligations. Like other governmil funds, a Debt Service Fund is an accounting
entity with a self-balancing set of accouatsl separate statements of position and
operations. Théasis ofaccounting is the modified accruasis(Bailey, p.
62.01).

Capital Prgects Fund The acquisition or construction of capital projects, other
than those financed by Enterprise Funds, Internal Service Funds, or Trust Funds,
must be accounted for inGapital Projects Fund. A separate Capital Projects
Fund is usually establishaghenthe acquisition or construction of the project
extends beyond a single fiscal year anditiencing sources are provided by more
than one governmental fund, or the capéiaket isfinanced by specifically
designated resources.  Thasis ofaccounting is the modified accruadsis
(Bailey, p. 61.01).
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Proprietary Fund: A proprietary fund is used to account for governmental
activities that are similar to activities thany beperformed by a commercial
enterprise. For example, a hospital may be operated by a governmental unit or by
a profit-oriented corporation. Long-term debt for a proprietary fund is recorded
in the proprietary fund’s balance sheet antlin the GLTDAG (Bailey, p. 64.01).

Colleges and UniversitiesLong-term debt for colleges and universities is
reported in plant funds. Assets set asidéferacquisition of long-lived assets for
institutional purposes are reported in the Unexpended Plant Fund. The Retirement
of Indebtedness Fund is similar to the Debt Service Funds of state agencies. The
Investment in Plant Fund accounts for all property, plant, and equipment used by
the college and university (Hay, p.571).

. Plant Fund: Unexpendedhe Unexpended Plant Fund accounts for
resources received and liabilities incurred to finance the acquisition of
property, plant, and equipment. When a liability such as bonds payable
is issued, the liability is recorded in the Unexpended Plant Fund. As
capital assets aprchasedy the unexpended plant fund, the payments
are charged to itkind balance account; however, the acquasskt is
recorded directly in the Plant Fund - Investment in Plant. For example, if
equipment costing40,000 isacquired, the following entries would be
made.

PLANT FUND-UNEXPENDED

Fund Balance-Unrestricted $40,000
Cash $40,000
PLANT FUND-INVESTMENT IN PLANT
Equipment $40,000
Net Investment in Plant $40,000

Assetaunder constructiomay be accountddr in the Unexpended Plant
Fund (or the Plant Fund-Investment in Plant). Costs are accumulated in
a “Construction in Progress” account, and related liabilities are recorded.
When the capital asset mmpleted, the total cost of construction,
including capitalized interest cost, is transferred from the Unexpended
Plant Fund to the Plant Fund-Investment in Plardbilities related to the
financing of the constructed asset are also transferred to the Plant Fund-
Investment in Plant. Alternatively, the cost of construction to date can be
transferred at the end of each reporting period (Bailey, pp. 31.24-31.25).

. Plant Fund Renewals and Replacemeriis subgroup fund is used to
account for resources that aecumulated for the purpose of renewing or
replacing property, plant, and equipment. The receipts of resources are
credited to the fund balance account. Expenditures are recorded as
reductions to the fund balance account. Because the fund is used to
account for the maintenance of the institution's physipkint,

Debt Management - 10
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expenditures are not usually capitalized in the Plant Fund-Investment in
Plant. If it is concludedhat an expenditure represents an addition or
improvement to the plant facilities, it should be capitalized in the Plant
Fund-Investment in Plant (Bailey, pp. 31.25-31.26).

Plant Fund - Retirement of Delkhis plant fund subgroup is used to

accountfor resources that asecumulated for the payment of debt and
interest related to the financing of plasisets. Resourcesceived are
recorded as additions to the fund balance accounts. Expenditures are
charged against the fund balance account, andayment that represents

a decrease in the debt principal is also recorded in the Plant Fund-
Investment in Plant.

Plant Fund - Investment in Plamll property, plant, and equipment,

except for those capital assbtld by endowment and similar funds or
construction in progress, arecorded in the Plant Fund-Investment in
Plant. Included in this fund would k@nd, land improvements, buildings,
equipment, and library books. Also, any outstanding liabilities that were
used to finance the acquisition of plant assets may be reported in this fund
(Bailey, p. 31.26).

Key USAS Object Codes and Categories

o

Object Description Category
REVENUE CODES

3307 Repay Principal-Vet Land Contracts Other Revenue Sources
3308 Interest on Vet Land Contracts Other Revenue Sources
3353 Sale of Veterans Land Bonds Bond and Note Proceed
3354 Water Development Bond Sales Bond and Note Proceeds
3406 Farm/Ranch Loan Repayment Other Revenue Sourceq
3408 Farm/Ranch Finance Pgrm Fees Licenses/Fees/Fines/Pijilts
3416 State Agri Fin Auth Bonds/Notes Bond and Note Proceed
3515 College Student Loan Bond Sale Bond and Note Proceeg
3516 Interest - Student Loans Interest Income
3517 Repay-College Student Loans Other Revenue Sources
3742 Tax/Revenue Anticipation Notes Bond and Note Proceed$
3743 Wtr Dev Bd-St Revolving Fd Passth Bond and Note Proceed
3744 Sale of Public Bldg Bonds Bond and Note Proceeds
3745 Sale of Tx Nat Res Lab Bonds Bond and Note Proceed
3807 Issuance of Commercial Paper Bond and Note Proceeds
3808 Sale/Redemption of Comm’l Paper Bond and Note Proceed
3837 Premium Write-Off -State Bonds Bond and Note Proceed;s
3844 Interest on Special District Bonds Interest Income
3845 Interest on State Bonds Interest Income
3846 Interest on Coll/Univ Bonds Interest Income
3964 Master Lease Receipts Rev Obj/Intrfd & Invest Tgf

Texas State Auditor's Office, Methodology Manual, rev. 12/95
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Object Description Category
EXPENDITURE CODES

7246 Legal Services Professional Services & Hges
7341 Construction/Improvement of Bldgs Capital Outlay
7342 Purchase of Buildings Capital Outlay
7350 Lease/Purchase of Buildings Capital Outlay
7519 Lease/Purchase of Telecomm Equip Capital Outlay
7521 Purchase of Telecomm Equip Capital Outlay
7701 Loans to Political Subdivision Other Expenditures
7702 Loans to College Students Other Expenditures
7705 Loans to Nongovernmental Other Expenditures
7706 Loans Fin Assist/Tx Agric Prod Other Expenditures
7800 Defeasance of State Bonds Payment of Principal
7801 Interest on State Bonds Payment of Interest
7802 Interest - Other Payment of Interest
7803 Principal on State Bonds Payment of Principal
7804 Principal on Other Indebtedness Payment of Principal
7807 Principal-Tax/Rev Anticipation Noteg  Payment of Principal
7808 Arbitrage Claims & Judgments
7964 Master Lease Disbursement Intrfd Trf & Rev Obj

Key Financial Report Line Items

BALANCE SHEET-ASSETS

Amounts Available for Debt - GLTD

Amounts Available for Debt - General Obligation Bonds

Amounts Available for Debt - Other GLTD

BALANCE SHEET- LIABILITIES

Revenue Bonds Payable

General Obligation Bonds Payable

Notes and Loans Payable

Capital Lease Obligations

OPERATING STATEMENT-OTHER SOURCES

Bond and Note Proceeds

Increase in Obligations - Other GLTD
Investment Income

Net Decrease in Bonds Payable (Coll/Univ only)
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OPERATING STATEMENT-EXPENDITURES/OTHER USES

Principal-Capital Leases

Principal-Other GLTD

Interest Expense

Other Debt Service

Capital Outlay

Bond Sale Issuance Costs

Payment for Refunding

Net Increase in Bonds Payable (Coll/Univ only)

Useful materials . CAFE,
. Annual Financial Report
. Comprehensive Annual Financial Report (CAFR)
. Financing Agreements (bond resolutidnst indenture, line of credit
agreement, etc..)
. Official statement (for bonds)
. Bond Review Board Annual Report
. Service contract agreements (financial advisors, bond counsel, etc.)
. Amortization schedules (accretion tables for capital appreciation bonds)
. Comptroller’s reporting requirements
DEFINITIONS Debt refers to all long-term creditboligations of the entity and all interest bearing

short-term credit obligatiorthat are repayablithin one year.This excludes
non-interest bearing obligations, amouatged in atrust oragency capacity,
advances and contingent loans from other governments, and rights of individuals
to benefits from employee-retirement funds.

The most commottypes of debt securitieiaclude bonds,commercialpaper,
variable rate notes, and capital leases.

Debt Instruments A bond is a certificate or formal evidence of debt, in which the issuing company
or govermental body promises to pay the bondholders stated rates of interest on
specified dates, typically semi-annually, and to repay the principal on specified
maturity dates. There are several types of bonds, including the following:

. Arbitrage bonds are municipal bonds whose interest is not exempt from
federal income tax. Interest on these bondsiligect to taxation when the
proceeds of the bonds are reasonably expected to be invested in
obligationswith a yieldthat is"materially higher" than thgield on the
bonds beyond a predefineamporary period. (Thegield refers to the net
annual percentage of income from an investment.)

. Capital appreciation bondsare bonds whose interest payments accrue
and are not paid until maturity. Typically, the bonds are sold at a price
below par, the difference representing interest which will be recognized as
accretion over the life of the bonds. These are similar to U.S. Savings
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Bonds, whichare sold at a discounted price and pay a fixed amount at
maturity. (Theface or par valueof bonds refers to the stated principal
value of the bond. This is the amount that the issuer is contracted to
repay, regardless of the amount of proceeds raised by issuance of the
bonds. Bonds are issuedpar when the stated rate of interest equals the
effective rate determined by the market at date of issuance.) Although
these bonds result in lower net netst costs and cash flow savings for the
issuer in the earlier years, the issuer may be required to establish a sinking
fund to ensure the repayment of the bonds at maturity.

Conduit revenue bondsare used to finance private facilities such as
homes, hospitals, and factories in order to increasployment
opportunities, promote economic developmentchiewve a socially useful

goal. Facilities are leased or funds are lent to a private entity. Rental or
loan payments cover the debt service on the bonds. Thedmanit

refers to the fact that the sponsoriggvernment undertakes no
commitment to pay or guarantee the debt sertiaemerely gives the
underlying obligor access to the tax-exempt market.

Demand bondscan be redeemed by the bond holaléer a specified
period of time.

Discount bondsare bonds that sell for less than the par value. Because
market conditions are such that investors can obtain higher interest rates
with other investments, the market rate on these bonds exceeds the stated
rate because investors cowlotain higher interest payments with other
investments. Therefore, they pay less than the bond's face value.
Enterprise revenue bondsare limited-liability bonds that are not backed

by taxing power. These bonds are issued for governmental enterprise
projects thagenerate revenues from user charges to pay the debt. This
form is commonly used for public utilities such as water, sewer, gas, and
electric facilities.

General obligation (g.0.) bonds are backed by the “full faith and
credit” of the State and require voter approval prior to issuance. They
may be self-supporting or non self-supportiglf-supporting g.o. bonds

are designed sthat theirrepayment is from sources outside the State’s
General Revenue Fund. The bonds ardlyssigpported by a specifically
identified revenue stream from projectsgpoogramshey finance. Non
self-supporting g.o. bonds depend solely on the State’s General Revenue
Fund for repayment.

Lease-rental bondsare used finance facilitiethat areleased under
contract to another agency, which pays rent sufficient to service the debt.
Redeemable bondscan be turned in for early retirement at the
bondholder's option (put option).

Registered bondsare a form of bonds iwhich interest is paid to the
person whose name is in the bond register (the owner).

Revenue bondsare bonds issued by a publagency, municipal
corporation, or state, ihich theissuer pledges the revenues from
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specified sourcefor payment of interest and repayment of principal on
the bonds.

. Secured bondscarry a specific pledge aeksets as a repayment guarantee
(e.g., mortgage bondsvhich have a claim on the reattate of the
corporation, or collateral trust bonds, which have a claim on the securities
of other corporations).

. Serial bondsconsist of a number of bonds with different maturity dates
(maturing in installments).
. Special tax bondsare backed by a specific tax such as a gasoline tax, a

special-purpose tasuch aghatlevied by a developmeulistrict, or a
special assessment. Depending on the extent of the tax, these securities
can be close cousins to the general obligation security.

. Term bonds are bonds whose principal is payable at a specific maturity
date.
. Treasury bondsare bonds which have been reacquired, but not retired,

by the issuer. Their paralue is shown on the balance sheet as a
deduction from bonds payable issued.

. Unsecured bonds (debenturesjre bonds for which only the reputation
of the issuing entity serves as a repayment guarantee.

Tax-exempt commercial @per refers to notes with maturities of up to 270 days
supported by a bank line of credit. Because of the short maturity, it has continuous
offerings. (The papanay be madavailable as frequently as on a ddiBsis.)
Because of their flexibility, repayment of the paper is backed by a line or letter of
credit from a commercial bank. Although the initial and operating costs of these
notes are higher than those of other notes, the interest costs are lower; hence, these
notes are attractive to issuers requiring large annual short-term borrowings. Some
of the uses of commercial paper in Texas include:

. to finance interim construction costs
. to finance the Master Equipment Lease Purchase Program
. to finance economic developmeptograms at the Department of

Commerce and Agricultural Finance Authority

A capital lease(or lease-purchase agreemehis a lease meeting any of the
following criteria:

. Ownership of the leased asset is transferred to the lessee at the end of the
lease period.

. The lease gives the lessee the option of purchasing the leased asset at less
than fair value at some point during or at the end of the lease period.

. The period of the lease is 75 percent or more of the estimated service life
of the leased asset.

. The present value of the minimum lease payments is 90 percent or more

of the fair value of the leased asset.

Variable rate securities were developed first in the short-term market but rapidly
extended to long-term debt as well. Their chief characteristic is that, instead of a
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fixed interest rate throughout the life of the obligation, the ratdlasved to
fluctuate in response to the changing market (daily, weekly, monthly, or annually).
Like commercial paper, variable rate securities may be “rolled over” by reselling
maturing securities taew buyers in the market. In the case of variable rate
securities, th@ewrate is assigned to the outstanding paper without maturities.
The bondholder has the right on specified dates, upon notice, to demand that the
obligation be purchased (or redeemed) by the issuer (the “put”).

Bond anticipation notes(BANSs) are issued to provide interim financing for
construction or in anticipation of a more favorable long-term intea¢st The
notes are retired using the proceeds of the bond issue.

Revenue anticipation notegRANS) are secured by specific revenue sources. For
example, grant anticipation notes would be secured by the related grant receivable.
The proceedare used to pay grant-related expenditures, and the notes are retired
when the grant revenue is received.

Tax anticipation bonds (TANs) are issued in anticipation of, and are
collateralized by, specific futurtax collections. The proceeds are invested to
generate additional revenue to fund the government’s operations until the receipt
of period tax payments.

The following are some of the “players” involved in the debt issuance process:

. Bond counselis an outside attorney whose functions include (a)
delivering an independent legal opinion certifying that the bond issue is a
valid and binding obligation of the issuer, and (b) stating whether interest
on the bonds is tax-exempt according to federal, state, and local law.

. A financial advisor is an outside consultant to the issuer, typically in an
ongoing capacity, regarding financing activities. The financial advisor
may perform a variety of functions &ssisthe issuer in setting up and
structuring competitive bond sales.

. A liquidity facility is a provision whereby an entity agrees to lend funds
in the eventhat a remarketing agent is unable to remarket obligations.
The provider of a liquidity facility is normally a bank that extends a letter
of credit to an issuer of variable rate debt or commercial paper. However,
in some cases, an institution of higher education or the State Treasury may
provide the liquidity facility.

. A paying agentis a bank or other institution which acts as the agent for
making bond interest and principal payments.
. Therating agency, such as Moody's Investors Service or Standard &

Poor's Corporation, assigns a rating to the bonds which serves as a guide
to investors as to the creditworthiness of the issue. Ratings are based on
the issuer's ability and willingness to meet futudebt service
requirements.
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Refundings

The registrar is an agent, usually a bank, appointed by an
agency/university to keep track of the names of the bondholders and the
principal and interest payments made to them.

Theremarketing agentis a firm that buys back and resells to investors
variable rate obligations thhave beeriput” or commercialpaper that

has matured.

Underwriters accept the risk of purchasing a bond issue with the intent
of reoffering the bonds to investors at a profit. In competitive sales,
underwriteramay jointogether formingond syndicatesto bid for the
bonds. Imegotiated sales, an underwriter is selected before the sale and
works closely with the issuer in structuring and marketing the issue.
Undewriters receive agross spreador underwriter's discount for
providing underwriting services tssuers. The gross spread is a
percentage of the amount of bonds sold, and is expressed as a certain
number of dollars per $1,000 bond.

Thebond trustee, usually a bank, acts as custodian of the bond funds,
ensuring that all bond accounts are maintained and that the issuer
complies with the provisions of the bond contract.

Theverification agentis a firm that verifies the adequacy of the federal
securities in the escrow used to pay the debt service on refunded bonds
that have been defeased.

At the end of the call deferment period, usually five to ten years from the sale date
of the “old” bonds, issuers maleet to do a efunding. A refunding involves the
sale of newbonds, the proceeds which are used concurrently to redet@iu”

bonds.

R&undings are usually done to save on intests butmay be

undertaken to overcome resticts in bond covenants. There are several types of
refundings, including the following:

An advance refunding is the issuance ofew bonds to refund
outstanding debt, where the proceeds from the refunding bonds are used
to establish a fund to retire the didbt over a period of time, either as the

old debt matures or as call dates are reached. Unlike a regular refunding,

the new debt is not uséthmediately to redeeroutstanding bonds.

Instead, proceeds are typiganvested in U.S. government securities and

placed in escrow. There are two types of advance refundings:

(D) In a defeasanceor net cash defeasanceproceeds of the
refunding issue are placed in an escrow account from which the
debt service on the original issue(s) is palthis arrangement
continues until the original issue(s) can be retired. At that time,
funds from the escrow are used to call the remaining maturities,
paying whatever redemption price is specified for that date. Once
the proceeds are placed into escrow, the original issue(s) is said
to be "defeased." In other words, the defeased debt is no longer
a direct obligation of the issuer because the amount of funds
placed into escrow along with the interest that will be earned on
those fundswill be enough to pay all of thdebt service
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requirements that remain for the original issue(b)-s(ibstance
defeasanceoccurs when debt is considered defeased for
accounting and financial reporting purposes thougHeuatly
defeased. Debt is considered defeased in substance for
accounting and financial reporting purposes if the debtor
irrevocably places cash or other assets with an escrow agent in a
trust, to be used solely for satisfying scheduled payments of both
interest and principal of the defeased debt, and the possibility that
the debtor will beequired to make future payments on that debt
is remote. Legal defeasanceccurswhendebt obligations are
legally satisfied based on certain provisions in the debt
instrument, even though the debt is not yet actually paid.)

2) Crossoverdiffer from defeasance in that the escrow account is
used to pay the debt service onrfeindingbonds instead of the
refundedbonds, until the call or cesover date. On this date, the
escrow is liquidated to retire the original issue. Under the
crossover method, the original issue is not considered defeased
until it is retired.

. High-low refundings are refundingsvhere theinterest cost on the
refunding bonds is lower than the interas$t on the old bonds. Proceeds
from the refunding are placed into an escrow fund and are then invested,
usually in federal securities or securities guaranteed by the Federal
Government. Treasury regulations restrict the yield on the escrow to the
arbitrage yield on the refundinigsue. The investments are structured
such that they mature in time to pay principal and intgshst call
premium, if necessary, on the refunded bonds. High-low refundings can
be structured so that the savings are realized either at the time of the issue
or over the life of the issues in the form lofver debt servicecosts.
Refundingscommonly involve an escrow agreement betweerstheer
and the trustee, usually a bank. The trustee establishes and oversees the
escrow fund and retirement of the bonds in accordance with the escrow
agreement.

. Low-high refundings are refundings in which higher-interest bonds are
issued to refund lower-interest debt, thus increasing the issuer's interest
costs. However, since theustling involves alefeasance to maturity, the
escrow is invested to maturity, decreasing the issue size and reducing
interest expense. Low-high refundings are usually undertaken to relieve
the issuer of certain restrictive provisions of the bond indenture.

Governmental Accounting Stdards Board Statement (GASB) No. 7 establishes

disclosure standards for advance refundings by all governmental entities. A note

to the financial statements should provide a general description of an advance

refundingthat results in debt defeasandg.a minimumthe note should contain

the following disclosures:

1. The difference betweefa) the casHlow requirements necessary to
service the old debt ovéts life and (b) the cash flow requirements
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necessary to service thew debt and other payments necessary to
complete the advance refunding.
2. The economic gain or loss that arises because of the advance refunding.

The life of the old debt is based on its stated maturity date and not on its call date,
if any (Bailey, p. 14.22).

Difference in Caslirlow RequirementsThe cash flow requirements of the old

debt are simply the sum of all future interest and principal payriettsould

have to be paid by the governmental entity if the debt remained outstanding until
its maturity date. The cash flow requirements of the new debt are the sum of all
future interest and principal payments that will have to be paid to service the debt
in the future, and other payments that magle from the governmental entity’s
current resources rather than from proceeds from the issuancenefitidebt.

Any proceeds from the issuance of tlemvdebt that represeaiccrued interest

(when the bonds are sold between interest payment dates) should not be included
as cash flow requirements related to the new debt (Bailey, p. 14.23).

When new debt is issued in an amount that exceeds the amount needed to defease
the old debt, only the portion of the new debt needed to defease the old debt should
be included as cash flow requirements related to the new debt (Bailey, p. 14.23).

Economic Gain or Los§he economic gain or loss is computed by determining
the difference between the present value of cash flow requirements of the old debt
and the present value of cash flow requirements of the new debt. The interest or
discount rate used to determine the present value of the cash flows ithatrate
generally must be computed through taiatl error. The objective is to identify an
interest rate thatvhenapplied to the cash flow requirements for tiesvdebt,
produces an amount equal to the sum of the (1) proceeds of the new debt (net of
premium or discount) and (2) accrued iegty less the (a) underwriting spread and

(b) nonrecoverable issuance costs (Bailey, p. 14.23).

AccountingGain or Loss:For proprietary fundswhendebt is defeased, the
accountinggain or loss is the difference between the reacquisition price and the
book value ofhe old debt. The reacquisition price is the amount needed to retire
the old debt and includes the call premium, if any, and transaction costs related to
the old debt retirement. The book valughef old debt includes its maturity value,

any related unamortized discountpoemium, and any unamortized bond issuance
costs (Bailey, p. 14.23).

When a governmental entity decides to antiera refunding because interest rates
have fallen, often an accounting loss arises because the reacquisition price is
greater than the book value of the debt. Thus, the governmental entity may enter
into a refunding transactiohdt will save debt service costs (an economic gain) in
the future, but will result in aaccounting loss. GASB Statement No. 23 requires
that again or losghat arisedrom the early extinguishment of debt should be
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deferred and amortized over the remaining life of the defeased debt or the life of
the new debt, whichever is shorter (Bailey, 14.18).

Accretion is the recognition of interest accruing on capital appreciation bonds
(CABs). Because CABs are typically sdidlow parvalue (discounted by the
amount of interest), the amount recognized as accretion is added to the liability
(bonds payable) to reflect the current amount of liability due.

In an original governmental bond sadecrued interestis the amount of interest
which has accumulated on the bonds fromding they are dated up, but not
including, the date of delivery.

Arbitrage is the purchase and sale of the same or a similar security in order to
profit by price discrepancidsetween markets. Ftax-exempt bond purposes,
arbitrage is the ability to obtain tax-exempt proceeds and invest those funds in
higher yieldingtaxable securities, resulting in a profit to the issuer. Arbitrage is
the difference(profit) earned from investing low-yieldingax-exempt bond
proceeds in higher yielding taxable securities. (Ggendix 2.)

A basis pointis 1/100th ofone percent (e.g., an increaserates from 8.25
percent to 8.50 percent would be a 25 basis point increase).

A bond indenture describes the contract between the issuer (borrower) and
bondholders (lenders).

Bond insuranceis insurance on the prompt payment of interest, or of interest and
principal, depending on the terms of the policy. Bond insurance serves to raise the
rating a given issue receives. A higher rated beitidbe moreattractive to
investors. The benefit of insurance to the issuer is lower interest costs which must
be weighed against the cost of the premiums. The cost of insurance will depend,
among othethings, on the quality of the issuer, the maturity of the issue, and the
amounts involved.

A bond rating is an appraisal of the relative safety or riskiness of an individual
bond issue, and thus 6 relative investment value, rendered by one of the

recognized rating services, Standard & Poor's and Moody's. Triple A (AAA)
bonds are the highest-rateceaning that they are evaluated as the least risky for
investors.

When a bond is issued, thend selling priceis computed as the sum of the
present value of the future principal payments plus the present value of the future
periodic interest payments. This records the value of the bond at its current cash
equivalent.
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A call option is a provision in the bond resoluti@rhich permits the issuer to

redeem the bonds before their stated maturity date. Two important elements in a

call option are:

. Call date - The date after which the bond may be prematurely redeemed.

. Redemption price - The pricethat the issuewould have to pay the
bondholders to redeem the bonds, often including a call premium.

Capital improvements are major non recring tangible fixed assets with a useful
life of at least one year and a significant value.

A capital program is a plan for capital expenditures to be incurred each year over
a fixed period of years to meet capital needs arising from long-term planning. The
capital budgetis the plan for capital expenditures to be incurred during the budget
year.

A covenantis an agreement, convention, or promise to two or paries, by

deed in writing, signed, and delivered, by which either ofphiespledges
himself to the other that something is either done, or shall be done, or shall not be
done, osstipulates for the truth of certain facts. In its broadest usage, a covenant
means any contract. In the context of bonds, a covenant is basically a contractual
compliance point included in the bond resolution.

A coupon is that part of dondwhich evidencesnterest due. Coupons are
detached from bonds by the holders (usually semiannually) and presented for
payment to the issuer’s designated paying agent.

TheDepository Trust Company (DTC)is a limited-purpose trust company that
holdssecurities on behalf of brokers, dealers, batikst companies, and other
organizations (“participants”). DTC also facilitates the settlensmbng
participants of securities transactions, such as transfers and pledges, in deposited
securities through electronic computeribedk-entry changes in the participants’
accounts,thereby eliminating the neefbr physical movement of securities
certificates.

A discount is the excess of thpar value of the bonds over the sale price
(proceedsyvhenthe actual or effective rate of interest determined by the market
at the time of issuance exceeds the stated rate of interest on the bonds.

Infrastructure refers to public facilities such as streets, bridges, water and sewer
systems, parks, jails, and wastewater treatment facilities.

The market interest (effective yield) rateis the stated rate adjusted at the time
of bond issuance for premium or discount.
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Net interest cost(NIC) is a measure of interest cost that is distinguished from the
true interest cost (TIC) in that tidC does not take into account the time value

of money. The interest cost is derived by dividing the sum of all interest payments
payable over the life of the issue by the sum of the product of each year's maturity
value and the number of years to its maturity. If the bonds are issued at a discount,
the amount of the discountaslded to the interest total. If the bonds are issued at

a premium, that amount is subtracted from the inteytadt(i.e. Total Debt Service
Payments + Discount (- Premium)) / Bond Years).

The official statementis a marketing tool used by bond issuers. The official
statement contains an overview of the issuing entity, a description of the bonds, the
use of the proceeds, the source of repayment, the issuer's payment record, bond
ratings, financial data of the issuer, and the financial and demographic data of the
state in which the entity exists.

A parity issueis a bond issue that is equal in priority to another issue and has
eqgual claim to the assets pledged for debt service payments.

A premium is the excess of the sales price of the bonds over their par value when
the stated rate of interest on the bonds exceeds the actual or effective rate of
interest determined by the market at the time of sBlends are issued at a
premium if the current market rate is lower than the stated rate. That is, investors
are recaiing larger interest payments thdrey couldobtain with alternative
investments, therefore, they are willing to pay more than the bond's face value.

A put option is a provision in the bond resolutiarich entitles a holder of the
bonds to sell them back to the issuer on or before a specific date.

The formal bond contract is calledesolution. It is alsoknown as the bond
indenture.

Thestated or nominal interest rateis the interest to be paid to investors. Itis the
rate specified in the bond contract.

Thetrue interest cost(TIC) is a measure of the interest cost of an issue that takes
into accounthe time value of money. THeC is the rate thawill discount all

future payments so that the sum of their present values equals the original purchase
price of the bonds.

A window or “window of opportunity” is a point in time when interest rates are
low enough to make refunding advantageous to the issuer.

Yield to call is the rate of return earned by the investor from the time of purchase
to the call date, assuming the bonds were redeemed at the call price.
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OVERVIEW OF THE
PROCESS

PROCEDURES

Review criteria:
General criteria

Specific criteria

Yield to maturity is the rate of return earned by the investor from the time of
purchase of the security to its maturity.

The basic phases of the debt management process are:

. Establish a debt policy.

. Determine the capital acquisition needs.
. Determine the method of financing.

. Obtain approvals.

. Issue the debt.

. Administer the debt.

. Monitor the debt and the environment.

Suggested proceduresganized according to the elements of a finding, are listed
below. They should be expanded or tailoredittdhe specific entity being
reviewed.

Note: The following procedures and the process described above are normative,
rather than prescriptive. That they represent "average" or baseline thinking
since they assemble informatiamhich repeatedlyappeared in the various
resources used to prepare this module. Do not be too hasty or literal in applying
a given criterion or proceduratep to a specifientity. While omissions or
variations may bebvious judgment must still be used to determine whether such
omissions or variations areaterial

General criteria applicable to the debt management process are as follows:

The debt management process should be integrated with strategic, operational,
physical, and financial planning processes to: (Kurish and Tigue, p.6.)

. Establish priorities that balance capital needs with all available funding.

. Match projects with appropriate funding alternatives.

. Ensure that debt-financed projects do exteed legally ostatutorily
permitted levels of debt issuance.

. Plan for debt issuance to meet expenditure requirements.

. Ensure that debt supported projects satisfy accepted public purposes.

. Ensure that debt is issued, monitored, and disposed of in a cost-effective
manner.

. Ensure compliance with legal and contractual agreements.

The criteria related to the basic phases of the mhalblagement process are as
follows:

Establish a debt policy.

Debt policies describe fiscal and management practices that seek to integrate long-
term project needs with available financial resources (Peterson, p. 271). A formal
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debt policyshould establish parameters and provide general direction in the
planning and implementation of a debt program. Thishelp management to
integrate the issuance of debt with other long-term planning, financial, and
management objectives. In addition, a formal debt policy should be used as a tool
to evaluate the impact of individual bond issues on the entity’s overall financial
position so as to avoid exceeding acceptable levels of indebtedness (Kurish and
Tigue, p. 11).

While debt policies are beneficial in establishing a framework for debt issuance,
they should be sufficiently flexible take advantage of market opportunities or to
respond to changing conditions without jeopardizingrgity’s mission, goals, and
objectives (Kurish and Tigue, p. 12).

A debt policy should encompass several elements. The following should be
considered (Kurish and Tigue, p. 11):

. acceptable levels of both short-term and long-term debt

. the purposes for which debt will be issued

. the use of tax-supported, general obligation bonds versus self-supporting
revenue bonds

. the mix of pay-as-you-go and debt financing

. the use of variable rate debt

. structuring debt maturities

. acceptable financing costs and risks

Sample debt policiemclude the following (The International City Managers’
Association, p. 31):

. Confine long-term borrowing to capital improvements or projdes
cannot be financed from current revenues.

. Pay back bonds within a period not to exceed the expected useful life of
the project.

. Debt will be refunded only whethe net present value savings is 3% or
greater.

. Keep the average maturity at or below  years.

. On all debt-financed projects, a down payment of at least percent
of total project costs will come from current revenues.

. Where possible, special assessmastienue, or otheself-supporting
bonds will be issued instead of general obligation bonds.

. Long-term debt will not be used for current operations.

. General obligation bonds will not exceed statutory limitations.

. The entity will periodically communicate withond ratingagencies

concerning its financial condition awmdll provide full disclosure on every
financial report and bond prospectus.

The debt policy should be reviewed explicit, predetermined time intervals.
Although most changes in policgnay arise from the periodic reviews, current
events will require amendment and adjustment of the current policy from time to
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time. At the time of the periodic review, a point-by-point re-examination of each
element of the current debt policy is warranted (Moak, p. 198).

Although aformal debt policy statement has not been formulated for the State of
Texas as a whole, the Legislatras takersteps to establispuidelines and
standards for issuing bonds and to relate debt financing to capital acquisition
planning. For example, the Bond Review Board was establishegiéov and
approve state bond issues andetsure the cost-effectiveness sthte debt
issuance. In addition, legislation was passed to set general revenue debt limits, to
limit the number of entities allowed to issue debt, and to amend the Constitution
to require that all debt-authorizing measures considered by voters be submitted in
proposition form rather than by constitutional amendment (SBA@bt
Managementp. 21).

Determine capital acquisition needs.

Before undertaking a long-term debt program, an entity must hasleaa
understanding ofhe types and timing of the projects to be financed. These
projects may include capital improvements such as buildings, land, and equipment;
noncapital projects such asonomic developmeprograms; or self-supporting
revenue projects.

. Capital Improvement Needs: A capital improvement program (CIP)
should bedeveloped (usually covering five gix years) to forecast
spending for all anticipated capital projects. The plan should address both
repair and replacement of existing infrastructure vasdl as the
development ofnew facilities to accommodate future growth. An
effective ClIPconsists of both an administratipeocessto identify the
location, scale, and timing of needed capital projects and agisceto
provide for the funding of those projects (Peterson, p. 66).

Generally, the capital programming process should include the following

steps (Peterson, p.66):

— Establish specific policies and procedures for submitting and
evaluating projects.

— Compile and periodically update an inventory of physical plant
and future demands.

— Prepare, review, and prioritize project proposals.

— Evaluate each project and establish rankings.

— Perform financial analysis tassess project feasibility, fiscal
impact, and long-term effects on operations.

— Identify the funding source.

— Determine the timing of the projects.

— Present a preliminary CIP and capital budget to the governing
body for approval.

— Implement the CIP and review periodically.
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In Texas, the capitainprovement plan ipart ofthe legislative request
process. The “Capital Budget Project Schedule” is a table in the Request
for Legislative Appropriations (RLA) that itemizeachcapital budget

item or project that is requested for funding. The projects are grouped by
category, such as land, buildings, repairs, road construction, etc., and
within each category, funds areiestted, budgeted, or requested for each
item or project along with the proposed method of financing and funding
sources. [Petailedinstructions for Preparing and Submitting Requests
for Legislative Appropriations for the Biennium Beginning September
1995 p. 59). More detailed criteria for capital impeovent planning are
found in the Budgeting module of this manual.

Noncapital Improvement Projects: For most state entities in Texas,
debt financing is used for capital improvements. However, some agencies
have issued debt to finance other types of long-term projects. For
example, the Department of Commerce is authorized to issue general
obligation bonds tpromote economic development, and the Department
of Housng and CommunityAffairs issuesrevenuebonds to assist in
financing housing for families witfow to moderate incomes. (See
Appendix 1 for detailed descriptions attate bond issuing entities and
authorized revenue sources.)

The process followed to determine the financing needs for noncapital

improvement projects should be closely linked to the entityategic

planning process.Some of thesteps thaimight be followed are as

follows:

— Establish policies and procedures for submitting and evaluating
projects.

— Identify project goals and objectives.

— Develop program strategieseeded to meetestablished
objectives.

— Identify measurable outputs and outcomes.

— Perform financial analysis to assess feasibility, fiscal impact, and
long-term effects on operations.

— Identify potential funding sources.

— Determine the timing of the project.

— Obtain project approval.

— Reevaluate project performance and financing needs.

Self-Supporting Revenue Projects:When planning a revenue project,

it is first necessary to ascertain the amounimoheyestimated to be
required to complete a project - or at least to bring it to a point of
optimum revenue production. The feasibility study should (Moak, p.
273):
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— Include studiesnade by competent independent engineers to
project total project costs agell asthe costs of all phases of
capital outlays.

— Estimate interest expense during construction.

— Estimate operating and maintenance expenses (including debt
service).

— Estimate the grosgvenue likely to be generated by the facility
over the probable life of the bonds.

— Provide for contingencies—both to meet unexpected expenses
and to cover an unexpected underrealization of revenue.

In addition to analyzing the financial feasibility of the individual project,
the overall indebtedness of an entity should also be considered to
determine whether the entity could continuestipportthe debt in the

event that project revenues are not sufficient to cover expenses and debt
service requirements. This requires an assessment of the entity’s ability
to support existing and planned debt obligations. Future revenue must be
sufficient to provide services and repay previous obligations. The burden
of debt only makes sense when its repayment is viewed in relationship to
the underlying revenue bases available to support it.

Determine the method of financing

Once capital projects have been identified and prioritized, an entity must determine
the most cost-effective method of funding among the following options:

Use Available Funds:If funds are not available to purchase capital
assets, an entity must choose either not to acquire the asset or to finance
the acquisition. When fundse available, an analysis of the interest rates
available on invested funds and the cost of selling bonds should be made
to determine if usinglebt financing for capital acquisitions is cost-
effective. If the entity can earn an interest rate on invested fhatls
eguals or exceedts cost to sell bonds to provide funds for financing, a
decision should be made to finance tiagital acquisition.When the
interest rate available on invested fundessthan the cost of the lease
financing, the most economical dg@on would be to buy the capital asset.

In this situation, itwould costmore to finance thasset than tbuy it,
because the invested funds would not be earning enough interest to equal
or exceed the financing s (State Auditor’'s OfficdDebt Management-
Securing Texas’ Future. 16).

Pay as You Go:With the “pay asyou go” method, resources are
accumulated over time, and acquisitions detayed until funding is
available (Raftery, p. 2.3). The disadvantage of this approach is that
funds may not be available when needed.

Borrow: A government entering the capital market has a variety of
financing alternatives, such as capital leases, collateralized bonds, special
purpose revenuebonds, revenue anticipation notes, and advance
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refundings, as well ake more traditional general obligation and revenue
bonds Raftery, p. 2.4). See th®ifinitions” section of this module for
descriptions of different types of debt instruments.

In choosing a method byhich to financecapital improvements, three guiding
principles should be considered (Peterson, p. 269):

. equity - those that benefit from a project should pay for it

. effectiveness - a sufficient summbneyshould be providedhen it is
needed

. efficiency - the method with the lowest relative costs should be used

Once the decision to borrowas been made, the issuer faces numerous technical
issues involving the sttion of consultants, type of security to be issued, method
of sale, issue size, maturity structure, issue size, and marketing the bonds.

. Selecting technical advisors and consultantgéinless an entity has in-
houseexpertise, financial consultants should be used to determine the
method of financing and to structure the debt. Réyeplayers in any
bond transaction will usualipclude a financial advisor, underwriter, and

bond counsel. Other firms, such as those providing paying
agent/registratrustee, auditing, or printing services, are also retained as
necessary.

When selecting a financing team, the issuer should determine whether the

consultants have (Kurish and Tigue, p. 19):

— an understanding of the entity’s needs

— sufficient technical expertise

— experience with similar types of securities

— knowledge of beneficial approaches taken by other issuers

— understanding of innovative debt financing methatich can
reduce costs and provide greater flexibility

— an ability to comfete the transaction in a timely manner without
undue burden on the issuer

While issuers should strive to keep bond issua@osts to aninimum,

they should not be guided solely by price in choosing finance
professionals. An equally important consideration in the selection process
is the knowledge of the team. Do they underdtthe goals and objectives

of the issuer? Arthey able to identify creativeolutions tomeetthese
goals and achievsavings on long-term borrowing costs (Kurish and
Tigue, p. 19)?

. Choosing a debt instrument:The following factors should be analyzed
in order to determine the most effective financing strategy for a particular
project:
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— Legal constraintsThe type of security to be issued is often
predetermined by constitutional amendment or legislative
mandate. For example, the Water Development Board, by
constitutional amendment, has been authorized to B2/
billion in general obligation bonds tnake funds available to
municipalities and certain other governmental units for the
various water conservation and development projects. The
Board is also authorized to isstevenuebonds payable from
revenues generated by specifically authorized programs. In these
instances, the type of debt to be issued has already been made for
the agency Texas' 1994 Comprehensive Annual Financial
Repor). SeeAppendix 1 for a list of stateagencies and their
debt issuance authority.

— Project objectivesThe purpose of the projeutill also be a
factor in determining the type of debt to issue. For example,
leasing is appropriate for procuring assets that are too expensive
to fund with currentecepts in any one year, but have useful lives
too short tofinance with long-term debt. Leasing @&so
advantageous foassets thawill be neededor only ashort
period of time, or which arsubject to rapid technological
obsolescence (Kurish and Tigue1j@). Ifthe project involves
long-term, revenergenerating assets such as university housing,
then a revenue bond may be the best financing option.

— Market conditionsMarket conditions should also be analyzed
before choosing a debsinument. For example, if bond interest
rates are stable, an entity might choose to ishat-term
commercial paper to finance the construction phase of a revenue
project. Once the project has been completed, a long-term bond
can be issued. This strategy would result in lower interest costs
during the construction phase awduld ensurdghat the debt
retirement period matches the project’s life. htyever, bond
rates ardow with the expectation that rategll significantly
increase in the near future, an entity may choose to issue the long-
term bonds during the stap phase to avoid paying higher long-
term rates following construction.

. Determining the method of sale: One of the most important decisions
an issuer of municipal securities has to make is selecting a method of sale.
Competitive sales and negotiated s&ash have theinwn advantages
and disadvantages. The issuer should evaluate factors related to the
proposed financing, and select the most appropriate method ofl€8lé (
Bond Review Board Annual Repqut 24).

In anegotiated salean underwriter is chosen by the issuer in advance of
the sale date and agrees to buy the issuer’s bonds at some future date and
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to resell them to investors. Generally, a negotiated method of sale should

be selected when the bond offering is (Kurish and Tigue, p. 40):

— large

— complicated

— time sensitive (when financial markets are volatile or in the case
of refundings, for example)

Advantages of a negotiated sale include (Kurish and Tigue, p. 40):

— delegating to the underwriter a number of bond sale tasks (e.g.,
preparing documents, sizing, and structuring the transaction)

— presale marketing by the underwriter (in more complicated
financings, presale marketing can be crucial to obtaining the
lowest possible interest cost)

— timing and structural flexibility (the structure or timing of the
sale can be adjusted as necessary to respond to changing market
conditions. This is important if the financing involves an
innovative financing tdmique or a complicated refunding where
savings are sensitive to current interest rates)

— more influence in bond distribution towasklected underwriting
firms or customers

Disadvantages of negotiated sales include a lack of competition in pricing
and the possible appearance of favoritism (Kurish and Tigue, p. 40).

In a competitive salesealed bids from a number of underwriters are
opened on a predetermined sale date, with the issuer’s bonds being sold
to the underwriter submitting thewest bid meeting the terms of the sale.
Underwriters bidding competitively usually do less presale marketing to
investorssince, in a competitive sale, underwriters cannot be sure they
own the bonds until thday thebids are opened. Competitive sales are
appropriate for types of securities that emenmonlyissued andavidely
understood such as general obligation bonds (Kurish and Tigue, p. 36).

Advantages of the competitive bidclude a competitive environment
wheremarket forces determine the price, historically lower spreads, and
an open process (Kurish and Tigue, p. 37).

Disadvantageclude limited timing and flexibility, minimum control
over thedistribution of bonds, and the possibility of underwriters,
including a risk premium in thebids to compensate for uncertainty
regarding market deman#l994 Bond Review Board Annual Repgst
24).

Sizing the issue: Sizing the bond issue takes into account the cost of the
project, the costs associateith the issuance of the bonds, and interest
earnings on invested proceeds. Ttiedoproeeds and investment income
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must be sufficient to meet all the necessary uses of the funds (Kurish and
Tigue, p. 46).

To size a nevbond issue accurately, the issfiest mustconsider the
estimated project cost. For construction projects, an accurate construction
schedule must be obtained from the contractor. The scheduleidiy

bond proceeds are to be drawn upon can be calculated, and interest
earnings on invested funds can be used to reduce the initial size of the
bond issue.The following are among the elements of cost to be factored
(Moak, p. 255):

— preliminary feasibility studies and project design

— site acquisition and site preparation costs

— preparation of definitive plans and specifications

— construction

— basic equipment and, perhaps, furnishings

— supervision of construction

— interest during construction

— administrative, fiscal, and legal services

— financing costs

— capitalized reserves such as a debt service reserve fund

The bond issue’s size also is affected by the extent to which other funds
are available to pay for improvements. The availability of other funding
sources may reduce the size of the offering (Peterson, p. 278).

Another factor affecting the size of the offering is the cost of issuance.
Issuance costs are composed of the fees and expenses paid to consultants
to market bonds to investors. The undeimgifee, or gross spread, is the
largest component of issuance costs, averaging $7.83 per $1,000 of state
bonds sold i1994. This single component accounted for, on average, 70
percent of the total cost of issuance in 1994. Bond counsel fees were next
in importance, averag®l.45 per $1,000 of bondsold (1994 Bond
Review Board Annual Repog. 22).

When sizing an issue, the issuance costs shouldetiewed for
economies of scale. Fekample, instead of issuing separate bond issues
to finance several small projects, an entity should consider issuing a single
bond issue in order to save on issuance costs.

Structuring the maturity: When bonds arssued, they typically consist

of a bundle of maturitis, bound up in a single bond issuesetial bond
structure is one iwhich a specifigrincipal amount of bonds is retired
each year throughout the life of the bondsten bond structure is one

in which a large part or all of a bond issue comes due in a single maturity.
Capital appreciation bonds (CABs) are typical of another type of bond
structure that does not pay interest periodically; instead, interest accrues
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until the final maturity of the bonds and is paid in one lump sum (Kurish
and Tigue, p. 50).

The structure of the security must be devised in such a way as to permit
prompt repayment of the obligation while abiding with legal requirements
and adhering to the adopted debt policy. For instance, if the debt policy
of the entity requires rapid repayment, the final maturity if the obligation
should not exceed a certain number of years. Following are some
examples (Peterson, p. 276):

— In aleveldebt service pattefrthe annual sum of interest and
principal repayments is hettbnstant over the life of thiesue
(much like the amortization schedule dfi@me mortgage). In
this instance, early payments primarily cover interest costs, and
principal repayment increases over the life of the bonds.

— The level principal repayment patteron the other hand, is
often used by issuers interested in the rapid retirement of
outstanding debt. The process of repaying equal installments of
outstanding principakach yearesults in higher initial debt
service payments.

— An ascending debt service schedillat grows over time may be
appropriate if the bond proceeds are used to expand the capacity
to generate higher revenues whatables the issuer to repay a
greater amount of debervice without difficulty. This approach
is riskier since a downturn in revenues could jeopardize an
entity’s ability to meet increasing debt service requirements.

In the case ofariable rate bondsthe interest rate is not fixed and, as a
result, there is less certainty in budggtdebt service payments. Variable

rate bonds have maturities as long as 30 years, but the interest rate may
be adjusted on a dailweekly, monthly,semi-annual, or yearlgasis.

This usually results itower interest costdhowever, there is ask that
short-term rates may rise above the fixed rate it could have received at the
time bonds were issued (Kurish and Tigue, p. 51).

Althoughcapital appreciation bond®sult in lower net interest costs and
cash flowsavings for the issuer in the earlier years, the issuer should
establish a sinking fund to ensure the repayment of the bonds at maturity
(Raftery, pp. 2-5).

For capital improvementghe bond’s term should match the useful life

of the facilities being financed. For example, 15-year bonds should not
be issued to finance the purchase of vehicles. An average maturity
schedule for capital projectsase in which 25 percent d¢ifie debt rolls

off in five years, and 50 percent is retired in 10 years. A faster maturity

might be considered only if it does not place undue strain on the operating

Debt Management - 32

Texas State Auditor's Office, Methodology Manual, rev. 12/95



Accountability Modules Debt Management

budget, or if the expected life of resources paying off the debt is shorter
than the facility’s useful life (Standard & Poor’s Corporation, p. 32).

Issuers should consider structuring their bond offering so that they have

the right toredeem, ofcall,” outstanding securities prior to their final

maturity. This allows the issuer to take advantage of falling interest rates

by refinancing debt obligations. An issuer deciding to undertake such a

transaction returns the principal amount, accrued interest, and any

redemption premium to bondholdeiBonds can be structured with either

mandatory or optional redemption provisions (Kurish and Tigue, p. 52).

The addedcosts associatedith the call featureneed to be weighed

against the potential for savings when deciding whether to reserve a call

option. If, for example, the call option is reserved and conditions do not

occur during the callable life of the bonds wahich they can be

advantageously refunded, the issuirhave made an expensive decision

in having purchased the call option at the time of the original sale. The

following factors should be evaluatedhen making adetermination

(Moak, p. 283):

— the added interest to be paid for the call option

— the cost at the time any refunding&ried out, including the call
premium payable, thgross profit to the dealers required to
market the refunding bonds, and other costilent to calling
the old bonds and issuing the refunding bonds

— the amount of reduction in interest costs payable on the callable
bonds

— the amount of the reduction in interest costs on the refunding
bondswhencompared with the€osts on non-callable original
bonds issued with the same maturity

These costs must also be reduced to a present value basis as of the date of
the original bonds in order to make a sound decision.

. Marketing the securities: In order to effectively market bonds to
investors, issuers must understtrelrisks faced by investors purchasing
tax-exempt bonds. Issuers should tateps taalleviate some of these
risks in order to achieve a better price on a bond issue. Three of the more
significant of these risks include the following (Kurish and Tigue, p. 55):
— Market or interest rate risk This is the risk that market interest

rate levelsmay changeand adversely affect the return on an
investment. For example, suppose an investor purchases tax-
exempt bonds with a 20-year maturity and a 6 percent coupon
interest rate, and the market interest rate increases to 7 percent in
ayear'sime. If the investor wishes to sell the bonds, the bonds
will sell for less than if market ratesmained at the 6 percent
level. This illustrates the badaw of bondprices. The price
(value) of a bond is inversely related to a change in the direction
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of interest rates. If interest rate levels increase, bond prices
decrease. If interest rate levels decrease, bond prices increase.
Credit risk This is the risk that theredit quality of a tax-
exempt issuer may fall. Investors receive lower coupon interest
rates for investing in the bonds tafjher credit issuers. If, for
example, investors purchase bonds from an issuer with a high
credit rating (Aaa/AAA) and the ratingli@wered to Aa/AA after

five years, the price for the bonddl be adversely affected by

the credit reduction.

Call risk: If a bond is issued with a call provision, the bonds
may be redeemggtior to their full maturity. For example, if a
20-year bond issue with a 6 percent coupon interest rate were
called after ten yearsvhenthe market rate was 5 percent, the
investorwould loseout on the remaining ten years of 6 percent
interest payments. If investors wished to keep those funds in the
tax-exempt markethey would be forced to buy securitidst

pay the current market yield of 5 percent.

Some of these risks can be mitigated by certain actions taken by issuers.

Call Risk: Call risk can baeduced by not including a call
provision in the bond resolution. Because investors expect to be
compensated for call risk with slightly higher coupon interest
rates, the elimination of the optional call provisions can result in
some interestate savings to the issuer. Eliminating the call
feature is more prudent when market interest rate levels are low.
If debt is issued in a high interest rate environment, it is
important thathe issuer have the ability to refinancdaater
interest rates should market rates fall in later years (Kurish and
Tigue, p. 57).

Credit Risk: Bond insurance is an important option to mitigate
credit risk. Generally, issuers in tBaa/BBB to A/Acredit
range have been those fohich thecost of bond insurance has
proven economical. When an issuer buys bond insurance, the
insurer guaranteg¢ke payment of principal and interest. Hence,
the ultimate security of an insured bond issue is the credit of the
insurer, not the issuer. Bond insurance may not be cost-effective
when the interest rate differential between Aaa/AAA and A/A
rated bonds is small (Kurish and Tigue, p. 57).

Other credit enhancement techniqiretude (Kurishand Tigue, p. 56):

a debt service reserve fund aeded to paying debt service when
normal revenues are insufficient

incorporating coverageest requirements tensure pledged
revenues available to pay debt service exceeds the actual debt
service payment
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— the additional bonds teswhich requires certain financial
requirements to be met before additional bonds may be issued

When contemplating any of thesetions, issuers musecognize the
inherent tade off between Bwer interest rate on a bond issue and the
cost to obtain this ratdancluding higherup-front costs omreduced
flexibility. Striking an appropriate balance for each bond issue, and for
the entire debt program, ane of the primantasks of an issuer, its
financial advisor, and the underwriters (Kurish and Tigue, p. 57).

Obtain approvals.

Before issuing long-term debt, decision-makers should consdiemwing the
following factors that rating agencies and investors use to evaluate the riskiness of
debt (Official Statement, p. A-22):

Economic Factors:The economic condition of tretate defines its ability
to generatéax revenue, perfornts functions,and retire debt. Faron
self-supportinggeneral obligation debkey stateeconomic indicator
trends and projections should be reviewed such as:

— Gross State Product

— Unemployment rate

— Personal income

— Nonfarm employment

— Resident population

— Oil and natural gas prices

Trends in nationakconomicindicators should also beviewed for
potential impact on the state:

— Gross Domestic Product

— Consumer Price Index

— Prime interest rate

In addition to the above, the following unique factors should be reviewed

for self-supportinggeneral obligation and revenue debt:

— Will the service provided by the project continue to be
demanded?

— Are the feasibility study projections consistent with other
indicators (e.g., state economic projections)?

— What are the underlyingssumptions used to projeevenues
and expenditures in the feasibility study? Are they aligned with
the economic projections?

— Do similar projects exist? How have they performed?

Financial Indicators: A final review of financialindicators should
include an analysis of revenue and expenditure trends and the adequacy,
dependability, and scope of revenues (Kurish and Tigue, p. 62)oRor
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self-supportinggeneral obligation debt, the following performance

measures should beviewed (994 Bond Review Board Annual Report

p.8):

— Net tax-supported debt as a percent of persiocame (U.S.
average: 3.1%; Texas in 1994: 1.2%)

— Net tax-supported debt as a percemeoknues (U.S. average:
4.3%; Texas in 1994: 2.4%)

— Year-end General Revenue Fund cash balance as a percent of
annual expenditures (benchmark.8%; Texas in 1994 = 7.2%)

Forself-supportingbligations the following should be reviewed:

— Is the projected debt-service coverage ratio greater than 1?
(Gross revenues less operating expenditures.)

— What is the maturity structure of the debt (level debt service,
level principal, or ascendindebt service)? Does the maturity
structure match revenue projections?

. Debt Considerations The following indicators should be used to
measure thestate’'s debt burdenl994 BondReview BoardAnnual
Report p. 10):

— Local debt per capita
— Tax-supported debt per capita
— Debt limit ratio

. Administrative Factors: Administrative factors to be reviewed include:
— What is management’s track record for administering debt ?
— Are the financial accounting and reporting functions adequate?
— How strong is the agency oversight function?
— Does the agency have good internal controls?
— How flexible are the bond covenants? Are they restrictive or
broad?

Information relating to the economiaéincial, and debt indicators is compiled by
the Comptroller's Office and included in the officetatement. Information
relating to the administrative factocan be obtained by reviewingpstaudit
reports and the bond documents.

Issue the debt

The principal criteria for debt issuance gfficiency, i.e. the lowest relative

issuance costs. The cost of issuance is usually driven by four factors:

. Method of Sale: Negotiated sales are more costly than competitive sales
and should generally be used only when theinffdés large, complex, and
time sensitive.Competitive sales should be used for less complicated,
more common types of issuances.
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Debt Rating: Bond ratings are important becausé¢haf close relationship
between bond ratings and borrowing costs. Increased risk, signified by
lower ratings, pushes up the interest rates that investors demand on state
bonds. For example, according to a JU®94 survey by the Chubb
Corporation, Texas general obligation bonds (rated AA) were trading at
0.15 of apercentage point above the average interest rate on general
obligation bonds of the fivetatescurrently rated AAA by Moody'’s,
Standard & Poor’s, and Fitch994 Bond Review Board Annual Report

p. 6).

Although officials havdimited control over certain factors that enter into

a rating decision, there are a number of actions that can be taken to help

enhance a credit rating.

— The security for the bonds is often one area over which an issuer
has direct control. Assigning a first lien of pledged revenues to
the bondholders, strengthening coverage covenants, or
establishing a prudent level of reserves provides added assurance
to investors that the issuer will be able to meet debt obligations
in a timely manner (Kurish and Tigue, p. 64).

— Sound management practicel also reflect positively on the
issuer in the rating process. Developing and adheritantp
term financial and capital improvement plans, keeping expense
growth in line with revenues, and maintaining an adequate level
of operating reserves are important in this regard. Preparation of
annualfinancial reports iraccordance with generally accepted
accounting principles and receipt of B&OA’s Certificate of
Achievement for Excellence in Financial Reporting are further
evidence of good management (Kurish and Tigue, p. 64).

— Issuers should develop and maintain good relations with the
rating agencies. Annual, audited financial statements or other
importantfinancial documents should be sent routinely. It is
important for issuers to keep the rating agencies informed of any
changes that could affect credit quality. In periods of economic
stress, finance officialill want to keep theating agencies
apprised of actions thawill be taken toaddress financial
problems (Kurish and Tigue, p. 64).

Market Timing: Determining when to enter the capital market requires
an analysis of general market conditions, including the volume of Texas
debt in the market, interest rate trenelspnomic conditions, inflation,
changes in monetary policy, and political events (Raftery, pp. 2.13-2.14).
For example, when the market is disturbed by some major international or
national monetary crisis, investors dikely to forego making new
investments until the market is more stable. This results in higher interest
rates. Entering the market at the right time is important because even
slight variations in interest rates will impact total costs.

Texas State Auditor's Office, Methodology Manual, rev. 12/95 Debt Management - 37



Debt Management

Accountability Modules

Economies of Scaleiln general, the larger a bond issue, the greater the
issuance cost, but the lower the issuance cost as a percentage of the size
of the bond issue. Thigtonomies of scale” relationship results because
there are fixed costs of issuance that do not vary proportionately with the
size of a bond issue. Professional fees for legal and financial advisory
services, document drafting and printing, travel, and other expenses must
be paid no matter how small the issue. As a result, the smallest issues are
by far the most costly in percentage tert894 BondReviewBoard

Annual Reportp. 22).

Administer the debt.

Administering outstanding debt requires a plan under which the various elements
of responsibilities are to be performed @kop. 381). Generally, this plan should
address the following:

Accounting for the Bond Sale: At the time of sale, the settlement sheet
will show the amount of caghat hasbeen paid for the bond issue. A
copy of this should be furnished to the chief accountant for entry into the
general ledger. Provisionsill need to be made testablish the
appropriate accounts (e.g., construction, revenue, interest and sinking, and
reserve funds, etc.) and to determine the accounting treatment of
premiums, discounts, and accrued interest. (See more detailed accounting
information in the Accounting” section of this module.)

Investing the ProceedsNormally, the full amount of the bond proceeds

is not expended immediately. The balances remaafieg payment of
issuancecosts should benmediately invested in accordance with the
investment guidelines specified in the bond resolution. It is essential that
such investments be in short-term securitiest will mature atdates
which shortly precede those up@rhich thecash is to be required.
Among investments most frequently used for such purposes are time
deposits and U.S. Treasury bills and notes. The latter ordinarily provide
a greateryield and, by careful selection of maturity dates, adequate
flexibility (Moak, p. 383). (See thinvestment Module for more specific
criteria.)

Budgeting and Appropriating Debt Service Requirements:The funds
for payment ofdebt service are ordinarily derived froome of four
sources:

— appropriations from general revenue

— proceeds of taxes separately levied for debt service

— net earnings of a revenue-producing facility

— rentals derived from leasing
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Provision should be made to ensthrat the proposed budget contains
amounts sufficient toneet the principal and interest payments, sinking
fund deposits, and special amounts required for reserves, payment of
mandatory call premiums, etc. Provision should also be made for related
administrative expenditures. Also, in the caseevEnue projects, an
analysis of the revenue stream is necessary to determine whether service
charges and rates are adequatemiet expenses arndebt service
requirements (Moak, [B384). (See theBudgeting Module for more
specific information.)

Paying Debt Service Arrangements for payment of principal and interest
vary from reliance principally upon agency personnehlmost full
reliance upon the fiscal agent bank or the trustee in case of indentures.
However, the ultimate responsibility for seeitigat thepayment of
principal and interest is made inimely manner resides with the issuer
(Moak, p. 384). The most common control to ensure timely debt service
payments is a debt service calendar which is reviewed periodically to track
scheduled payments. Paying agent banks will also notify the issuer when
principal and interest payment®me due. Failure to make timely
payment constitutes a default azwlld result in a downgrading of the
bond rating by rating services.

Managing Project Expenditures: Controls are needed to ensure that the
proceeds are expendedaaghorized in the bond or financing agreements
and are availablevhen needed. Sethe modules orConstruction,
Contracting, andCash Management for criteria in this area. For non-
capital improvement projects, the criteria for managing the project will
depend on the nature of the program. For example, in the case of a loan
program, procedures must be designed to address the following:

— marketing the program to qualified individuals or businesses
— screening and processing loan applications

— investing proceeds

— disbursing funds

— collecting repayments

— monitoring receivables

— accounting for loan transactions

Monitoring Compliance: Specific instructions for administering debt

are described in legal documents such as the bond resolutieh,

indenture, or financing agreement. Typically, these contractual

agreements include instructions regarding:

— project management (e.g., definition of the project, revenue
sources, etc.)

— funds manageemt (e.g., receiving, investing, and expending the
proceeds)
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— the creation of specific funds and accounts (e.g., revenue fund,
project or construction fund, interest and sinking fund, reserve
fund, etc.)

— debt structure (e.g., security, debt maturities, early redemption
and/or call provisions, etc.)

— various general provisions relating to authorization and security,
federal tax provisions, insurance requirements, etc.

Procedures should be in place to monitor compliance with these

requirements. In order to monitor compliance, responsible personnel must

be familiar with the bond resolution or financing agreements and have an

understanding of the requirements. For example, if the bond resolution

requires that a reserve fund be maintained with a minimum balance equal

to the “average annual debt service on the then outstanding bonds,” then

procedures should be in place to periodically calculate the requirement

and to verify the account balance. Other compliance requirements might

include:

— mandatory transferbetween funds at specific times and for
specific amounts during the year

— the maintenance of a minimum “coveragdio” (netrevenues
divided by annual debt service)

— the purchase of insurance (e.qg., boiler insurance for buildings)

— restrictions on how proceeds may be invested (e.g., only in U.S.-
backed securities)

— procedures to follow for early or mandatory redemptions

Procedures are alsneeded to monitor compliance witlirbitrage
requirements.Due to the complexity of these requirements, agencies
should consider retaining a financial advisor with expertigkigarea.
Noncompliance with these requirements could result in penalties or the
loss of taxexemption. Sedppendix 2 for more information on
arbitrage.

Monitor the debt and the environment

The financial markets and factors affecting the markets are constantly changing.
The debt management process should include procedures to monitor both internal
and external conditions which could imp#et entity’s overall financial condition,

the market, and thenvironment to ensure cost-savings opportunities are not
overlooked.

When interest rates desase significantly, an issuer should evaluate the savings
potential available through refunding of the outstanding debt in exchange of new
debt at the lower interest rate. An issuer should consider undertaking a refunding
for three primary reasons:

to reduce interest costs
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. to restructure debt service
. to eliminate old bond covenants that may have become restrictive

Issuers must exercise care in evaluating refunding opportuniieen though
current interest rates may be lower than those on an issuer’s outstanding bonds, it
is possible that eefunding would generate little or no present value savings due
to the associated costs. Many tax-exempt bonds carry a preah@tmust be

paid to call the bonds before they reach maturity (Kurish and Tigue, p. 70).

The followingstepsshould be followed to determine whether a refunding can be
carried out advantageously (Moak, p. 400):
. Determine the probable interest rate thatuld be received on the
refunding bonds if offered in the prevailing market.
. Calculate the gross amount of interest to be saved in terms of:
— current dollars payable in the yearswhich thesavings will
occur
— the present worth of dollars to be saved at future dates
. Determine the cost of refundinghe call premiums payable and the costs
incident to the issuance of refunding bonds.

The most critical consideration in determining whether a projected refunding is
likely to be profitable or unprofitable lies not in the apparent differential between
gross interest costs on thiel andnewbonds afteallowance for the refunding
costs (including premium calls), but in the reduction of all factoraet present
value. Failure to do so can easily result in a refundiiuch is apparently
favorable butwhich is infact disadvantageous (Moak, p. 400pue to the
complicated nature of the calculations, agencies should consider consulting with
a financial advisor.

Benchmarks Thecoverage ratids used to monitor the availability of funds to meet debt service
obligations. Typically, the coverage ratio should be 1.0 or greater. (The ratio is
calculated by dividing the net amount available for debt service [pledged sources
less expenditures and capital outlay] by the annual debt service.) This ratio is
difficult to calculatewhentotal pledged sources and related expenses cannot be
easily determined. For example, The UniversityTekas System’'&evenue
Financing System pledges “all available revenues” to cover its debt. The resulting
calculation is very complicated due to the number of revenue sources involved and
the restrictions affecting their “availability.” The expenditures associated with the
revenue sources are also difficult to calculate.

The gross underwriting spreadan be compared to the national average to
determine whether issuance costs are excessive. In 1994, the average gross spread
for Texas State Issues wég.83per $1,000 of bondéssued compared to the
national average of $8.28994 Bond Review Board Annual Repprt23).
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Assess Condition:
Determine the actual
process used

Red Flags

Statewide Issues

Conduct interviews, observe operations, and identify and collect available
documentation in order to gain an understanding of the entity's actual debt
management process and controlsicluded in the actuabrocess are both
official/unofficial and formal/informal processes and controls. An official process
may existeven if it isnot documented. Possible procedures inclbdeare not
limited to:

. Determine where the debt management process resides in the entity, who
participates in the process, and how the participants are selected.
. Obtainand reviewboard minutes andny manuals, policies, and forms

that could document any phase of the debt management process, including
its relationship to entity goals, objectives, strategies, and plans.

. Determine if and how management consciously selects and employs the
assumptions, criteria, methods, procesaas techniques used in the debt
management process. Obtain and review available documentation on the
assessment of risks, costs, and benefits.

. Determine how external financial advisors, bond counsel, paying agents,
trustees, underwriters, and other consultants are selected and paid.

. Obtainand reviewpertinent legal documents, such as bond resolutions,
financing agreements, official statements, etc.

. Review and document how the entity monitors compliance with legal and

statutory requirements.

In addition to gaining an understanding of the actual process, also try to find out:

. how the participants view the actual process
. what parts of the process they see as successful or unsuccessful and why
. what they think is important about the process and why

This information may help identify causes and barriers.

Be especially alert tevidence of the followingred flags” which mayindicate
management weaknesses

. late transfers of funds between specified accounts

. late principal and interest payments

. excessive arbitrage penalties or rebates

. lack of annual arbitrage calculations

. debt service coverage ratio less than 1

. declining debt service coverage ratio trend

. absence of interest and sinking funddapital appreciation bonds (or the

absence of a plan for meeting the “balloon” debt service due at maturity)

The following issues could impact debt management at the statewide level:

. coordination of local and state debt issuance
. monitoring and coordinating volume of Texas debt in the market
. future impact of “balloon” payments due on capital appreciation bonds
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Determine the $rengths and Using the tailored criteria, the understanding of the entity's process gained above,
weaknesses of the and the procedures in this section, analyze the actual process to determine if it:
actual process . is designed to accomplish the management objective(s) (this module, page
1)
. has controls that provide reasonable assurance that the process will work
as intended
. is implemented and functioning as designed
. is actually achieving the desired management objective(s)

Suggesteg@rocedures for each of these four analysis steps are detailed below. In
executing these procedures, remember to identify and analyze both strengths and
weaknesses.

Identify and review the steps in the actual process to determine if the process

is designed to accomplish the management objective($ossible procedures

include, but are not limited to:

. Determine if all majorsteps inthe criteria are included in the actual
process. If steps are missing, determine if their absence is likely to have
a materially negative effect on the debt management process at the entity
you are reviewing.

. Determine if all the steps in the process appear to add value. If there are
steps that do not appear to add value, try to get additional information on
why they are included in the process.

. Reviewthe order of theteps irthe process to determine if it promotes
productivity.
. Review the level of technology used in theqess to determine if it is up-

to-date and appropriate to the task. Besides compeitgtronic,
communications, and other mechanical technolggy should also
consider what kinds of management technology are (@&t charts,
process maps, decision matrices, et€ge theppendix to the module
on Problem-Solving and Decision-Making for more information.

. Gain an understanding of the entity's debtasme authority. What types
of outstanding debt does the entity have (e.g., commercial paper, general
obligation or revenubonds, self-supporting or naelf-supporting)?
Read the Bond Review Board’s annual report.

. Determine the objectives of each debt issuance. Was it issued to finance
capital improvements or to fundconomic developmerprograms?
Reviewthe CAFR, board minuteagency annual financiaéport, and
pertinent legal documents, such as bond resolutions and/or financing
agreements.

Identify the controls over the process to determine if they provide reasonable
assuance that the processwill work as intended. These controls should be
appropriate, placed at the right point(s) in the process, timely, and cost effective.
Possible procedures include, but are not limited to:

Texas State Auditor's Office, Methodology Manual, rev. 12/95 Debt Management - 43



Debt Management

Accountability Modules

Draw a picture of the process, the controls, and the control objectives (see
the graphic of the procurement process in liteoduction for an
example). Flowcharts of the debt management process can help identify
inputs, processes, and outputs.
Identify external controls which may reduce risk (i.e. statutory restrictions
and authorizations, outside approvals, etc.)
Determine if the control objectives are in alignment with the overall
management objective(s) (this module, page 1).
Identify the criticalpoints of the process (i.e. thgsarts ofthe process
most likely to determine its success or failure or expose the entity to high
levels of risk) and the controls related to them. Consider whether the
controls are:

— in the right location within the process (input,

operations, output)

— timely (real time, same day, weekly, etc.)
Compare the cost of the control(s) to the risk being controlled to
determine if the cost is worth the benefit.
Determine what controls are in place for monitoring and evaluating the
overall effectiveness of the debt management process and nsaking
that changes are made in th@cess if it does notield the desired
results.
Identify, describe, andissesghe process used to gather input from
employees who might reasonably discover flaws in the process.
Identify procedures for reviewing and updating debt policies.
Identify and assessthe process used to engage and compensate
professional consultants (e.g., bond counsel, financial advisors, etc.).
Determine what controls are in place to ensure compliance with legal
agreements, such as bond resolutions and financing agreements.
Determinewhat controls are in place to monitor arbitrage requirements.
Identify, describe, and assess the process used to monitor debt levels.
Identify andassesshe procedures followed to analyze revenue streams
to ensure future debt service payments will be met.
Identify andassessghe controls in place to monitor the environment for
cost-savings opportunities such early extinguishments of debt and
refundings.

Transactions for long-term debt are generally few in number and large in amount
and may be handled on a special-evasis(e.g., semi-annual interest and
principal payments) rather than as part of an elaborate system of procedures. At
a minimum, controls shoulorovide the following (Robertson and Davis, p. 499):

a plan of organization that assigmigh-level responsibility foreview

and approval of major financing transactions

a system of accounting data processing that is independent of the review
and approval level

a system of accounting review to check for errors in data processing
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Review observations, interviews, documentation, and other evidence and
design specific audit procedures as needed to determine if the process and/or
the controls have been implemented andhre functioning as designed.
Depending upon the objectives of the project, these procedures may include both
tests of controls and substantiests. Possible procedureslude,but are not
limited to:

Determine if any evidence of management override exists.

Walk through the actual process, i.e. followransaction through the

people and documents involved, and compare to the official process.

Identify significant compliance requirements. (“Significant” compliance

requirements are those covenantsch, if not complied withwould

likely result in a technical default. Since the bond covenants are there to

protect the bondholders’ interestehich covenants would be of most

importance to them? For example, the timely payment of principal and
interest, adequate reserve balances, the investment of proceeds in
allowable securities, and the existence of boiler insurance would be
considered “significant” requirements.)

Test for compliance with significant bond covelsanPossible procedures

include the following:

— Determine the timeliness of principal and interest payments using
confirmations or tracing scheduled debt service payments to
paying agent statements.

— Determine the existence of required accounts and the maintenance
of minimum balances by tracing to accounting records and bank
statements.

— If insurance is required, review policies and premium payments.

— Determine whethegproceeds and account balances are properly
invested by tracing to accounting records and investment
documentation.

— If a reserve fund is reqad, calculated the minimum balance and
trace to accounting records and bank statemenpa(it of
investment pool, then test allocation methodology).

Test for compliance with arbitrage.

— Reviewperm file documentation or use arbitrdigev chart for
each issue to determine whether arbitrage is applicable.

— Review arbitrage rebate calculations.

— If financial advisor is usedgeview informationsubmitted for
rebate calculation for completeness by comparing investment
information in the rebate calculation to the entity’'s books and
records.

— If excess earnings have occurred, determine wdtaps
management has taken to ensure funds wilMadélable to pay the
rebate if required.

— Trace rebate and penalty payments made to the Internal Revenue
Service to voucher documentation.
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Review and analyze any reports used by the entity to monitor the outcome(s)
of the debt managemenprocess and/or any otheinformation available to
determine if the process is actually achievinghe desired management
objective(s) (thismodule, page 1). Possible procedures includayt are not

limited to:

. Analyze these process reports over time for trends.

. Discuss any apparently material negative or positive trends with
management.

. Determine if and how management acts upon these trend reports and what

changes, if any, were madetire process or controls as a result. Some
process refinements, especially those affecting entity mission, goals, and
outcome measures, may need to wait until the next appropriation cycle.

. Determine whether the entity has defaulted on any principal and interest
payments.
. Perform trend analysis on debt service coverage ratio to determine if it is

at or above 1 (pledged revenues less expenditures and capital outlay

divided by the annual debt service).

. Perform an analysis of the total debt burden in relation to available
revenues and econoniojections. (Will the entity be able to meet debt
service requirements in the event of an economic downturn?)

. For new issues:

— Review the project feasibility study for completeness and
reasonableness. Review the underlying economic, financial, and
administrative assumptions and projections for reasonableness.
Identify contingency plans.

— Identify the criteria used to select the debt instrument. Consider
the appropriateness of the debt instrument within the framework
of legal constraints, project objectives, and current and projected
market conditions.

— Determine the method adile (competitive bid or negotiated) and
review the criteria used to select the method of sale for
reasonableness.

— Calculate the underwriter fee or gross spgead$1,000 bond and
compare to the national average. (According tol®@4 Bond
Review Board Annual Repop. 22, the average was $8.28 per
$1,000 bond in 1994.)

— Review the maturity structure and compare to the projected cash
flows in the feasibility study.

— Determine whether the bond sadas appropriately accounted for
and confirm the flow of funds.

— Evaluate the cost-effectiveness of credit enhancement features in
the bond resolution:

Was a call option added to the bond resolution if interest
rates are low? Was a call optiomittedif interest rates
are high?

Debt Management - 46 Texas State Auditor's Office, Methodology Manual, rev. 12/95



Accountability Modules Debt Management

Does the resolution require bond insurance? (Bond
insurance mayot be cost-effective if the interest rate
differential between Aaa/AAA and A/A rated bonds is
small.)
Does the resolution require a reserve fuméhimum
coverage requirement, or additiohainds test? What
was the trade off between the lower interest rate and the
cost of the credit enhancement features in terms of
flexibility as well as dollars?
. Determine whether excessiagbitrage penalties have been paid as a
result of noncompliance with expenditure schedules. Appendix 2:
Arbitrage, for more information.)

Determine causes Btermine what circumstances, if any, caused thdentified weaknesses in the
debt management processPossible procedures include, but are not limited to:
. Determine if the participants in the debt management process understand
the entity's mission, goals, and values andport them througtheir
management of the debt management process.

. Determine if the participants understand both the purpose dhaind
role in the debt management process.

. Determine if the relationship between the debt management process and
other entity processes is clear.

. If the process occurs at multiple locations, determine the nature and scope
of the communication and coordination among them.

. Determine if the debt management process has adequate human, dollar,

time, information, and asset resources. théy appear inadequate,
determine if entity resources have been allocated according to the
materiality of the debt management process relative to other entity
processes.

. Determine if the entity has considered using alternative resources such as
industry associations, non-profit organizations, academic institutions, or
other governmental entities to meet its resource needs.

. Determine if resourcesvailable to the debt management process have
been allocated and used in a manner consistent with the importance of
that resource to the debt management process.

. If there are negative trends in the reports used to monitor the outcome(s)
of the debt management process, determine if tmeperts are
communicated to and used by thppropriate parties tmodify the
process.

Determine what internal or external constraints or barriers, if any, must be

removed in order to overcome thesddentified weaknesses. Possible

procedures include, but are not limited to:

. Review the applicable entity, state, or federal laws or regulations to
determine if any of them prevent the necessary changes from being made
in the debt management process.
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Determine effect

Develop recommendations

RESOURCES
Books

. Determine if any key employees are unwilling to change the process and
why they are unwilling.

Compare the actual entity process to a recommended alternative process(es)

and determine if each weakness ithe entity process is material. Alternatives

can be developed by using the criteria contained in this module, applying general

management principles to the process, using the processes at comparable entities,

etc. Materiality can be measured by comparing the dollar cost, impact on services

(either quantity or quality), impact on citizens, impact on the economy, risks, etc.,

of the actual process to the recommended alternative process(es). Measurements

can be quantitative, qualitative, or both. Possible procedures include, but are not
limited to:

. Identify performance benchmarks (industry standards, historical internal
data, other comparable entities, etc.) for the process in question, and
compare to actual performance. Measure the difference, if possible.
Include the cost of the additional controls or changes in the process.

. Estimate the cost of the actual process and the alternative process(es) and
compare.

. Estimate the quantity and/or quality of services provided by the actual
process and by the alternative process(es) and compare.

. Identify the risks associatedith the actual process and with the

alternative process(es). Measure and compare the risks.

Develop specific recommendations to correct the weaknesses identified as
material in the previous section.In developing these recommendations, consider
the tailored criteria, kind of process and control weaknesses identified, causes and
barriers, effects, and additional resoutisgted at the end of this module. Possible
procedures include, but are not limited to:

. Identify alternative solutions used by other entities.

. Identify solutions for removing barriers.

. Provide general guidelines as to the objectives each solution should meet;
then, the entity can tailor the solution to its specific situation.

. Provide specific information, if available, on how each recommendation

can be implemented.

Bailey, Larry P..1993 HBJ Miller Comprehensive Governmental GAAP Guide.
New York, New York: Harcourt Brace Jovanovich, Publishers, 1993.

Burke, Terence P.Guide to Arbitrage Requirements for Governmental Bond
Issues Government Finance Officers Association, 1992.

Hay, Leon E..Accounting for Governmental and Nonprd&fittities Homewood,
Illinois: Richard D. Irwin, Inc., 1985.

Kurish, J.B. and Patricia TigueAn Elected Officials Guide to Debt Issuance
Government Finance Officers Associati@993.
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Human Resources

Matzer, John, Jr., EditoPractical FinancialManagement: New Techniques for
Local GovernmentInternational City Management Association, 1984.

Moak, Lennox L..Administration of Local Government Deti¥lunicipal Finance
Officers Association, 1970.

Municipal Finance AdministratianThe International City Mangers’ Association,
1962.

Petersen, John E. and Thomas McLoughliBebt Policies and Procedures,”
Local Government Finance Concepts and Practic&sovernment Finance
Officers Association, 1991.

Pyle, William W., and Kermit D. LarsonFinancial Accounting. Homewood,
Illinois: Richard D. Irwin, Inc., 1980 and 1983.

Raferty, WilliamJ.. Government Accounting and Financial Reporting Manual

Boston, MA: Warren, Gorham & Lamont, 1991.

Robertson, Jack C. And Frederick G. Dawusiditing Plano, Texas: Business
Publications, Inc., 1985.

Standard and Poor's CorporatioBtandard & Poor’s Rating GuideNew York,
New York: McGraw-Hill Book Company, 1979.

State of Texas. State Auditor's Offic@ebt Management - Securing Texas'’
Future SAO Report Number 3-026, December 1992.

__ . How to Audit Bonds SAO Training Manual, October 1989.

The following staff members have specialized training or ongoing interest in
bonds:

SAO Employee Title/Function
Randall Reid, CPA Module Writers/Editors
Tony Rose, CPA Reviewers

Chuck Dunlap, CPA
John SwintonMPA

Texas State Auditor's Office, Methodology Manual, rev. 12/95 Debt Management - 49



Debt Management Accountability Modules

Barbara Hankins, CPA Upper Reviewers
Cathy Smock, CPA
Charlie Hrncir, CPA
Will Hirsch, CPA

Periodicals Moody’s Municipal and Government Manual
Published annually by Moody's. Updated by tiweekly Municipal and
Government News Report
Location: The University of Texas, Perry-Castafieda Library (HG 4931 M58)

Moody’s Bond Record
Published monthly by Moody’s.
Location: The University of Texas, Perry-Castafieda Library (HG 4905 M78)

Moody’s Bond Survey
Published weekly by Moody'’s.
Location: The University of Texas, Perry-Castafieda Library (HG 4905 M785)

Bond Guide

Published monthly by Standard & Poor’s Corporation.

Location: The University of Texas, Perry-Castafieda Library (HG 4905 S435)
Texas Bond Reporter

Published weekly by the Municipal Advisory Council of Texas.

Location: The University of Texas, Public Affairs Library (HJ 9321.4 T492)

Related Modules and Investments
Reports Budgeting
Cash Management
Contracting
Construction

Bond Review Boardt994 Annual Report

Texas Comptroller of Public Accounts994 Comprehensive Annual Financial
Report (CAFR)

SAO Report 3-026Debt Management - Securing Texas’ Future
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Background

Bond Issuing Entities and
Revenue Sources

The Texas Constitution authorizes the State to issue several tygeseyhl
obligation bonds Each issue is designed to be self-supporting fimrenue
sources related to the program being financed, except for the general obligation
bonds of the following entities:

. Texas National Research Laboratory Commission

. Public Finance Authority

. Water Development Board

. universities receiving constitutional appropriation bonds

During fiscal year 1994, $160.5llion of general revenue was required to pay the
debt service requirements on bonds issued by these entities.

Each series ofevenue bondsis backed by the pledged revenue sources and
restricted funds specified in the bond resolutiBach series is designed to be self-
supporting except for the following, which are supported by pledged rental revenue
derived fromcontracts with othestate agencies, which ifurn comes from
legislative appropriations.

. Texas Department of Criminal Justice
. National Guard Armory Board Revenue Bonds
. Texas Public Finance Authority Revenue Bonds
. Texas National Research Laboratory Commission
Entity Type of Debt Program Description
Agricultural Finance g.0. bonds financial assistance for agricultufal
Authority expansion, development, and

diversification

Department of g.0. bonds and financial assistance to export
Commerce industrial businesses, to promote domestiq
development bonds| business development, and to
(through the Texas provide loans to finance the
Small Business commercialization of new and
Industrial improved products and processes
Development Corp.

Higher Education g.0. bonds educational loans
Coordinating Board

Department of Criminal revenue bonds prison facilities constructed wit
Justice revenue bond proceeds issued by
private financing corporations - debt
service payments are payable from
rental revenues received from the

Department - once the bonds have
been redeemed, title to the facilitie
will rest with the State
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Entity Type of Debt Program Description
General Land Office g.0. bonds land, housing, or home improveitnent
and Veteran’s Land loans for Texas veterans
Board
Hospital Equipment revenue bonds loans for health equipment purchases
Financing Council
Department of Housing revenue bonds financing assistance for the puichase
and Community Affairs of homes by or the construction o
rental housing for families with low
to moderate incomes
National Guard Armory revenue bonds construction, expansion, and
Board renovation of armories
National Research g.0. and lease financing assistance to develof] and
Laboratory Commission| revenue bonds operate the Superconducting Super
Collider
Parks and Wildlife g.0. bonds acquire and develop state park gites
Department
Public Finance Authority | g.0. and revenue acquire or renovate state buildipgs -
bonds to issue bonds on behalf of other
agencies
Turnpike Authority revenue bonds construction, maintenance, rep ’Lr
and operation of Texas toll roads and
bridges
Water Development g.0. and revenue financial assistance to political
Board bonds subdivisions for water developmejpt,
water quality enhancement, and flopd
control
Texas Water Resources revenue bonds a public authority created withjn the
Finance Authority Texas Water Development Board
issued bonds to purchase from the
Board the majority of existing
political subdivision bonds held
The University of Texas Permanent build, equip, or buy buildings or
System and Texas A&M|  University Fund other permanent improvements
System Bonds
various colleges and constitutional construction programs for collegies
universities appropriation bonds  and universities not benefiting frpm
the Permanent University Fund
various colleges and revenue bonds various
universities
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Arbitrage

Yield Definition

Arbitrage Restriction
vs. Arbitrage Rebate

Arbitrage Restriction

Most state and local governntal entities enjoy the benefit of issuing tax-exempt
debt obligations. To issuers, tax-exempt obligations provide significant interest
rate savings over corviional debt which generates taxable income for investors.

To the Federal Government, the issuance of tax exempt debt represents a loss of
tax revenue becausevestors do not pay federmcometaxes on the interest
earned on these securities. Arbitrage restrictions were put in place by the Federal
Government for two primary reasons (Kurish, p. 72):

. to ensure that the proceeds of tax-exempt financings are not solely being
used to make investments in higher-yielding taxable securities
. to ensure that bond proceeds are spent in an expeditious manner

The regulations surrounding arbitrage are numerous and complicated and cannot
be covered in detail in this appendix. The following are excerpts from Terrence P.
Burke'sGuide to Arbitrage Requirements for Governmental Bond Issues.

A fundamental principle which must be understood when discussing arbitrage is
“vield.” Essentially, “yield” is the measure of the rate of return which is computed
by present valuing the receipts from, or payments on, an investment to its
“purchase price.” The “purchase price” of a tax-exempt bond is its issue price to
the firstbuyer who doesot include a bond house, broker, underwriter or other
intermediary. The purchase price of an investment is its “market price.”

Arbitrage compliance can be divided into two major areas: arbitesgection

requirements and arbitragebaterestrictions.

. Arbitragerestrictionrequirements describe the circumstances in which
investment in materially higher yielding securities is allowed without
compromising the tax-exempt status of the bond issue.

. Arbitragerebaterequirements identify what must dene withprofits
earned from those securities under the arbitrage restriction requirements.
The rebate regulations are in addition to the arbitrage restriction rules and
not a replacement for them.

In general, an issuer may never invest tax-exempt bond proceeds at a yield that is
materially higher than the yield on the bonds. A materially higher yield is defined
as a Yyield which is more than one eighth of one percent greater than the yield on the
bond isue. For example, if thageld on anissue of bonds i8.500percent, the
materially higher yield is 7.625 percent.

Collectively, the amounts subject to arbitrage restrictions are referred to as “gross
proceeds,” which includes the following:

. sale proceeds (i.e. amounts received from the sale of the bonds)

. investment proceeds (i.e. interest earned from investing proceeds)

. transferred proceeds (i.e. unspent proceeds of a refunded bond issue)

. replacement proceeds (i.e. reserve funds, debt service funds, and sinking
funds)
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What is Arbitrage?

Figure 2
Arbitrage is the profit earned from investing low-yielding tax-exempt bond proceeds in higher
yielding taxable securities.

Other than described below, the proceeds may not be invested in materially higher
yielding securities. Remitting any arbitrage profits earned from failure to comply
may not remedy the error, and the bonds could become taxable.

The regulations permit an issuer, in the following circumstances, to invest gross
proceeds at a yield in excesslug bond yield for certain specified periods of time
or for certain specified purposes:
. New Money Funds. In general, original proceeds and investment
proceeds (e.g., interest earnings) gbaernmental issue may be invested
at an unrestricted yield forthree-year period from the date of issiie
it is reasonably expected on the date of issue that:
- at least 85 percent of the spendable proceeds will be spent on the
governmental project(s) within three years
- a substantial binding contract (of at least $100,000) to commence
work on or acquire the project will be incurred within six months
after the bonds are delivered
- after the contract is incurred, work on or acquisition of the project
must proceed with due diligence
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. Pooled Fhancings. Financings in which the proceeds are used to make
loans to two or more persons are generally permitted a temporary period
for investing proceeds at an unrestricted yieldinfmonths

. Debt Service FundsAmounts deposited into a bona fide debt service
fund may berivested at an unrestricted yield for a period®fmonths.

. Interest Earnings.Interest earned on bond proceeds may be invested at
an unrestricted yieldor a period ofonly one yearfrom the date of
receipt.

. Reserve or Replacement Fundadmounts deposited in a reasonably

required reserve or replacement fund may be invested without restriction
throughout the life of the bond issue as long as the reserve fund balance
does not exceed 10 percent of the proceeds of the issue.

. Minor Portion. A minor portion of any bond issue may be invested at an
unrestricted yieldhroughout the life of the issue. If the bonds were
issued prior to Augugl, 1986, the minor portion is equal to 15 percent
of the spendable proceeds of treies. After August 31, 1986, the minor
portion is the lessor of five percent of the spendable proceeds of the issue
or $100,000. Unless the bond issue was less than $2 million, the minor
portion is $100,000.

The ability toinvest proceeds at an unrestricted yield during permitted temporary
periods is based upon an issuer’s reasonable expectations regardimptine

and use of the proceeds. If the issuer reasonably expects that certain events will
occur, they have established that the bonds are not arbitrage bonds. For example,
if the issuer reasonably expects to satisfy the requirements for completion of a
project within three years, the proceeds would qudbfyinvestment at an
unrestricted yield under the arbitrage regulations.

Arbitrage Rebate The arbitrage rebate rules require that cumulative earnings from the investment of

Requirements bondproceeds exceeding the yield on llunds must be remitted to the Federal
Government. These rules carry very strict penalties for noncompliance, including
taxability of interest retroactive to the date of issue.

Tax-exempt bond issues issued after the following dates are subject to the rebate
requirement:

. August 31, 1986 (governmental bonds)

. December 31, 1984 (private activity bonds)
. September 25, 1979 (single-family bonds)
. December 31, 1985 (student loan bonds)

The following exceptionswill preclude an entireissue from the rebate
requirements:

. small issuer exception

. general six-month expenditure exception

. tax and revenue anticipation notes six-month expenditure exception
. 18-month expenditure exception
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. two-year construction bond exception
. investment of proceeds in tax-exempt bonds

The mostcommonexceptions applicable to bonds in Texas are the six-month
expenditure exception, the eighteen month expenditure exception, and the two-year
construction bond exception.

If the gross proceedicluding interest earnings) of the issue are expended for
their governmental purpossthin six monthsafter the date of issuance of the
bonds, the interest earned durthgt period is not subject to rebate. If all but a
minor portion ofthe proceeds is spemiithin a six-month period, then the
exception deadline is extended another six months.

Generally, in order to qualify for thevo-year construction requiremerat least

75 percent of the proceeds are to be used to finance construction expenditures on
property to beowned by a governmentalnit. In addition, the available
construction proceeds of the issue must be qpeaer the following spending
schedule:

Cumulative
Period Expenditures
6 months 10%
12 months 45%
18 months 75%
24 months 100%

If the above expenditure requirements are not met, an issmeelect tpay a
penalty in lieu of rebateThis election must benadeprior to the delivery of the
bonds andequires the payment df5 percent of the amount of the available
construction proceedsot spent inaccordance with the above expenditure
schedule. This penalty e within 90 daysfter theend of each semiannual
period.

For example, by the end of 12 months, an issuer should have spent 45 percent of
the available construction proceeds. olfly 40 percent of theavailable
construction proceeds had adty been spent, the issuer must pay a penalty equal
to 1.5 percent on the five percent not expended in time. Assuming the following
facts, the penalty would be $16,125:

. a $20 nillion construction bond issue where $1 million in actual interest
was earned in théirst 12 months and future earnings m@maining
proceedswere projected at500,000for a total available proceeds of
$21,500,000

. expenditures during the first 12 months should have been $9,675,000 (45
percent of $21,500,000)
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. actual expenditures during the first 12 months amounted to $8,600,000
. the penalty of 1.5 percent is applied to the $1,075,000 difference between
the required and actual expenditure level

The penalty for each semiannual period is calculated separately, so if during the
next semiannual period the actual expenditures are greater than, or equal to, the
required expenditure percentage, no penalty would be required for the subsequent
period.

The 18-month exception applies to all bonds issued after June 30, 1993, and has
the following expenditures schedule:

Cumulative
Period Expenditures
6 months 15%
12 months 60%
18 months 100%
Frequency of Rebate Rebatable arbitrage must be determined and reported atleagtfive years.
Calculations Despite the five-year reporting requirement, bond lawyers may require that rebate
be computed and an amount set aside more frequently for several reasons.
. In most cases, all proceeds are expended within a three-year period.

Therefore, frequent computations are required to ensure that funds are set
aside to make the rebate payment in the fifth year.

. The rebate amount represents a liabilitth Federal Government which
must be reported for financial statement purposes. This requires the
quantification of the liability to determine its materiality.

. Annual omputations allowissuers to match the cost of compliance
against interest earnings from the proceeds.
. Annual conputations provide security to the bondholders that the issuer

will comply with peiodic payment requirements since funds will be held
for future payment.

The regulations define two types of reporting dates for rebatable arbitrage:

. Installment Computation DateRebatable arbitrage calculations are
required every five years falling at the end of the fifth bond year.
. Final Computation DateThis is the date on which the last maturity of

the issue is retired. The final installment payment is due within 60 days
after the bonds have been retirgdl of the unpaid rebatable arbitrage
must accompany this payment.

Accounting for Commingled It is common practice among governmental entities to commingle available funds,
Funds including bond proceeds, as a means of more effectively managing investments.
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Noncompliance Penalties

The arbitrage regulations provide specific rules for accounting and allocation of
commingledfunds, rather than permittirany reasonable, consistently applied
method. By definition, a “commingled fund” means any fund or account if:

. the fund cordiins both gross proceeds of an issue and amounts in excess
of $25,000, that are not gross proceeds of that issue
. amounts in the fund or account areested collectively without regard to

source of funds deposited in the fund

Under the arbitrages rules, the allocation of earrfigs a commingled fund must

be made on a pro rata basis using one of the following methods:

. the average daily balance of amounts in the commingled fund from
different investors must be allocated during a computation period (daily,
weekly, monthly, or quarterly)

. the average of the beginning and ending balances for a period not to
exceed one month

The Internal Revenue Service (IRS) has two options available for failure to comply
with the rebate requirement:

. taxing interest on the issue

. assessing a penalty against the issuer

The loss of taxexemption is the onlgtatutory-availableemedyfor failure to

comply with rebate and is the IRS’s “big stick.” The assessment of a penalty
depends on whether the failure was an “innocent failure” (i.e. mathematical error)
or an “installment failure” (i.e. late payment). An innocent failure results in a
correction amountvhich includesinterest on the error. An installment failure
results in a penalty unless the issuer pays an amount equal to the future value (at
the bond yield) of the rebate due on the installment date.
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