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Introduction
PFMB Description and Role

The Public Finance Management Board (PFMB) was created during the 1986 Session of the General
Assembly for the purpose of providing advice and assistance, upon request, to issuers of tax-exempt debt
in the State of Rhode Island. The PFMB will be taking on a greater role in the oversight of public debt
across the State as required by legislation passed in June 2016,

Importance of Debt Management

The State of Rhode Island and its local governments use debt to finance capital improvements and to
make loans at tax exempt interest rates to various government, nonproﬁt and private borrowers for
capital investments for economic development and other pubhc purposes. The ability to fund capital
investments through borrowing is important in order to spread. the cost of large capital projects across
multiple budget cycles. Of course, not all capital investments are ﬁmded or should be funded with debt.
Current revenues and cash reserves also are and should remain | as ﬁmdmg sources for capital
improvements for the State and its local governments b T

Maintaining an ability to borrow, often called “déb't capacity,” is a critical resource for most state and
local governments. Without debt capacity the State'may not be ‘able to pay for. ‘restoration of aging
infrastructure and make new capital investments. Public capztal investments attract private capital
investments, which creates employment. and.a high quality of life for the residents of the State. Capital
investment in transportation infrastructur _ncludmg hzghways?--an-pons and ports, is a basic building
block for the State’s economy. Other essenti Anvestments must be continually made for purposes
such as water, wastewater, recreation, local and higher education. Evaluating the impact of
existing and new debt on future operating budgets is an important element of debt management and
assessing debt affordabzhty ‘Prudent debt managemen is ‘critical to pr0v1d1ng the State the ability to
satisfy capital 1nvestment needs and ; meet other obje es and pnonties of the State.

Debt Targets

Setting debt_targets isa pohcy exercise 1nv01v1ng balancmg the cost of debt against the need for debt
ﬁnanced”capztal 1mprovements Many states set l1m1ts on debt that is paid from state general taxes and
s.°A key objective of hmxtlng debt in most states is to maintain a high credit rating, and if
possible, eventually improve its ¢redit ratmg However, municipal/public credit ratings are based on not
only debt levels;but also ﬁnanmal .economic.and management characteristics of the jurisdiction. There
are no fixed formuias for the Optunal combination of these factors and each rating agency weights the
various factors dlfferently The principal benefit of higher credit ratings is that investors are willing to
accept lower interest rates on h1gh1: rated debt relative to lower rated debt; thereby reducing the State’s
borrowing costs. In 1999, the PEMB set debt targets based on personal income levels and debt service as
a percentage of General Re nues.  Article 2 of the fiscal year 2017 enacted budget includes a
requirement for the PFMB to oversee the undertaking of a new debt affordability study, as described more
fully below.

Debt Capacity

The debt affordability study will review the capacity of state, regional, municipal, and public and quasi-
public corporations that have the authority to issue revenue or general obligation bonds or notes. The
study 1s premised on the concept that resources, not only needs, should guide the State’s debt issuance.
For purposes of this analysis, debt capacity is a term used to define how much debt can be prudently
issued by the State or an agency of the State to strike a balance between providing sufficient debt capacity
to allow for the funding of essential capital projects and imposing appropriate fiscal discipline so that
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there is adequate future budgetary flexibility. Debt capacity is customarily evaluated in view of the
income, wealth, or asset base by which the debt is secured or from which it is paid.

New Debt Affordability Study Requirements

During the 2016 Legislative Session, at the recommendation of the Office of the General Treasurer, the
Fiscal Year 2017 budget as enacted included a series of reforms to the State’s management of public debt.
Article 2 of the enacted budget requires the Public Finance Management Board to oversee the undertaking
of a debt affordability study.

To oversee the undertaking of a debt affordability studv no less frequently than every two (2)
vears, which shall include recommended limits for the debt capacity of each state, municipal
and regional authority, agency, board, commission, public qhd quasi-public corporation and
fire district and other special district having authority to issue revenue or general obligation
bonds or GARVEE bonds or notes or other types ofconduit h’ebt or enter into financing leases.

Prior to the adoption of this language, the PFMB had not updated the State s debt affordability targets
since 1999 and had never set affordability targets for quas1-pubhe and mummpal level issuing entities,

Factoring In Pension and OPERB Liabilities

Upon the commencement of the 2016 debt affordablhty study, the Treasurer and PFMB recognized the
importance of factoring in the pension and ‘other post- employment benefit (OPEB) liabilities of issuers in
setting debt affordability targets. The ‘extent.to which pension and OPEB liabilities impact the
affordability of traditional bonded debt and ! ad not been ¢onsidered in the previous state debt
affordability targets set by the PFMB in 1999 - '

Debt Affordability for thferent Levets of Govemment

The debt affordab111ty study requ1red by Amcle 2 encompasses state, public and quasi-public
corporations, municipal, reg1onal authorities, fire dxstncts and other special districts. This report covers
three categorles of issuers in the? :

State tax- supported debt and long-term labilities;

State-level. agency pubhc and quasi-public corporations debt and long-term
T liabilities; -

Part Three: Mumelpalmes reglonal authorltles fire districts and other special districts debt and
R ;long-term hablhtles
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Part One - State Tax-Supported Debt and Long-Term Liabilities

The first part of the debt affordability study will focus on the debt and long-term liabilities of the State
and the obligations supported by the State’s general operating budget. References to debt in this section
refer to all tax-supported debt of the State. In addition, the study reviews various debt affordability
measures to determine which would be appropriate measures to assess the State’s debt affordability, and
under these metrics, what the State’s debt capacity is for future capital budget planning.

Outstanding Tax-Supported Debt

The State has several categories of outstanding tax-supported debt: (i) direct debt or general obligation
bonds, (ii) appropriation debt, and (iii) moral obligation debt.

General Obligation Bonds

Under the State Constitution, the General Assembly cannot_fi{i_;_ciir State debt in excess of $50,000 without
the consent of the people, except in the case of war, insurrection or invasion, or to pledge the faith of the
State to the payment of obligations of others without such consent. By, Jjudicial interpretation, this
limitation has been judged to include all debts of the, State for which the full faith and credit are pledged,
mcludmg general obligation bonds and notes guaranteed by the State and debt or loans insured by
agencies of the State. As of June 30, 2016, the State has a total of $1 05 billion: of outstandmg general
obligation bonds. : .

Appropriation Debt and Moral Obligati(m’péﬁ .

‘The State has entered into certain contractual agreements which, ‘although of a long-term nature, are
subject to annual appropriation by the General _Assembly.- Certain of ‘these obligations are contractual
agreements with State Agencies or Authorities; “including the Rhode Island Commerce Corporation and
the Rhode Island Convention Center Autbority. In addition, the Rhod¢ Island Commerce Corporation has
entered into perfonnance—based obhgatlons for wh1ch the State has made partial payments for debt
service. : =

Below is a summaryof the debt subject to api'):r'cjj)ljig;ion.éﬁd amounts outstanding as of June 30, 2016,
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Outstandm_g a
~ June 30,2016

Debt Subject to Annual Appropriation

Convention Center Authority $203,880,000
Economic Development Corporation - Transportation (Motor Fuel) 53,965,000
Economic Development Corporation - URI Power Plant 4,585,000
Economic Development Corporation - Job Creation Guarantyz 51,315,000
Projected Economic Development Corporation - 195 Land Sale 38,400,000
Certificates of Participation, Series 2007A 1,565,000
Certificates of Participation, Series 2007B 6,485,000
Certificates of Participation, Series 2007D 10,145,000
Certificates of Participation, Series 2007E 930,000
Certificates of Participation, Series 2007F 2,940,000
Certificates of Participation, Serics 2009B 6,485,000
Certificates of Participation, Series 2009C 22,775,000
Certificates of Participation, Series 2011A 18,555,000
Certificates of Participation, Series 2013A 30,515,000
Certificates of Participation, Series 2013B 30,655,000
Certificates of Participation, Series 2013C 12,945,000
Certificates of Participation, Series 2013D 6,700,000
Certificates of Participation, Series 2013E 12,510,000
Certificates of Participation, Series 2014 A 10,700,000
Certificates of Participation, Series 2014B 7,465,000
Certificates of Participation, Series 2014C 27,930,000
Loan Agreement - Historic Structures Tax Credit Fund 106,995,000
Subtotal $668,440,000

Performance Based Agreements A e e
Economic Development Corporat1on- Fldehty Buﬁdmg 10,043,400

Economic Development Corporation- Fidelity Building 1I 7,150,896
Economic Development Corporation- Providence Place Mall 17,940,000
Subtotal $35,134,296
Total COPs + Other Tax-Supported Debt $703,574,296

" Since the State has been meeting its obligation on the 38 Studios moral obligation bonds and has been transferring
sufficient funds to the Rhode Island Commerce Corporation to satisfy the debt service obligations, this debt is
included as tax-supported debt of the State. Other moral obligation bonds for the Rhode Island Housing and
Mortgage Finance Corporation, which aggregated $26.18 million as of June 30, 2015, is not included as tax-
supported debt since the State has never had to appropriate funds for debt service on these bonds.

The table below summarizes the State’s outstanding tax-supported debt as of June 30, 2016 by type of
debt.
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Other Long-Term Liabilities
Pension liabilities

As reported in the Comprehensive Annual Financial Report for fiscal year 2015, the State implemented
Governmental Accounting Standards Board Statement No. 68 Accounting and Financial Reporting for
Pensions and Statement No. 73 Accounting and Financial Reporting for Pensions and Related Assets
That Are Not within the Scope of GASB Statement 68, and Amendments to Certain Provisions of GASB
Statements 67 and 68. As a result of the implementation of these two standards, at June 30, 2015 the net
pension liability now recorded in the Statement of Net Position related to governmental activities was
approximately $2.9 billion. For fiscal year 2015, the funded ratio for the state employees was 56.6% and
for teachers was 58.8%. The actuarially determined Pension Anﬁiial Required Contribution (Pension
ARC) totaled $253.3 million (based on a discount rate of 7. 5%) ‘The State has made its full Pension
ARC for the last 19 years. The table below summarizes the actuarial pm}ecnons for the Pension ARC for
State employees, the State share for teachers, State police and Judges

2016 $286.64
2017 S 29075
2018 C.098.68
2019 T302:18
2020 309.60
20210 i 318.47:
2022 T 32860 U
2023 ©1.338.91
2024 | 34796
2025 356.97

: Source Emp!oyee Ret:rement System of Rhode Island

OPEB

Pursuant to legislation enacted by the General Assembly, the State established a trust in fiscal year 2011
to accumulate assets and pay benefits and costs associated with OPEB plans, and effective in fiscal year
2011, all part1c:1pat1ng employers were requzred by law to fully fund the actuarially determined OPEB
annual required .contribution (OPEB ARC). The most recent actuarial study completed as of June 30,

2015 estimates the ‘OPEB unfunded liability at approximately $593 million for state employees, teachers,

state police, legislators ; and board of education. The total OPEB ARC for the fiscal year begmnmg July 1,

2017 was determined to be $60.7. million (based on a discount rate of 5.00%). Rhode Island is one of
only a handful of states to ¢t nmstenﬂy fund 100% of the OPEB ARC in recent years.

Debt Affordability Measures

There are numerous debt affordability ratios used by other issuers, state governments, and rating agencies
to measure debt affordability. With the intent to identify the most appropriate debt ratios for Rhode
Island, the PFMB considered the Credit Guidelines currently in place in Rhode Island since the 1999
Affordability Study, guidelines used by other states and the ratios used by the three major rating agencies
to assess the debt burden of a state. Various debt ratios are used to measure debt burden, such as:
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Debt Service as Percent of State Revenues = Annual Debt Service Requirement
General Revenues of the State

Debt per Capita = Net Tax-Supported Debt
State’s Population

Dbt as Percent of Personal Income = Net Tax Supported Debt
Total Personal Income of State’s Population

Debt as Percent of State Revenues = Net Tax Supported Debt
General Revenues of the State

Debt as % of Full Valuation of Taxable Property =  Net Tax Supported Debt
Full Valuation of All Taxable Property

Debt as % of Gross State Product = Net Tax Su_gp_"éz;t.éd Debt
Gross State Product

Rapidity of Repayment = Total Net-Tax ‘:Sunported Debt Retired in 10 Years
Total Net-Tax Supported Debt

Current PEMB Credit Guidelines

In 1999, the PFMB adopted its current Credit Guldehnes for tax-supported debt mtended to be restrictive
enough to manage the State’s debt levels and to allow ﬂembﬂity m: the funding of crltlcal infrastructure
needs. The current Credit Guidelines are as fi Hows:

e Tax-Supported Debt to not exceed the target range of 5 0% t0 6.0% of personal income
e Debt Service on Tax- Supported Debt to not ex eed 7 5% of Generai Revenues

Rhode Island has succe_s_sfgi_l_y rema_ined within th{:se targ_ets 'in recent years.

| Net Debt to Personal Income
0% kb eeb—h———h——h——k———k

; Annual Debt Service to General Revenues
§ B0% < e e e e e

D% e o - i

: : {1 5.00% -t
S i

i apo% f

H " il
o 3.17%

oo [ 300

Pao% f2.00%

: 2.0% 4 i .00%

0% i
il 0.00%

2006 2007 2008 2009 2010 201F 2012 2013 2014 2015 2016
2006 2007 2008 2009 2010 2011 2002 2013 2014 2015 2016 1 ERER Net Debt to Personal Income =i~ PFMB Minimum Guideline

0.0%

EZFR Anmaal Debt Service to General Revenues i~ PFMB Guideline 3 == PFMB Maximum Guidetine

Debt Ratios Used By Other States

The table below summarizes debt ratios used by states identified in previous PFMB reports as peer states
based on size and region. For additional comparisons, Appendix A provides debt capacity measures used
by other states. While analyzing which ratios other states use is informative, Rhode Island must consider
its own set of circumstances to determine which debt affordability measures are most suitable.
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Debt Affordability Ratios Used by Peer States

Revenues

Revenue for Fiscal Year

Rhode Island 7.9% of General Revenues { 505 - 6.0%

(A2AAIAA) S e R

Delaware MADS < 15% of GEncraH New debt = 5% of Net * - G.0, MADS < Estimated
(AalAAAJAAA) Trarsponalson Trust Fund Budgetary General Fund Cash Balance for fo]]owmg :

fiscal year

Conaecticut

Outstanding and Authorized |

Rcvenucs !

(ARIAA/AA-) but Upissued Debt < 160% of]
General Fund Tax Receipts

M aine 5.0% of General Revenues

(AaZ/AAJAA) R

Massachuosetts SO%OfAnimalBudgewd :

(Aal/AA+/AA+) o

New Hampshire

10% of Unrestmted General

Trust Fund Revcnues :

*"jmean and median of 4 pesr |

group of mpk -A

rated states

(Aal/AASAA+Y)  |Fund Revenucs in Pnor Hsca

Year .
Vermont 6.0% ofAmualAggregate of{< 5-Year Average of the .. < 5-Year Average of the -
(An/AA+/AAA) (General + Transportation mean and median of a peer -

group of fripke-A -
rated states ’

MADS = maximum annual debf service.

Pension and OPEB Considerations

The municipal debt market has seen incre

the years.

ing attention on pensmn liabilities and OPEB liabilities over
Pension ARCs are long-term fixed' costs, similar to debt service, both of which can impact

expenditures and create structural imbalance if not managed prudenﬂy, and therefore, should be taken into
consideration in assessing a government’s long-term 11ab111ty burden. While rating agencies have always
taken pension funding into: cons1deranon updated rating agency state ratings methodologies released in
recent years have mcluded increasing quannﬁcatlon oof ‘pension liabilities. Rating agencies have not
viewed OPEB liabilities similar to debt since states generally have the legal flexibility to adjust OPEB
liabilities. However, severely underfunded OPEB labilities can influence the assessment of the long-
term hab1hty burden Slmﬂar to the debt. rat1os above the followmg ratios have been used to measure the

numerator. rather than debt and these ratzos can a]so be calculated with just the pension or OPEB liability
or added together with debt:

- Unfunded Liability per Captta
- Unfunded Liability as Percent of Persona} Income

- Unfunded Liab1hty as Percent of State Revenues

- Unfunded Llablhty as Percent of Gross State Product
- Pension/OPEB ARC as Percent of State Revenues

Debt Ratios Used by Rating Agencies

Debt and other long-term liabilities is one factor that the rating agencies consider in the assessment of a
state’s overall financial health. The rating agencies will evaluate debt burden and debt affordability and
also consider the state’s capacity to meet its other long-term obligations, such as unfunded pension
liabilities. Described below are the approaches of the three major rating agencies in assessing measuring
debt and long-term labilities.
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Fitch Ratings: In Fitch’s “U.S. Tax-Supported Rating Criteria” released April 18, 2016, one of the key
rating drivers is long-term liability burden. Fitch uses the following metric to measure long-term liability
burden:

Direct Debt + Fitch’s Adjusted Direct Unfunded Pension Liahility
Personal Income

The Fitch pension adjustment inflates the reported pension Hability by 11% for every 1% by which the
assumed investment return exceeds 7%. No adjustment is made if the pension’s assumed return is already
at or below 7.0%. As measured by Fitch, Rhode Island’s long-term liability burden is 10.6% of personal
income, which is above the state median of 5.8% (as reported in Fitch’s 2015 pension update). The
following table summarizes how Fitch views the long-term liability burden:

“ Rating

AA A

Personal Income

Personal Income

AAA BBB BB
Assessment _ i
Ratio Level | Liabilities Less Llablhtxes L_ess' L1ab111taes Less Liabilities Less Liabilities 60%
than 10% of B than 20% of “than 40% of than 60% of or More of

Personal Income

Personal Income

(RI =10, 6%)

Rhode Island ratio as caleulated by F rtch

‘While Fitch does not include OPEB asp t‘of the calouiatlon of }ong-term l1ab1hty burden Fitch states
that the liability assessment burden could be negat;vely affected by “exceptlona]ly large” OPEB liability
without the ability or willingness to make changes to the benefits. *

Moody’s Investors Service. In Moody’s updated *US States Ratmg Methodoiogy published on April 13,
2013, Moody’s introduced a new state methodoiogy scorecard which was intended to provide guidance
for the factors that generally are the. most 1mpor£ant in determining the ratings for states. In this

scorecard, debt is given a.20% welght with bonded debt comprising 10% and adjusted net pension
liabilities providing the remaining 10%. - The table below summarizes the debt factors used by Moody’s
and how the ratlos are. assessed by ratmg category Moody s calculations of the ratios are also shown in

NTSD/Total” ; Greater than
Governmental Fund Less than 15% | 15% -30% 50% - 90% | 90% - 130% 130%
Revenues : S

3-Yr Average ANPL/" -' Greater than
Total Governmental Less than 25% 1 25%-40% | 40% - 80% '_ 120% - 180% 180%
Fund Revenues '

Rhode Island ratios as calculaa‘ed ' oody s. NTSD = Net Tax-Supported Debz ANPL Adjusted Net Pension Liability.

Moody’s adjusts the reported unfunded actuarial accrued liabilities to reflect their preference for a market
discount rate and also assigns liabilities to other participating governments, then takes a three-year
average to reduce year-to-year volatility.

While not part of the scorecard but reported in the annual State Debt Medians report, Moody’s also
considers debt to personal income, debt per capita, debt to gross state product and debt service as a
percentage of revenue. Additionally, Moody’s does not include OPEB liabilities in its scorecard, but in
the case of severely underfunded OPEB liabilities the scoring for the debt factor could be adjusted lower.

Standard & Poor’s. The five main factors in Standard & Poor’s analytic framework are described in its
“U.S. State Ratings Methodology™ originally published on January 3, 2011 and most recently updated on

9
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November 10, 2015. The debt and liability profile is one of the five main factors and for this metric, there
are various indicators that are scored from 1 (strongest) to 4 (weakest) with each indicator carrying equal
weight to come up with an overall score for the debt and liability factor. These indicators are provided in
the table below with Standard & Poor’s calculations of these ratios for Rhode 1sland. Standard & Poor’s
assigned a 2.3 score to Rhode Island’s debt and liability profile in its April 2016 report.

Debt per Capita

Below $500

$2,000 - $3,500

Above $3,500

Debt to Personal

Personal Income

Below 2%

Below 2% 4% - 7% Above 7%
Income
Debt Service to
General Government Below 2% Above 10%
Spending
Debt to Gross State Below 2% %% Above 7%
Product i
Debt Amortization 80%-100% | 40% - 60% Less than 40%
{10 Years) 3R e S0
Pension Funded o 80% - 90% o iy - 60% or below
Ratio 90% or above S 60% - 804’- SRI=59.3%)

- Consistently fund - | Funds ARC in most
Pension Funding 'Pensmn ARC years but. Has not funded ARC Has not funded ARC
Levels : 8 occasmnally v for 3 vears “17:in more than 3 years
«. contributes less: S

Unfunded Pension - ) Above §3,500
Liabilities per Capita | DoioW $500 $501 - 52,000
Unfunded Pension o
Liabilities to Above 7%

OPEB Risk
Assessment

- dlfferent from

L;rmted Sencf' ts ' Elgh _
change benefits, pay- -g0
cOosts not slgmﬁcant]y o

tive Above average habll]ty

: rc]atlve to other states,
options to address
liability are being

' “[flexibility to change
7| benefits

-ii| constdered but plans not
s -] well-developed, limited

High liability relative to
other states, high level of
benefits and inflexible to
change, lack of action to
address lability leading
to accelerating pay-go
amount

Rhode ]si’and rairos and assessment as dertved by Standard & Poor’s.

Summary of Ratmg Agency Rauo The table ‘below summarizes the debt and pension ratios used by the
three major rating ‘agencies, including those used in the respective scoring and those that the rating
agencies also take into. con31derat10n but not used in scoring.

10
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Rating Agency Medians

A review of rating agency medians of state debt ratios can also assist in determining appropriate levels for
debt affordability metrics. The tables that follow show the 50 state debt medians as well as the ratios for
the Rhode Island and other states in the peer group.

Moody’s State Debt Medians

50 State Median 4.3% Z.o 221 °o ”
(e AAA/AAL) % s 3.56%
v
Eff;:’lﬁHAAA) Co20% 2}% S $1,002 214%

Source: Moody's.S

7até Debi Medians 2016, May 6, 2016

Mﬁbdy’s State Pension Medians

Sta

50 State Median 8.0% 6.8%
&h:;iil':g .. ghe 94%
(A AAAAAA) "o o
?g?;lfAA/AA) Ha 1% o i

Source: Moody’s Fiscal 2014 Pension Medians — US States, January 15, 2016. ANPL is adjusted net pension lability.
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Fitch Estimated State Net Tax-Supported Debt and Unfunded Pension Obligations

50 State Median 2.4% 3.7% 5.8% NA NA
Gaanan | 40| e 106% | e | 100%
3;2}":& ) 6.6% 3.5% 10.1% 92.3% 100%
Connecticut o o o State: 41.5% o
{Aa3/AA-/AA-) 9.1% 14.2% 23.2% _ Teachers: 59.0% 100%
?g::;/eAA/AA) 2.3% 4.6% 6.8%. 81.4% 100%
Massachusetts o o e :'_'ﬁ':--;_. _ State: 67.5% State: 79.8%
{Aal/AAHAAT) 9.2% 0.7% : 1894 U Teachers; NA Teachers: 80.8%
A 1.6% 1.5% 3% L 60.7% 100%
Vermont o N o “State: 77.9% State: 132%
(As/AA+/AAA) 2.1% 7.3% 0-4% Teachers: 59.9% | Teachers: 106%

Source: Fitch 2015 State Pension Update, Ociober 15, 201 3. ADEC Actuanaﬁv determined emplover contribution.

Standard & Poor’s Total State Debt and L.
As'Perceént of GSP Per Cap:ta

llltles Per Caplta

50 State Median . $1s s $016 6% |
?:;;“EEA/Q;AA) ) $1090 ] &y $2,348 $6,351 $9,789 14%
$§§§X°?LA) 57’5.60:’5;.:5_.} . 35707 56,116 519,484 27%
?gngA/AA) o 81481 $691 $1,402 $3,574 8%
&iﬁﬁ?ﬁfﬁﬂ : $5,122 $2,339 $11,912 17%
xﬁmﬂf ss $725 $2,100 $3,436 6%
$$ﬁ+ /AAA) $2,750 $986 $3,348 $7,084 15%

Source: Standard & Poor's U.S, State Pensions: Weak Market Returns Will Contribute to Rise in Fxpense,
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Debt Service + Pension ARC to Revenues for Peer States

The table below shows a comparison of the ratio of tax-supported debt service plus the Pension ARC to
revenues for the peer states. Rhode Island’s ratio is the median among the peer states.

Debt Service + Pension ARC to Revenues for Peer States
As of June 30, 2015
($ in millions)

Delaware* P .

(Aas/AAA/AAA) §251.0 $178.3 100% 0| 543440 9.9%
Ef:;,ﬂc}’fm) $2,149.5 $13792 | 095% 517,0538 19.7%
CAaDIAAAA) $104.0 82648l 100% $3,403.8 10.8%
DV TAAn | 52003 $2,217.1 $35,0205 13.5%
Ef;‘{ mﬁf $102.2 $85.0 $1,397.7 13.4%
Vermont** S e T 0

(A AAHAAA) s711 $117.5° ©300% | SL6372 11.5%

Source: FY2015 Comprehensxn 4 nnual F mancml Reports, for each stare Revenues for peer states are general find revenies.

Recommended Debt Affordablllty Measures

Rhode Island can measure debt affordabﬂlty with a varlety of ratios. No single gauge of debt affordability
is perfect and the ‘State should employ multiple: deb!; ratios that compare the State’s debt burden with the
resOUICES avaﬂabie for meeting these obligations. “The use of multiple debt ratios will ensure both near-
term affordablhty and long-term capacity to maintain financial health and flexibility. Additionally, with
increasing focus on pension liabilities and the recognition that these are fixed costs similar to debt, it is
prudent to consider including pension liabilities in the assessment of affordability of long-term
obligations. Rating agencies have started to include quantification of pension liabilities in their review of
a state’s financial health. Rating agencies are also factoring in OPEB liabilities in their evaluation but
with less weight than pension liabilities. However, although states are examining the incorporation of
pension and OPEB liabilitiés into dcbt capacity assumptions, no state has formally included pension and
OPEB liabilities in debt affordablhty measures.

After a review of the debt burden metrics, the PFMB has determined the ratios that best measure debt
burden for the State and will establish a policy target to be used for planning purposes. In the event of an
economic downtown, the policy targets may be exceeded temporarily, but the expectation is to return to
the level of the established targets. Each measure is discussed in more detail below.

» Debt Service on Net Tax-Supported Debt to General Revenues;

¢ Net Tax-Supported Debt as percentage of Personal Income;

* Rapidity of Repayment or the amount of debt to be retired over the next ten;

» Net Tax-Supported Debt Service + Pension ARC as a percentage of General Revenues;

» Net Tax-Supported Debt + Net Pension Liability as a percentage of Personal Income ; and
* Pension ARC and OPEB ARC should be funded at 100%.
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Debt Ratios

The debt ratios currently in place under the PFMB Credit Guidelines provide the best ratios to measure
debt affordability. The debt service to revenues ratio captures near-term affordability while the debt to
personal income ratio provides a longer-term perspective on debt affordability. In addition, a rapidity of
repayment measure is recommended to ensure that debt capacity remains relatively consistent over time.
Debt ratios incorporating pension liabilities are included to offer a more complete picture of the State’s
long term liability burden. Other ratios considered included debt service to expenditures, debt to
revenues, debt per capita, debt to gross state product and debt to assessed value. However due to certain
limitations of these ratios they will not be included in the PFMB guidelines, as described below.,

Debt Service to General Revenues. The metric most frequently used by states to assess debt affordability
is debt service as a percent of State revenues, comparing annual debt service to annual State revenues and
providing an indicator of near-term affordability. This is a good measure because it provides a direct
comparison of the state’s obligations to the currently available resources to pay them. The target Jevel for
the debt service to revenues ratio should be set to ensure that annual debt service payments do not
consume so much of the State’s annual operating budget as to hinder the State’s ability to provide core
government services and provide flexibility to réspond to economic downturns This ratio is also
appropriate because both components are within the’ contro] of the State

The current PFMB Credit Guidelines include the debt servwe _eﬁfenues ratio of 7.5% .and in review of
other states that use this ratio, the target levels generally r_ ige from 5% to 10%. Going forward the
PFMB will recommend a target to determme debt capacity. Slnce 2000, the State has been below 7% in
all years except in 2010 when the debt service to fevenues ratio vas at 7%. A target should be set that
allows the State to manage its debt but not constrain ‘the State’s ability to finance its capital budget. With
the appropriate target, the State should have capacny to issue more debt to fund capital projects and be
able to prudently manage 1ts_overal£ debt levels but also have the ﬂex1b111ty to increase debt capacity if the
need arises. : : : g8

Debt to Personal Income. The debt s_éi‘yice to revenues ratio may not be the best indicator of iong-term
affordability if the debt is structured or restructured with an extended final maturity or is back loaded. A
ratio thatuses the " State’s outstandmg debtis better ‘able to capture the long-term nature of debt
obhgatlons ‘Further, revenues are more indicative of current resources and could be impacted by policy
choices. "A: broader measure of a state’s ability to pay its debts is needed. State personal income
represents income received by residents of the state and is not directly dependent on policy choices, and it
represents the base from which state revenues will be generated. Also, all three rating agencies review
debt to personal income ratio as part of the rating process. The debt to personal income ratio is a good
measure for long—term debt affordability.

The current PFMB Crecht -@uid_el_i_hcs’ include the target range of tax-supported debt to personal income of
5.0% to 6.0%. In 2000, this ratio was 5.02%, but since then has been below 5.0% and since 2011 has
been below 4.0%. Going forward the PEMB will recommend a target to determine debt capacity The
recommended leve] will allow for prudent debt management without impairing the State’s debt capacity.

Rapidity of Debt Repayment. The rapidity of debt repayment ratio measures how much of the State’s
total long-term debt is retired after 10 years. Credit analysts view rapid repayment more favorably than
slower amortization with 50% retired in 10 years as average. The State typically structures its general
obligation bonds with 20 year level debt service, which has resulted in rapidity of repayment of tax-
supported debt in 10 years of over 70%. The PFMB recommends formalizing this practice and setting a
target of debt retirement in 10 years. This will ensure retirement of debt sufficiently fast enough to
create additional capacity in future years.
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Other Debt Ratios. The PFMB reviewed other debt burden metrics but determined that they did not
capture debt affordability as well as debt service to revenues and debt to personal income.

- Debt to revenues: Comparing total long-term debt to revenues, which is more indicative of current
resources rather than long-term ability to pay, does not reflect debt affordability as effectively.

- Debt per capita: Population is not the best indicator of ability to pay debt.

- Debt to gross state product: Gross state product reflects the economic output of a state but does not
reflect the income associated with the output and is not a complete measure of state resources,

- Debt to assessed value: Since the State does not derive any significant revenues from property value,
this would not be a meaningful ratio to use for debt affordability.

- Debt service to expenditures: This ratio is a close alternative to the debt service to revenues ratio but
revenues is a better measure of currently available resources.

Ratios with Pension Liabilities and OPER Liabilities

States have begun to review their debt affordability criteria while also considering whether to include
additional metrics to account for unfunded pension liabilities and OPEB liabilities. To date, no state has
added a metric accountmg for pension or OPEB liabilities in their debt affordabxhty analysis. However,
since rating agencies have incorporated pension ratios in the updated rating methodology for states, states
will hkely eventually incorporate a metric accounting for pension liabilities. Based on fiscal year 2015
net pension liability and Pension ARC, as reported inthe 2015 Comprehensive Annual Financial Report
and implementation of GASB 67 and 68, the fo]lowmg table-summarizes the State’ s pension Hability
ratios. E

Net Pension Liability (201 : ) :
{for state employees, teachers; state pohce Judges)
Pension ARC {2015)

$2.907 billion
+:$253.3 million

Net Pension Liability per Capita (2015 populatmn) $2,752
Net Pension Lizbility as % of Personal Income 5.6%

Net Pension Liability as % of General Révenues 79.8%
Pension ARC as % of General Revenues' 6.96%

i “*Based on estlmated £ Y201 5 Personal Income of 551 857 billion and General Revenue
: of$3 64 bzlhon

The ratmg agencws have not mc}uded a quantlﬁcauon of OPEB liabilities in their rating methodologies.
The rating agencies do not view. OPEB liabilities as a hard liability and should not be considered part of a
state’s debt burden unless bonds are actually issued to fund the liability. However, they do assess the risk
associated with OPEB Since the ratmg agencies have not included any quantification of OPEB liabilities
in their updated ratmg methodologlos, PFMB will not incorporate OPEB into its calculations of debt
affordability at this tithe; but will:calculate OPEB liability ratios to maintain awareness of the levels.
Further, there should be a: contmued commitment to fund 100% of the OPEB ARC. The following table
provides OPEB liability ratios based on the most recent actuarial study completed as of June 30, 2015.

OPEB UAAL

(for state employees, teachers, state police, judges)
OPEB ARC

(for the fiscal year beginning July 1, 2017)

$647.5 million

$60.7 million

OPEB Liability per Capita (2015 population) $613
OPEB Liability as % of Personal Income 1.2%
OPLB Liability as % of General Revenues 17.8%
OPEB ARC as % of General Revenues 1.67%

* Based on estimated FY2018 Personal Income of $58.565
Revenue of §3.74 billion,
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Preliminarily, to augment its affordability measures for debt, PFMB will apply the same type of metrics
to account for pension liabilities and will refine as the measurement of pension liabilities for debt
affordability purposes develops. Appropriate target levels will be determined by PFMB.

Debt Service + Pension ARC to General Revenues. PFMB recommends using debt service on
its net tax-supported debt plus the Pension ARC as a percentage of General Revenues.

Debt + Net Pension Liability to Personal Income. PFMB recommends using the net tax-
supported debt plus the reported net pension liability as a percentage of personal income,

ARC Funding for Pensions and OPEB. PFMB recommends continuing to fund 100% of the
State’s Pension ARC and OPEB ARC.

Based on outstanding tax-supported debt as of June 30, 2016, the following table summarizes the debt
ratios under the current PFMB Credit Guidelines and also shows the debt plus pension liability ratios.
The net pension liability is based on figures reported in the FY2015 Comprehensive Annual Financial
Report for the State and kept constant for the years shown. The Pension ARC through 2025 is based on
projections provided by the Employee Retirement System of Rhode Tsland and afier 2025 reflects an
annual increase based on the growth rate in 2025 of 2:59%. The General Revenues are based on the
projected revenues for FY2017 through FY2021 that was incorporated into the FY2017 enacted budget,
and after FY2021, annual growth in General Revenues is assumed to be 0. 50%, ‘based on guidance from
the State Budget Ofﬁce The projected personal income for FY2017 through FY2021 is based on the
forecast in the May 2016 Revenue Estimating Conference . report, and after FY2021 annuai growth is
assumed to be 3.00%, based on gu1dance from the State Budge Office.
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Periodic Review

Article 2 of the 2017 budget requires the PFMB to update this affordability study no less than every two
(2) years. Periodic review of the debt affordability measures, both the actual ratios used and the target
levels, is an important part of ongoing debt management to determine if such ratios and the target levels
are still appropriate given (i) changes in the rating agencies’ criteria, (ii) changes in the State’s ratings,
(i11) changes to the State’s peer group, and (iv) the State’s relative debt position. Additionally, as
accounting for pension and OPEB liabilities in debt affordability evolves, the PFMB will seek to refine
these measures for this study.

Debt Capacity Based on Target Debt Affordability Ratios

The driving ratio for debt affordability is the Debt Service to General Revenues. In determining debt
capacity, the State’s outstanding general obligation debt, lease participation certificates and tax-supported
Commerce Corporation debt, Convention Center Authority debt and other tax-supported debt is taken into
account. Further, the State currently has authorized but unissued debt of $319.575 million for general
obligation bonds and $219.210 million for debt subject to appropriation. An additional $227.5 million of
debt will be subject to referendum in November. If the referendum passes, the State will have a total of
approximately $766.285 million in authorized but umssued debt, as summarized below

Current Authorized but Unissned GO Debt $3195 75 000
Proposed November 2016 Referenda GO Debt 227,500,000
. Total GO Authorized but Unissned Debt - 0 [T | $547.075.000
Current Authorized but Unissued Appropriation Debt 219,210,000

" Total Authorized but: Umssued De_ 1 | $766,285,000

The following table shows the pm]ectcd debt burden ratidé:ﬁ}'ith all cufrently outstanding tax supported
debt and the full issuance of the authorized but unissued debt in- ¢qual annual amounts over the perlod
FY2017 through FY2021 at 5 00% mterest and amomzed over 20 years, structured as level debt service.
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As the table above shows, with the assumption that all the authorized but unissued debt is issued by the
State in equal amounts over the next five years, the maximum debt service occurs in FY2023 and the debt
service to revenues ratio is at a peak of 6.77% in FY2023. The maximum debt to personal income is
3.13% in FY2017. Including the pension liabilities, the ratio of debt service plus Pension ARC to
revenues is over 12% from FY2017 through FY2024, and the ratio of debt plus net pension liability to
personal income is over 7% from FY2017 through 2021. With the issuance of all the authorized but
unissued debt, the State has limited additional debt capacity through FY 2023 under the debt affordability
measures set in this study.

Debt Affordability Ratio Targets

Debt Service on Tax-Supported Debt to General Revenues is targeted at no more than __ %;
Net Tax-Supported Debt as percentage of Personal Income is targeted at no more than __ %;
The amount of debt to be retired over the next ten years should be targeted at no less than __ %;
Net Tax-Supported Debt Service + Pension ARC as a percentage of General Revenues is targeted
at no more than __ %; i

» Net Tax-Supported Debt + Net Pension L1ab111ty as a percentage of Personal Income is targeted at
no more than ___ %; and e

¢ Pension ARC and OPEB ARC should be funded at 100% 8

Assumptions for Determining Debt Capaczty

The following assumptions were apphed tQ. the 1ssuance of the authorlzed but unissued debt and applied
in determining the additional debt capacity that the State has for new: tax supported debt over the next ten
year period. . : o

All debt will be"'i'SSued as 20-year debt.

Interest rate is assumed to be 5.00%.

There are no refundmg savings durmg the penod

Authorized but unissued debt (mcludmg the $227.5 million in the November 2016 referendum) is

issued from FY2017 through FY2021 in equal amounts.

5. _General revemie prO}ectmns ﬁarough 2021. are from the enacted 2017 budget and growth after
2021 is assumed to be 0.50%. .

6. Personal income projections through 2022 are from the May 2016 Revenue Estimating

Conference and growth after 2023 is assumed to be 3.00%.

el

Debt Capacity Over Next Ten Years

If the policy target for the Debt _Serv1ce to General Revenues ratio is assumed to be 7.0%, based on the
assumptions above, Rhode Island could issue an additional $1.336 billion over the next ten years and stay
within the 7.0% policy target of debt service to revenues in all years. The projected additional debt
capacity is impacted by the assumption of how the $766.3 million of authorized but unissued debt is
actually issued. With the assumption that this total amount is issued from FY2017 through FY2021, there
is very limited additional capacity. Peak debt service occurs in FY2023 after all the authorized but
unissued bonds are assumed to be issued and constrain the amount of additional debt that can be issued.
To the extent the actual issuance schedule differs, debt capacity will be different. In the period FY2017
through FY2022, there is total additional capacity of $113.19 million or an average of $18,865,000 in
each year during this period. There is additional capacity starting in FY2023 once the peak debt service is
paid. For the balance of the ten year period, from FY2023 through FY2026, there is additional capacity
of $1.223 billion, resulting in a total of $1.336 billion of additional debt capacity over the ten year period.
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Under these assumptions, the Debt Service to General Revenues will reach 7.0% in 2023,

Net Tax-Supported Debt Service to Revenues with
Additional Capacity Under 7.0% Level

T 1o oo e e e s e e eme s seen e e e e e - S

T A

6.50% :..
6.00%
3.50% -
3.00% ¢
4.30%
4.00%

1504 -

300% + - - = ¢ - ¥
2017 2018 2019 2020 2021 2022 2023 2024 2025 20626 2027

Total Debt Service (0 Revemaes =&—T7.0% Debt Service to General Revenues

Net Tax-Supported Debt to Personal Income Ratio with Addtional
Capacity Stays Under 4.0% Level

3.50% -

3.18% 3.19% :
2.11% 3.06% 3.08% !

2.50% T

2.60%

1.50%

Lo0%

0.50% |
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ez 10wl Debi to Persenal Income =iz 4.0% Debt to Personal Income Level
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The 10-year payout ratio stays above 70% in all years.
10-Year Pay Out Ratio

90.0% e e e e e e i e e e BB

50.0%
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s F-Year Payout Ratio -6~ 76% Payout Level

The debt affordability measures will also combine the net pension liabilities. If additional debt capacity
using the 7.0% Debt Service to General Revenues ratio is assumed, net tax-supported debt service plus
the Pension ARC to revenues increases from 13.8% t0.16.5% by 2027.

Net Tax-Supported Debt Service for Outstanding Debt, Authorized

But Unissued + Additional Capacity + Pension ARC to Revenues
B is{]o% 7 I — —— e e e g T ain Caam Ammmne s e e s e Lme s e s e €L 1 1 s o e e L [RE - S ——
X ; 16.5%

16.1% 16.3%

157% 15.9%

[T — S i
. 14.8% 14.6%
13.8% = a
14.00% -+ =
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16.00%
8.00% §-
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4.00% -
|
_ ‘ |
2,008, - e g - E SR P )y N—
0.00% - oy e S E o B S
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=+ Currently Quistanding Debt Service  =xz2 Authorized But Unissued Debt Service ea= Additional Capacity Debt Service i
Pension ARC aus Aggregate Debt Service + Pension ARC ‘
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Further, the net tax-supported debt, including the additional capacity, plus net pension liability stays
below the 9.0% level for the period 2017 through 2027.

Net Tax-Supported Debt fer Outstanding Debt, Authorized But

DO
Lo84%

8.1%

2017 2018

zie: Currently Outstanding Debt

et Pension Liability

2020 2021

Easi Authorized Bul Unissued Debt

2022

2023 2024

ezmzn Additional Capacity Debt

-wNAggregatn Debt +Net Pension Liability

Sensitivity Cases for Debt Capacity

Debt Service to General -Revenues Rciiiq

Under different policy targets for the Debt Servme to General Revenues ratio,

levels of add1t10na1 capamty, as summarlzed in the table beiow

Addltlonal Debt Capacnty Under Different
' Debt Serwce to Revenues Ratios

Unissued + Additional Capacity + Pension ARC to Personal EIncome

- O .
2026 2027

$ 27.925.000 86,155,000

0 17.810.000 76,220,000

0 19,310,000 79,740,000

0 13,995,000 77.220,000

0 16.780.000 17,980,000

0 16,870,000 18.070.000

2033 357,680,000 387,810,000 389,025,000

2004 411,200,000 412,420,000 413.635.000

2025 162.605.000 163,825,000 165,050,000

2026 257,870,000 259,100,000 260,330,000

2017-2022 Subtotal $0 $113,190,000 $355,385,000

2023-2026 Subtotal $1,089,355,000 $1,223,155,000 $1,228,040,000

z"t"l Additional $1,089,355,000 $1,336,345,000 $1,583,425,000
apacity
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Under the debt service to revenues cap of 7.5%, the total additional capacity would be $1.583 billion or
$247 million greater than under the 7.0% policy target. With the 6.5% debt service to revenues ratio,
there is no additional debt capacity until 2023 since the debt ratio exceeds 6.50% in the prior years if all
the $766.285 million of authorized but unissued debt is issued in the FY2017 through FY2021 time
period.

Interest Rate Sensitivity
For the debt capacity analysis a 5.00% interest rate was assumed. Debt capacity under a 4.00% interest

was also analyzed, resulting in additional capacity of $79.8 million more in the period 2017 through 2022
and $190.5 million more in capacity over the 10 year period.

Additional Debt Capacity Under Different Interest Rates
(Assuming Debt Service to Revenues Ratio Capped at 7.0%)

2017 $ 27,925:000 $ 33,930,000
2018 17,810,000 32,180,000
2019 19,810,000 41,315,000
2020 13,995,000 . 48895000
2021 16,780;000 - 18,300,000
2022 B 16,870,000 -] 18,395,000
2023 |7 387,810,000 ] 422,920,000
2024 SU0412,420,000 0 [ 449,750,000
2025 163,825,000 S 178,655,000
2026 259,100,000 282,555,000
2017-2022 Subtotal 1$113,190,000. 1 . $193,015,000
2023-2026 Subtotal. $1,223,155,000 ©1$1,333,880,000
Total Additional | ¢; 336 345 oo $1,526,895,000
Capacity B s
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Guidelines for Debt Management Best Practices

In maximizing debt affordability, the State should adopt certain guidelines on how best to issue and
structure its tax-supported debt to minimize borrowing costs and to maintain, and if possible, eventually
improve, its credit rating.. The following provides debt structuring, issuance and post issuance
compliance guidelines for State tax-supported debt.

Purpose

These guidelines are intended to aid the Office of the General Treasurer, State agencies, commissions,
boards and authorities in structuring their financing arrangements in a manner consistent with the best
interests of the State. These are guidelines only, and COIlSIdel’atIOH of a structure outside of these
guidelines may be warranted under certain circumstances, :

Applicability
These guidelines apply to all State agencies corporations, boards and 'authorities where the debt service

payments are expected to be made, in whole or in part, dlrectly or md1rectly, from tax revenues, including
appropriations of the State and moral obligation debt L -

Types of Debt

Debt financing may include State genér:al" obligation bonds, 1 v nue bonds, certificates of participation,
and lease/purchase debt. The primary debt type used has been State general obligation bonds. However,
other outstanding tax supported debt has been” 1ssued by the Convention Center Authority and the
Commerce Corporation. In addition, the State has 1ssued Certificates of Participation and performance
based obligations. The State has 1dent1ﬁed dlfferent categorles of net tax—supported debt:

o Direct debt : . s

e (uaranteed debt

+ Contingent debt -

. Other obhgauons su‘oj ect to appropnatlon

Debt Str ciuring P}’actzces

The followmg guidelines, which _may be modified by an issuer to meet the particulars of the financial
markets at the time of the issuance of a debt obligation, describe the basic debt issuance and debt
structuring components and the terms and parameters are intended to provide general guidance to the
issuer.

Method of Sale: Municipal bonds ‘are typically sold by negotiated sale or competitive sale. With a
negotiated sale, the issuer selects : underwriter, or more likely a group of underwriters, called a syndicate,
to sell the bonds in a public offermg The book-running senior manager acts as the lead representative of the
syndicate. The issuer, with advice from its financial advisor, will negotiate with the senior manager to
determine the optimal structure, price, underwriter’s discount and institutional and retail placement of the
bonds. Negotiation may provide more flexibility as to timing, structure and pricing of the transaction. With
a competitive sale, the issuer prepares and a Notice of Sale, which is published with the preliminary offering
document and describes all the parameters for bids on the bonds. On the day and time set for the sale, as
established in the Notice of Sale, bidders submit bids and the bid with the lowest true interest cost wins.
The winning bidder sells the bonds to investors at the prices that were bid. A third method of sale that is
used much less frequently is a private placement, where bonds are not publicly offered and sold directly to
qualified investors. Private placements, including bank loans, bank funding agreements, and master lease
programs can be cost effective for certain type of financings including: variable rate, short-term and
smaller size issuances due to lower costs of issuance compared to publically marketed securities.
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Issuers should sell their debt using the method of sale that is most likely to achieve the lowest cost of
borrowing. Under certain circumstances, a competitive sale will generally result in the lowest cost of
borrowing and should be the preferred method of sale if certain factors are present. In determining the
method of sale, the issuer should consider the following factors:

Credit General obligation credits New credit
High ratings Complex credit with a “story”

No negative outlook on the ratings Low credit ratings (Baa/BBB)

Size of the Issue Bond issue under $500 million for Large debt issue that raises concerns
Rhode Island aboul market saturation. Threshold level

varies from issuer to issuer.

Financing Structure | Fixed rate, current interest bonds with _{ Structure is complex and is difficult to
serial maturities or term bonds -] sell through a competitive sale.

| Complex refunding structure.

Market Volatility Capital markets are functioning = Capital_markets are experiencing wide
normally with no extreme volatility in | shifis in interest rates and investor
interest rates and investor demand demand (e.g.;financial crisis in late

kS 2008/early 2009) -

Retail Investor Retail investors are not the target buyers | Structure of the bonds is conducive (o

Demand Yo apretail investor demand, with the

i} ‘expectation that many of the bonds
f w_ouid be placed with retail investors

The State’s general obligation bonds are good candidates for a competltwe sale. With ratings of
Aa2/AA/AA and a stable outiook from all three major rafing agencies and typical fixed rate, amortizing
structure and manageable size, the State can sell its general obligation bonds on a competitive basis and
achieve the lowest cost of borrowing. . The State successﬁllly sold its General Obligation Bonds, Series
2016A and General Obhganon Refunding Bonds, Series 2016B competitively in April 2016. Strong
demand for the state’s first competitive bond sale since:2007 was reflected in the number of bidders and
the pricing levels bid: The state received highly competitive bids from six underwriters for its sale of tax-
exempt bo ds securmg a true mterest cost of 2.39 percent Afor the twenty year borrowing.

Term of the Debt: The Term (ﬁnal matunty) of a financing must not exceed a conservative estimate of the
useful life of the assets to be financed (or the remaining useful life of assets associated with refunding
bonds). A term of twenty-years (20) years has been used for State general obhgat10n bonds. Longer
Terms are appropriate for project finance issues and financings where debt service is paid from a specific
revenue stream. Shorter Terms are appropriate for financings which rely on non-State or limited revenue
sources to pay debt serw_c_:_e such as GARVEE financings and other special obligation financings.

Amortization Structure of Debt:* An amortization that produces level-annual debt service should be used
unless otherwise dictated by considerations provided below. However, in all circumstances, the weighted
average maturity must not be greater than useful life of the assets to be financed. Amortization structures
that produce an increasing level of debt service (ascending debt service) are generally only appropriate for
non-contingent debt. Level principal amortization or an amortization schedule producing descending debt
service could be used to reduce interest cost and shorten the weighted average maturity of the bonds being
issued. Principal repayment should begin within eighteen months of the issuance unless debt repayment is
solely dependent on revenues derived from the project being financed or there is an overwhelming
business rationale. Structures utilizing term bonds or other “balloon™ payments should require annual
sinking fund payments that achieve the required amortizations discussed above. Issuers may combine two
or more series of bonds issued under 2 common plan of finance to achieve the required amortization
structures. If one of the series includes a taxable component, it is generally advisable to amortize the
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taxable series with a shorter weighted average maturity. Issues with a fully funded debt service reserve
fund should use any balance remaining at maturity to make the final payment.

Sizing the Issue: For bonds other than State General Obligation bonds approved by the voters, the project
draw (spending) schedule should be used as the basis for sizing the issue. If possible, net funding, which
takes into account the projected earnings on the bond proceeds as a source of funds for project costs using
anticipated spending schedules and an assumed rate of investment earnings, should be used to size the
1ssue, as this results in a smaller overall issue size.

Capitalized Interest: When interest is capitalized, a portion of the proceeds of an issue is set aside to pay
interest on the bonds for a specified period of time. Capitalized interest should only be used when
necessary {typically for revenue-producing projects) and should be hrmted to six months beyond the
projected completion date of the project.

Call Provisions: Bonds issued without call provisions generaliy carry lower interest costs. However,
issuing non-callable debt may inhibit a government’s ability to-effectively restructure future debt
payments, if needed, and take advantage of refunding .opportunities, thus reducing the debt service
interest payments. It is standard for most bonds to be issued with a ten year call at a redemption price of
100% of the principal amount of the bonds to be redeemed plus accrued interest to the redemption date.
Issuers and their Financial Advisors should evaluate non-standard call provisions using an option analysis
to estimate the value or cost of call option alternatives to determine the most beneficial structure. For
competitive sales, the issuer’s Financial Advisor should determme the option value and the necessary
spreads to the municipal benchmark mdex needed to achieve 'he estimated benefit from a non-standard
call provision. '

Premium or Discount: Unless otherwise prohlblted the issuer should use the net original issuance
premium {original issuance. premlum less original issuance discount:less underwriters’ discount) for
prOJect costs for a new:money financing and-gscrow.costs for refunding bonds. Using net original
issuance premium for: the next interest or principal payment to bondholders is considered capitalized
interest, which may be approprtate in the case of prOJect financings or for tax-law considerations,

Credit Enhancement: The use of ered:t enhancement through the purchase of a municipal bond insurance
policy to improve the credit ratings on a financing may be. considered on transactions where the improved
bond rating and correspondmg reduction in interest rates paid by the issuer more than offsets the cost of
the enhancement due at issuance. A cost-benefit analysis should be performed to determine if insurance or
another type of enhancement is warranted It is encouraged that the cost-benefit analysis be done to both
the maturity of the bonds and to the bond s first call-date.

Election to Issue Varlable Rate: Issumg Variable Rate Debt gives an issuer access to rates on the very
short end of the yield curve. The difference in short versus long-term rates varies with the shape of the
vield curve and has recently ranged from 100-300 basis points (or 1.0% to 3.0%). By issuing Variable
Rate Debt, the issuer is subject to'interest rate risk. However, Variable Rate Debt has historically been at
lower interest rate levels than recognized fixed rate indices, and may enable an issuer to create a natural
hedge against changes in its short-term investment portfolio. Variable Rate Debt may be used for two
purposes: (1) as an interim financing device (during construction periods) and (2) subject to limitations, as
a strategy to lower the issuer’s overall effective cost of capital. Under either circumstance, when the
cycle of long-term rates moves down to or near historic lows, consideration should be given to fixing
{(converting to a fixed rate) a portion of the then outstanding Variable Rate Debt to take advantage of the
attractive long-term fixed rates. Generally no more than 20% of an issuer’s aggregate oulstanding debt
should be in a variable rate mode. Before using variable rate debt, the issuer should understand the risks
and compare the cost to a long term fixed rate borrowing to determine if the benefit outweighs the risks.
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Interest Rate Swaps and Other Synthetic Products: To the extent permitted by State law, the use of
contracts on interest rates, currency, cash flows, etc., including (but not limited to) interest rate swaps,
interest rate caps and floors and guaranteed investment contracts (GICs) should not be used unless the
issuer has adopted a separate policy regarding the use of such products and compared the risks and
potential benefits against non-synthetic alternatives. Prior to entering into any Interest Rate Swaps and
Other Synthetic Products associated with any Net Tax Supported Debt, the issuer should review the
proposed product and transaction with the Office of the General Treasurer.

Refunding of Outstanding Debt

A refunding should only be done if there is a resultant economic benefit regardless of whether there is an
accounting gain or loss, or a subsequent reduction or increase in cash flows. The issuer and its Financial
Advisor will monitor the municipal bond market for opportunities to obtain interest savings by refunding
outstanding debt. Refunding Bonds should be issued only when the issuance is of benefit to the issuer
and/or the State. Tax-exempt bonds issued after 1986 can only be ‘Advance Refunded one time; therefore,
the one opportunity should be reserved for situations where the refunding is prudent and warranted.

Refundings are generally undertaken for three reasons: (i) to provide present value debt service savings to
the issner; (ii) to escape burdensome or restrictive, covenants imposed by the terms of the bonds being
refinanced; (iii) to restructure debt for an appropriate purpose for the State. Refunding issues should be
amottized to achieve level annual debt service savings or proportional savings based on the principal
amount of the bonds being refunded. “Up-front™ or “deferred” debt service savings structures should be
employed only as necessary to meet spec1ﬁc objectives and dxssavmgs in any year should be avoided, if
possible. In addition, the final maturity on.the Refunding: Bonds should be no longer than the final
maturity on the Refunded Bonds unless a debt rcstructurmg is undertaken for an appropriate purpose for
the State. [Appendix B provides refunding. pohcies of other states:] .

Advanced Refundings: For refundings for sawngs the foliowmg parameiers are suggested to ensure that
the single advanced refundmg opportunlty is warranted: .- :

e For bonds with call dates within two years of the dehvery date of the refunding bonds, at
least 3% present value savings on a maturity by maturity basis. For bonds with call dates
two or more years past the dehvery date of the refunding bonds, at least 5% present value
savmgs ona ‘maturity by maturity basis. E

. _;:The levei of negatwc arbltrage on a matunty by matunty basis, should not be greater than
present value savings, and if reiatlvely large, a higher level of present value savings should
be reqmred Generally, negatlve arbltrage should be 25% or less than the net present value
savings. .

e Ona bond ‘series basis, the breakeven increase in interest rates should be calculated. The
breakeven increase in interest rates is a calculation of how much rates have to increase
between an advance refunding of the bonds today and a current refundmg at the time the
bonds are callable to.r sult in the same amount of present value savings. The breakeven
increase in interest rates should not exceed the forward interest rate forecast or a pre-
established target based on past market volatility. Generally, a breakeven increase in
interest rates of 75 basis points to 100 basis points has been targeted by some issuers, but
length of time to the call date, market conditions, shape of the yield curve and interest rate
expectations are factors to be considered in determining the target.

¢ Lower maturity by maturity net present value savings targets may be appropriate for shorter
term or smaller fixed rate refunding issues or series, including maturities outstanding less
than two years from the call date.

Current Refundings. Current refundings are a diminishing asset. Current refundings should be
completed as long as the net present value savings is meaningful and the market for tax-exempt bonds is
not extraordinary volatile.
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Forward Refunding. A refunding in which bonds are sold with the intent to close or deliver at some
future point in time, generally more than 30 days after pricing, and often to coincide with a date 90 days
prior to the call date on the refunded bonds, thereby qualifying the issue as a current refunding. In
general, the issuer should evaluate the breakeven savings rate (described above) to consider the likelihood
of achieving higher savings than a current refunding, while minimizing other risks associated with a
Forward Refunding.

Debt Issuance Practices

Sale Process: A competitive bond offering involves bid solicitation from potential purchasers, principally
underwriters. It is a public bid where the bonds are sold to the underwriter or other purchaser that offers
the lowest “true interest cost” or TIC. TIC is defined as the rate necessary, when compounded semi-
annually, to discount the amounts payable on the respective principal and interest payment dates back to
the delivery date where the total equals the purchase price received for the new issue securities.

A negotiated offering differs from a competitive offering in the method used for selecting the underwriter,
the role of the underwriter in the bond marketing process, and the :"procedures used for determining
interest rates and underwriter compensation, In a negotiated offering, the ‘underwriter is selected first,
generally through the solicitation of competitive ‘requests for proposals. The underwriter or senior
underwriter will engage in pre-sale marketing and will negotiate interest rates. The State should conduct
financings on a competitive basis; however, negotiated ﬁnancmgs may be used due to market volatility or
the use of an unusual or complex financing or security structure. Retail only issues.or sales are sold
through a negotiated process. Also, bond refundings are often ‘conducted through a negot1ated process,
due to complexities associated with" refundmg economics :and escrow structuring, However, a
straightforward refunding can be done on & competitive basis. In either case, there should still be a
competitive process, in the first case, by virtue of the bid of the bonds and in the latter case by an RFP
process to select an underwriting firm or ﬁnns The negotlated offermg 18 structured to require the
solicitation of multiple. underwntmg proposa]s and permits the, state to solicit the advice of several
underwriters about how to structure and price a proposed bond issue.: To provide the broadest distribution
of bonds, the use of co-managers and selling groups are encouraged in negotiated transactions. The size
of the transaction, ant1c1pated retaﬂ/mstltunonal dema"'d experience, etc., will determine the number of
participants. : S o

Competltive Sale After dlsclosure documents are completed and structuring issues have been decided,
the competitive sale process may begin, A Summary Notice of Sale can be published in the Bond Buyer
alerting potential bidders to the date and time of the sale, approximately one or two weeks in advance of
the sale date. Szmu]taneously, the State posts and electronically distributes its Preliminary Official
Statement that contains a detailed Notice of Sale containing the relevant aspects of the sale including
precise bidding rules and the date’ ‘and times bidders must submit their bids. The most common on-line
bidding platform used"by the mummpal market is Parity IPREO. Bids are promptly “opened” and
disclosed. As a condition:0f submitting a bid, bidders may have to provide a good faith pledge, typically
1% of the value of the bonds. bemg' offered. On a date specified, after all legal documentation has been
completed, the sale closes. The final purchase price of the bonds is wired to the State and the bonds are
released.

Negotiated Sale: A sale date is chosen by the issuer with input from the underwriter and the Financial
Advisor. Prior to any pre-marketing of the bonds, the Book-running senior underwriter should submit
proposed pricing to the Financial Advisor and the issuer which will include proposed coupons, yields and
take downs for each maturity to be sold. The scale should reflect input from the other members of the
underwriting groups (co-managers and so-senior managers if any), known as price views, and a consenstus
scale. The proposal should also include all fees and costs associated with the underwriting. The issuer
and the Financial Advisor should consider the proposal and negotiate any recommended changes.
Following the pre-marketing, this process should be repeated with information gained from the pre-
marketing activity and investor interest. Prior to the official pricing date, a retail order period may be
held to solicit orders from retail investors. On the day of the institutional pricing an interest rate scale is
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released to potential investors through a pricing wire, The issuer and the Financial Advisor should review
the pricing wire and confirm that it is consistent with agreed upon terms. An order period is conducted
lasting several hours. During the order period, orders are placed by investors through the senior manager,
the co-managers and selling group. The issuer and the Financial Advisor may view the orders as they are
placed and entered into the senior manager’s order management system, using the IPREO system. After
the order period closes, the senior manager, issuer and Financial Advisor review the "book of orders."
Based on the amount and distribution of orders, the senior manager and the issuer determine whether any
adjustments to the pricing of the bonds are necessary. After the bonds are repriced, the management group
checks to see whether additional orders can be obtained and/or whether initial orders are withdrawn.
Several iterations of this process may take place. When the senior manager (on behalf of the entire
underwriting group), the issuer and Financial Advisor agree on a price, a verbal award is made.
Subsequent to pricing, an official Bond Purchase Agreement is signed between the underwriting group
and the issuer. A good faith deposit is obtained, similar to the competitive process. On a date specified,
after all legal documentation has been completed, the sale closes. The final purchase price of the bonds is
wired to the State and the bonds are released, as with the compé_titive process.

Professional Services: The State or the issuer will employ. ﬁnanc:ai spemahsts to assist it in developing a
bond issuance strategy, preparing bond documents, and marketing bonds to investors. The key Financing
Team members include the issuer’s financial advisor, bond counsel, underwriter (in a negotiated sale) and
in some instances, a disclosure counsel. The use of an mdependent Municipal Advisor is encouraged.
Bond Counsel and Underwriters™ Counsel should not be the same firm. Other outside firms, such as those
providing paying agent, trustee, and/or printing services, ar reiamcd as required. For refunding bonds,
the issuer will likely need to retain a verlﬁcatlon agent (that verifies the refunding cash flows) and an
escrow agent (hold the refunding moneys in trust until the bonds are redeemed). Depending on the
statutory authority, the costs for these serwces and fees can be pald through the proceeds of the bonds or
through budgeted appropnauons : '

Credit Ratings and Ratmg Agenmes -Obtaining a minimum of two ratmgs is encouraged as the use of two
or more ratings broaden the pool of investors. Obtammg one rating can be appropriate for smaller or
unique transactions. The cost of ratmgs can be the highest single cost other than the underwriters’

discount, especially for larger transactions, Other states have had success reducing its transactional State
and State agency rating costs by annually negotxatmg w1th each of the agencies and receiving a price for
all state and state—agency expected_transactlons S

Undelwrlters Discount: The underwrlters d:scount or spread is the difference between the price the
underwriter pays the issuer for the bonds and the price the underwriter receives from the resale of those
bonds to investors. Underwriter’s compensation consists of takedown, management fee, underwriting
risk, and expenses, although currently spreads reflect the amounts of only takedown and expenses. The
expense component 'is:made up of costs incurred by the underwriter on behalf of the issuer, including
underwriters” counsel. The costs. for these services need to be managed, through the competitive bid
process used 1o select underwnters and subsequent negotiation and monitoring of fees.

Pricing/Sale Date: The Sale date should be driven by the need for proceeds and an appropriate time that
the State is able to gencrate a thorough disclosure document, either due to the availability of financials or
the ability to dedicate necessary State resources. The issuer should not attempt to “time the market™;
however, issuers should avoid market competition with other state issues and/or comparable credits.

Closing Date: Sufficient time should be allowed between the sale (or pricing) date and the closing date to
permit adequate review and execution of all closing documents. Issues requiring the execution of any
document by the Governor (e.g., Consent of the Governor, Governor’s Certificate, etc.) may require
additional time to allow for review and execution by the Governor. Closing documents requiring the
approval of and/or execution by the General Treasurer must be provided as soon as possible afier pricing
in order to allow adequate time for review and approval. Where appropriate, draft documents may be
provided prior to pricing in order to speed the process.
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Rating Agency Relations: Full disclosure of operations and open lines of communication shall be made
to the rating agencies. Large and frequent issuers, such as the State, should meet with the rating agencies
no less than annually to provide relevant updates on financial, economic and operational performance.

Disclosure: The State of Rhode Island is committed to continuing disclosure of financial and pertinent
credit information relevant to the State’s outstanding securities and will abide by the provisions of
Securities and Exchange Commission (SEC) Rule 15¢2-12 concerning primary and secondary market
disclosure. See below.

Investment of Bond Proceeds: All general obligation and revenue bond proceeds shall be invested in
separate bond accounts by issuance to aid in calculating arbitrage. Investments will be consistent with
those authorized by existing statute and by the State’s investment policies. If invested in a portfolio of
securities, the portfolio should be structured to meet expected spendihg requirements. Accordingly, draw
schedules should be reviewed and updated periodically and prov;ded to the investment manager. The
investment of a refunding escrow portfolio should include an analyszs of the use of State and Local
Government Securities {SLGs) and open market securities. The State’s -or the issuer’s municipal advisor
should estimate any potentlal benefit of the use of an open ‘market escrow and the State or the issuer should
determine if the potential savings will be worth the time and the risk of the bid."

Pre-Issuance Review of Projects: Prior to the issuance 6f the bonds, the State should conduct a review of
the projects to be financed, in coordination w1th bond counse] In. order to confirm that the  projects are
eligibility to be financed on a tax—excmpt“' % :

Disclosure and Post Issuance Debt Manage;

Municipal securities are exempt from the dlsclosure regu. atmns generally applied to corporations in both
the Securities Act of 1933 and the Securities Exchange Act'of 1934 Municipal securities, however, are
subject to the anti-fraud provisions of the acts and. related rules, specifically, section 17(a) of the 1933
Act, Section 10(b) of 1934 Act, and ‘SEC Rule 10b-5 states that it is unlawful “to make an untrue
statement of a material fact or to omit to state a matenai fact necessary in order to make the statements
made, in Jight of the circumstances under which they were made, not misleading.” As the issuer of the
bonds, the State has the; responmb}hty to assure the -accuracy and completeness of information provided to
the potential investors. Issuers such as the State must also comply with SEC Rule 15¢2-12. It is an SEC
rule under:the 1934 Act ‘sefting forth . certain obligations of underwriters to receive, review and
disseminate ofﬁc1al statements prepared by issuers of most primary offerings of municipal securities.

The State issues a prehmmary and final Ofﬁmal Statement (OS) in connection with its bonds. The
Official Statement is one of the most critical documents produced by the bond financing team. The OS
document discloses mate ial information on a new issue including the purposes of the issue, how the
securities will be repaid, and the financial, economic and demographic characteristics of the State.
Investors, analysts and rating agencies may use this information to evaluate the credit quality of the
securities. Federal securities laws generally require that if an official statement is used to market an issue,
it must fully disclose all facts that would be of interest to potential investors evaluating the bonds. The OS
also includes a statement that there have been no material misstatements or omissions by the issuer with
respect to the issue, and that no facts have become known which would render false or misleading any
statement which was made. While the State employs consultants and bond counsel to assist in this task,
the ultimate responsibility for the document rests with the State.

In addition to paying principal and interest on the bonds, after the bonds are issued the State has
continuing obligations to bondholders including:
o Compliance with IRS code relative to arbitrage eamings, private use, useful life and the tax-
exempt status of the bonds; and

32



Draft Seprember 20, 2016

* Secondary Market Disclosure requirements for the issuer or the State to provide:
(i) ongoing information on State’s or the issuer’s financial condition and

{i1) disclosure to bondholders about material events that affect the status of the bonds
including arbitrage and tax compliance, and

(i) for the benefit of individuals purchasing and/or holding the securities subsequent to their
initial issuance.

Issuers must commit in the bond documents to provide secondary market disclosure.

Compliance with IRS Code: The primary IRS code applicable to tax-exempt bonds are the Federal Tax
Reform Act of 1986 as incorporated in the U.S. Treasury Internal Revenue Code (IRC) sections 103 and
141 through 150. While there are many criteria, the most common issues relate to private use, arbitrage,

and useful life. Section 103 of the Code indicates that an “arbitrage bond” under Section 148 will not be
tax-exempt. “The basic arbitrage rule is that a municipality may not invest the proceeds of a tax-exerpt
note or bond in such a manner so that the yield on the invested’ funds exceeds the interest rate being paid
on its borrowmg by more than .125%. This should be dastmgmshed from an unintentional generation of
arbitrage earnings. Intent factors into the determination of “arbitrage ” If projects fall behind schedule,

there may be an arbitrage “rebate’ to the IRS but not necessanly a determmatlon that an arbitrage bond
exists. In these cases, there are safe harbors such ‘as spend down exemptions and there are certain
requirements for tracking the arbitrage rebate. Intentional arbitrage would, however, affect the tax status
of the bonds. In addition to arbitrage, another requirement is that tax-exempt bonds.issued must be for a
public, not private use, which generally includes bridges, schools, infrastructure used by the general
public, There are, however, private uses that have a public bcneﬁt pollution related clean-up, affordable
housing, etc. Private use and private debt“"erwce of the bond cannot exceed 10% of the issue (5% on
certain loans). Another issue is continued private use. For instance, a building constructed usmg bond
funds for a public use may not generally be resold for. private use, although the “change in use” provisions
do provide for certain remedzes In addition,” bonds may-'-not:exceed certam uscful life criteria for the
underlying capital assets : :

Contmum,q/Secondarv Market Disclosure: At the.ghme:'(':'f issuance :'dlsclosure of material facts is made.
Issuers such as the State have a contmmng obllgatlon for disclosure. This is required by SEC Rule 15¢2-
12 as stated by the MSRB : :

“Under Ruie ] 5c2 12(b)(5) an underwnter for a pnmary offering of municipal securities subject
t0.the rule currently i is prohlblted from underwriting the offering unless the underwriter has
determined that the issuer or an obhgated person for whom financial information or operating
data is. presented in the final official statement has undertaken in writing to provide certain items
of information to the marketplace Rule 15¢2- -12(b)(5) provides that such items include: (A)
annual ﬁnanmal_ information concerning obligated persons; (B) audited financial statements for

s if available and if not included in the annual financial information; (C) notices
of certain events, 1f :matem_al ‘and (D) notices of failures to provide annual financial information
on or before the date sp___ cified in the written undertaking,”

The SEC further defines “obligated person™ as:
“... any person, including an issuer of municipal securities, who is either generally or through an
enterprise, fund, or account of such person comumitted by contract or other arrangement to support
payment of all or part of the obligations on the municipal securities sold in a primary offering
(other than providers of bond insurance, letters of credit, or other liquidity facilities).”

The SEC further requires that broker-dealers can only buy securities for which the issuer has agreed to
provide written assurance of their continuing disclosure. As noted above, the SEC does not have authority
over disclosure requirements in the municipal bond market. Through these rules, however, the SEC has
placed restrictions on underwriters, broker-dealers and other business partners, creating effective
compliance.
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SEC Rule 15¢2-12 mandates continuing disclosure unless the bonds qualify for an exemption, which is
generally not the case given the size of State issues. The State is responsible for providing ongoing
disclosure information to established national information repositories and for maintaining compliance
with disclosure standards. The State works with Bond Counsel or Disclosure Counsel to assure that this is
completed annually and in the event of the occurrence of a disclosure event. Notice would be required for
the following events:

» Principal and interest payment delinquencies

» Non-payment related defaults

» Unscheduled draws on the debt service reserves reflecting financial difficulties

¢ Unscheduled draws on the credit enhancements reflecting financial difficulties
Substitution of the credit or liquidity providers or their failure to perform
Adverse tax opinions or events affecting the tax- exempt status of the bonds
Modifications to rights of bondholders s
Optional, contingent or unscheduled calls of bonds R
Defeasances
Release, substitution or sale of property securmg repayment of the bonds
* Rating changes -

Annual filings are to be sent to and posted on the MSRB’s Electronic Municipal Market Access database
(“EMMA™). In addition, if the State determines that the occurrence of an above listed event is material

under applicable federal securities laws, the State has a duty’ mptly file a notice of such occurrence
and have it posted on EMMA. http://www emma.msrb.org/
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