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DEBT MANAGEMENT POLICY - SUMMARY

The state established a Debt Management Policy as part of the 1979
Capital Budget. The policy had three objectives:

1. To maintain the state's AAA credit rating;
2. To minimize state borrowing costs; and

3. To provide a reasonable financing mechanism within a
prudent debt burden.

Since the state is now rated AA, the first policy objective has been
revised to regain the AAA rating.

o The first policy guideline to accomplish the objectives limits
appropriations for General Fund debt service to 2.5% of General
fund revenue.

The second guideline of the Debt Management Policy limits the
ratio of the total general obligation long-term debt to 2.5%
of the total personal income of the ;uu.

The third guideline is to limit the ratio of the total debt of
state agencies, state public corporations and the University of
Minnesota to 3.5% of personal income of the state.

Higher interest rates over the past several years have r-sulted
in the state paying increased total interest expenses on 1ts
general obligation debt. Each year a greater portion of the
General Fund debt service goes for interest payments rather than

principal repayments.

From 1971 through 1981, with one short exception, inflation was
rising at a faster rate than the interest cost to the state.
During this period, the financing of capital projects by the sale
of bonds was advantageous, because cheaper future dollars could

be used to finance a project. However, the interest rate on state
bonds now significantly exceeds the curreant and forecast rate of
inflation. The use of bonding to finance capital projects now
results in a real interest rate penalty.

At present, $303,735,000 in bonds to be issued for past authorizations
remain because the Department of Fimance had to limit the sale of
m«{s ::.‘gzhigh interest rates and the state's budget problems in

. -

The number of authorized projects which can de build is based upon
the amount of bonds which can be sold. The amount of bonds which
can be sold is based upon the debt service appropriation in the
General Fund.
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Recommendation - General Fund Debt Service

The following recommendations are made for funding of capital projects
through fiscal year 1989,

‘o

2,

The General Fund appropriation for debt service should not
exceed 3.0% level of projected revenues.

All proposed projects which are actually repairs and betterments
should be funded by appropriations from the General Fund. The
amount recommended for the 1984 Session is $31,522,000.

Funding for capital projects which exceed the 3.0% General Fund
debt service guidelines should be financed by appropriations
from the General Fund, to the extent such revenues are available.

Limit the future sales of revenue bonds to reduce the total of
revenue debt to 3.5% of personal income. Limiting revenue bonds
sales would indicate to the bond rating agencies the state's
desire to control the future growth of revenue debt. The current
ratio is heavily influenced by the University Hospital Bonds. As
this issue matures and personal income grous. the targct of 3.5%
becomes achievable.

Cancel the authorization for projects for which the bonds are un-
likely to be sold. Bond authorizations which are greater than the
actual costs should be cancelled and the excess authorizations
appropriated for other projects.

Department of Finance
April &, 1984
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DEBT MANAGEMENT POLICY

The state estabiished a Debt Management Policy as part of the 1979 Capital
Budget. The policy had three objectives:

1. To maintain the state’s AAA credit rating;
2. To minimize state borrowing costs; and

3.

To provide a reasonable financing mechanism within a2 prudent debt
burden.

The first policy guideline to accomplish the objectives limits the
appropriations for General Fund debt service to 2.5% of General Fund revenue.
These gufdelines estadlished a basis for determining the carrying capacity
for debt of the Geners! Fund. In recent years, decause of high interest
rates, a greater portion of the General Fund debt service appropriation has
been used to pay interest rather than repay principal. In addition, because
of the recent recession, total General Fund revenues have slowed and that
has limited the growth in the appropriation for General Fund dedt service.
The actual percentage for Minnesota was 2.7% in 1983, A

The second guideline of the Debt Management Policy 1imits the ratio of
the total general oolig::ion long-term dedt to 2.5% of the total personal
income of the state. use of this ratio which is the traditional
ratio used by financial analysts in reviewing the dedt of states, allows
Minnesota to be compared with other states. The recent high interest
rates have reduced the amount of debt sold and therefore have reversed
the growth in this ratio. The trend nationally nas been a decline in
f:;; ratio in recent years. The actual ratio for Minnesota was 2.0% in




DEBT MANAGEMENT POLICY (Contd.)

The third guideline is to limit the ratio of the total debt of state
agencies, state public corporations and the University of Minnesota

to 1.5% of personal income of the state. This ratio was established at

a time when revenue dedt was receiving additional attention from the

bond rating agencies. The level of revenue debt, and the moral obligation
of the state which is attached to a portion of it, is now a consideration
in rating the state's general obligation bonds.

By estabifshing the 3.5% limit, which was the percentage in 1979 when the
Debt Management Policy was established, the state indicated to the
financial analysts its desire to limit future revenue debt growth. The
actual percentage in fiscal year 1983 was 3.8%.

The table below indicates the 1975-33 actual general obligation debt ratios
for the Debt Management Policy. Amounts based upon the biennial budget are
also shown. The amount shown for debt service is the amount actually paid
from the state Bond Fund, not the Gemeral Fund appropriation. The General
Fund debt service shown in the alternatives section of this report is the
appropriated amount transferred to the Bond Fund rather than the debt
service payment from the Bond Fund. The debt service amounts shown for
1984 and 1985 are estimates.

TABLE 1

General Fund General Fund General Fund
Outstanding Jebt Debt Service
Fiscal Debt Service to General Ffund

-

Year (Mil1lionms) (Mi1lions) Ylet Revenue ()

54.9
54.1
56.5
1.0
79.2
35.3
9.3
103.0
117.43
119.2

124.2

~N
.

.
e O e U OO D

1975 457.0
1976 462.6
1977 $95.9
1978 656.7
1979 696.1
1980 754.3
1981 784.3
1982 3.l
1983 835.0
1984« 919.6
1985* - 1,013.9

*Based upon the October, 1982 forecast and indicated debt service.

.
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The median ratio of state debt to personal income in 1781 was 2.1 for the
39 states whirh issue state general obligation indebtedness.

The state's credit rating was reduced from a AAA to 3 A by Moody's

{nvestors Service and Standard and Poor's Corporation in earl, 1732. The
state remains AA rated by both rating agencies. The reason for the down-
grading related primarily to the rapid increase in annual short-term burrseing,
, f:::‘o in 1979 to $850 million in 1982 and the budget gdifficulties of %ne

8 .




DEBT MANAGEMENT POLICY (Contd.)
[nterest Rates

Higher interest rates over the past several years have resulted in the
state paying increased total interest expenses on its general obliga-
tion debt. Each year a greater portion of the General Fund debt service
goes for interest payments rather than principal repayments. Bonds sold
today carry an interest expense obligatfon for 20 years.

Shown below s the difference in interest expense between a 20 year bond
‘ssue sold in December, 1963 at 3.!% an{ a bond issue with equal principal
if sold today at 8.5%.

01 fference

' Bonds Sold 12763 Bonds Sold Today Amount =
Principal 40,600,000 ©Principal 40,600,000 -0-
Interest 7,824,510 Interest 36,235,500 28,810,990 388

20 Yr. Total 48,024,510 20 vr. Total 76,835,500 28,810,990 60

The rate received on state bonds has risen substantially in recent years.
Shown below are all the bond sales since May, 1977, the amount of the sale,
the total 20 year interest expense and the percentage of total debt service
used for interest payments over the 20 years. The dond sales of August, 1981;
May, 1982; and August, 1982 were all made at interest rates over 10% and
resulted in total interest payments in excess of the principal cver the 20
year life of the bonds.

TABLE 11!

BOND SALES
May, 1977 - August, 1983

Total Percentage
Interest 20 Years Principal Debt Service
Date Rate Srincipal = Interest and Interest for Interest

May, 1977 4.688% S112,000,000 $58,377,300 $170,377,400 34.36.
January, 1978 a.ns 134,000,000 67,112,%00 201,113,300 33.27
February, 1980 6.3460 110,000,000 72,300,100 122,300,300 23.99
November, 1930 8.3742 90.000.000 79,683,200 169,622,200 25.36
Auqust, 1981 10.0065 63.000.000 63,.159.100 126,153,100 50.7%
May, 1982 10.33 62,000,000 67,750,500 123,750,000 52.22
August, 1982 10.5138 63.000.000 70.087.5¢0 132,027.500 52.56
August, 1983 3.6649 9,000,000 21,341,600 170,241,600 17.75

. - 3,-
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The graph below shows the relationship between the percentage increase in

inflation based upon the Private Non-Residential Construction Costs (PICNR)
and rate of interest on the state's bonds. From 1971 through 1981, with one
short exception, inflation was rising at a faster rate than the interest cost
to the state. During this period, the financing of capital projects by the
sale of bonds was advantageous, becauyse cheaper future dollars could be used
to finance a project. However, the interest rite on state bonds now signifi-
cantly exceeds the current and forecast rate of inflation. The use of bonding
to finance capital projects now results in a real interest rate penalty. This

penalty s a real cost to the state and i< paid for nver the 20 year life of
the bnnd. A consequence is that a future jeneration of taxpayers is required

to pay this penalty cost incurred by a decision made today.

PICNR Z CHANGE VS BOND INTEREST RATE
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Bond Authorizations

There are currently bonds authorized from past legislative sessions which

have not been sold. The unsold bond authorizations from the General Fund

are shown in Table [l1. In order to complete projects previously started

and to begin construction of previously authorized projects, the Jepariment

of Finance plans to conduct three additional bond sales during the 1984.3

biennium, Each sale would average 389 million, for a total of 3267 million
- of which §212 million would be for projects currently authorized.

-8 -
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TABLE 111

STATE GENERAL 0BLIGATION BONDS AUTHORIZED AND UNISSUED
S

Portion

Authorization Unlikely to
Year-Chagter Type Aythorization be Sold

71-856 Municipal Aid $ 20,000 $ 20,C00
BUILDING BONDS

79-300 Dam Safety Loans . 765
79-338 various Building 7,580
81-27% Univergity of MN - Hospital Loan 190,000 190,000
81-4 Varfous Building 11,350
81-304 Metropolitan Council/DNR 5.690
81-334 District Heating - Admin. Building 3,450
- Loans 43,485
81361 Various Building 4,840
81-362 Higher Education 41,147
82-639 Various Building 63
83-323 School Energy Loans 30,000
83-.344 Various Building 94,665

SUBTOTAL - BUILDING BONDS $ 433,035 s 190,000
TRANSPORTATION BONDS
79-280 Local Bridges 16.500

30-610 Railroad Rehadilitation 10,600
81-361 Interstate 58.700 52.%00

SUBTOTAL - TRANSPORTATION BONDS . 36,300 5 38,200
NS 116017 WATER POLLUTION CONTROL BONDS 21,300
30-564 WASTE MANAGEMENT B8ONDS 11,7170

TOTAL GENERAL FUND 8ONDS 572,625 252,300
33-17 TRUNK HIGHWAY BONDS 51,000
30-545 MAXIMUN EFFORT SCHOOL LOAN BONDS 6,225 5,225

TOTAL AUTHORIZED, 3uT yNISSUED 629,260 $275,12¢




Shown below is the cun;ent status of the bond auttwrixitious and the effect
on the batmco after the bonds sales in the biemnfum.

- Total Authorizations $629,860,000
Unlikely to be sola* 275,125,000
Trunk Highway 51,000,000
Net to be sold - (GF) . 303,735,000
Remaining Bond sales

1984-85 bLiennium e

Salance unsold 6-30-85 - (6F) $ 91,735,000

*This inciudes municipal atds, schoo’ loans, transportation bonds and the
University of Minnesota Hospital from Table III.

The $303,735,000 in bonds to be {ssued for past authorizations is high because
the Department of Finance had to limit the sale of bonds due to high interest
. rates and the state's budget prodiems in 1981 and 1982. The °91,73%,000
unsold balance at the end of the binmnium represents those projects which are
not expectad to completa construction during the biennium. The largest {tem
within this amount is for district heating projects.

The Department of Finance sells bonds to finance the construction of projects
based upon cash flow neads. When available, actual cash flow projections have
been used. When not avatlable, the historic relationship that approximately
40% of the funds are nesded the first year, 40% the second year, and 20% the
third has been used for'planning future cash flow requirements and the size
and timing of future bond sales.

Requasts for new authorizations for capital projects by biennium have been
received from state agencies as follows:

1984 Sesston $ 366,719,000
1985-87 485,548,000
1987-89 407,544,000

$1,254,831,000




Debt_tManagement Alternatives

The Debt Management Policy was established to provide guidelines for the
issuance of debt. The policy guidelines, as previously stated, provide a

. means of determining the carrying capacity of the state's general obligat-
tion debt. The guidelines also use the traditional dedbt to personal income
ratio as a measure of prudent state indebtedness. ODifferent alternatives

for the level of funding by the sale of bonds ard the effect on the guide-
lines of the Debt Management Policy were considered prior to the estadblishment
of this capital budget. Consideration was also given to the current high
interest rates and the interest obligations they impose on future taxpayers.

One objective of the Debt Management Policy when it was established in 1979
was to maintain the state's AAA rating. Today, with the state rated AA, the
objective has been revised to regain the AAA rating. Part of future evalua-
tions by the rating agencies will include the dedbt burden of the state.
Significant changes in the percentage of General Fund appropriations for debt
service or significant changes in the state's debt to personal income ratios
are considered as an indication of a weakening credit by the rating agencies.
Unhappily, there are no clear benchmarks or absolute ratios that would be
associated with the reattainment of the AAA bond rating.

The number of authorized projects which can be built is based upon the amount
of bonds which can be sold. The amount of bonds which can be sold is based
upon the dedt service appropriation in the General Fund.

Revenue projections used in this document are based uoon a continued economic
recovery which slows in 1986 and 1987. Renewed recession or stagflation would
reduce the growth of revenues and restrain the amount of the General Fynd
appropriation for dedbt service. Any decrease from projected revenues would
likely result in the reduced sale of bonds.

Four alternatives for the financing of capital projects were considered and are
discussed below. The first three alternatives represents levels of bondings
based upon different levels of General Fund appropriations for debt service.
The fourth alternative considered was pay-as-you-go.




Alternative 1

The first alternative considered was to finance past authorizations and alil
+.new request through fiscal year 1989 by the sale of bonds. Shown below are
" the timing of the sales, the effect on the guidelines of the Debt Management
Polficy, and the additional appropriatfon needed for debt service over the

current level.

Iable 1Y
Service Funding Al? Requents
($ in Thousands)

ng.n}j Genere) Fund Debt Additienal Generel
Sonds ously [ Service to Gemevel Fund Fund :uﬂulu
Mtherization -t Revenugs Persene [ecomp Over Cyrrent Lovel

1904 ] 75,000 -
1998 137,000 s 138,770
1908 30,448 213,690
41,29 8.8
1908 - 34,810
1909 - ’IM I
1990 . 1n:.601
" . 19,720

s 4,308
45,584.8
40.082.2

106,103.0
123,3¢6.4

fotals $ 07138 $1,221,22¢%

® Somis fssund to shew the """‘".'.\"" for suthorired ts started in previcus yeers.
oo Total agancy recuests exclusing Trumk *:.yr:l projec " o

The above Table IV shows that the Gener:: Fund dedt service to feneral Fuad net
_revenues reaches a peak of 4.2 in 1928. The dedt to personal income ratio
rises to 2.5 in 1987. In fiscal year 1989, the additional Seneral Fund
appropriation needed for dedt service exceeds the current levels dy 3122,.266.200.




Alternative 2

The second altermative considered was to hold the ratio of debt service to
General Fund revenues at the 2.5% level of the 1979 Debt Management Policy.

Tadle ¥

Debt Service Fending at 2.5T Leve!
($ t» Theusands)

Gonarel Fund Dedt Additional Generel
Strvﬁg to Ganeral Fund Fond w.tiu‘u
—tt fevergy Over Cervent Lgvel

1994
1908 2.%% ($21,200.2)

1908 2.8 ( 16,918.9)
1987 2.265 2.8 ( 6.60%.4)
1988 91,000 2.8 4,400.6

1989 113,500 2.8 17,810.8
1990 61,238

" 18,000

I

Totals $ 300,738 $ 310,000

* Gonds Tesund to show the completion of funding for autherized prejects started in previews yeers.

Bonds could be sold to finance $303,735.,000 in past authorizations and 3210,000,000
in new authorizations through 1989, However. new authorizations for the next
several years would de dramatically curtailed. The dedbt to personal income ratio
would decline to 1.4% in 1989. General Fund aporopriations could be reduced for
dtbttservico through 1987 with increases required over the current level in 1922
and 1989,




Alternative 3

——————

The third alternative considered was to appropriate 3.0% of anticipated General
Fund revenues for debt service. The level of funding and bond sales are shown

beiow.
Tadle ¥1
Debt Service Funding at 3.0% Level
($ fn Thousands)

g dSRREL,, it mem e e

1984 $ 7%,000 s P X . ]
s 197,000 5,000 X 2.1 S 3,303.6%
: 0, us 6,588 1.0 2.1 8.581.6
1987 awao 92,710 .0 2.0 2,193.6

1988 143,000 1.0 1.9 34,160.6

1989 148,000 1.0 1.8 $0,252.6

1990 89,208¢

m 254700
Tetals $ 303,738 $ 620,000

® Gonds tssued to show the cospletion of Tunding for suthorized projects started in previows years.
*© The add{iiona) appropristion needed will use the carry forwerd balance availadle from the F.Y. 1584 appropriation.

donds «cald be sold to finance $303,735,000 in past authorizations and
56¢0,0 9,000 in new authorizations through 1989. The dedt to personal income
ratic ~.uld decrease to 1.8% in 1989, Additional appropriations from the
Gener.  Fund for debt service would not be needed during this biemnium. How-
ever, additional appropriations over the current leve! would be needed each
year of the aext two biennia.

fisc:



Altermative 4

The fourth alternative considered was pay-as-you-go. Agency requests included
many items that could more appropriately be funded on a pay-as-you-go basis.

These projects are not capital improvements and could be categorized as repair
and betterments. Such projects include roof replacement, tuckpointing, electri-
cal rewiiring, plumbing replacement and similar work. :

The 1983-84 operating budget incorporated increases in appropriations for repairs
and betterments. Nevertheless, the deferral of such maintenance created a back-
log that will require several biennia to eliminate. Accordingly, the requests
in the capital budget were reviewed and recommended for approval in this capital
budget to be financed by an appropriation from the General Fund in order to
reduce the backlog. The Governor’'s 1985 budget recommendation will include
increased appropriations for maintaining the physical capital stock in order

to prevent a recurvence of this situation.

In addition, capital projects could also be considered for construction on a
pay-as-you-go basis. The long-term benefit of pay-as-you-go is that more
projects can be built with the same money since the state does not have to pay
interest on bonds. The short-term disadvantage of pay-as-you-go is that fewer
projects can be built in the early years when funds available from bonds would
otherwise be available. At the present interest rate of 8.5%, the total of
pr;ndpaltmd interest payments after 8.5 years is equal to the original princi-
pal amount.

Recommendation - General Fund Oebt Service

The following recommendations are made for funding of capital projects through 14
fiscal year 1989. - &

1. The General Fund appropriation for debt service should not exceed i
3.0% level of projected revenues. &

2. A1l proposed projects which are actually repairs and betterments
should be funded by appropriations from the General Fund. The s
amount recommended for the 1984 Session is $31,522,000. (

3. Funding for capital projects which exceed the 3.0% General Fund
debt service guidelines should be financed by aporopriations
from the General Fund, to the extent such revenues are available,

4, Limit the future sales of revenue bonds to reduce the total of
revenue debt to 3.5% of personal income. Limiting revenue

bond sales would indicate to the bond rating agencies the state’s
desire to control the future growth of revenue debt. The current
ratio is heavily influenced by the University Hospital Bonds. As
this issue matures and personal income grows, the target of

3.5% becomes achievable.

Cancel the authorization for projects for which the bonds are un-
likely to be sold. Bond authorizations which are greater than

the actual costs should be cancelled and the excess authorizations
appropriated for other projects.




Appropriating 3.0% of General Fund revenues for debt service was discussed in
Alternative 3 previously. Table VI on page 13 provides the information on the
effect of this level of bonding on the debt to personal income ratio and the
‘additional appropriations over current levels required from the General Fund.

Appropriating more than 3.0% of General Fund revenues for debt service would

not be prudent. The fincreased yearly debt service carrying cost to the General

Fund incorporated in the 3.0% guidelines is significant, and to go beyond that

trend could indicate that the state is not managing its debt in a responsible

manner., The state must simultaneously appraise the cost burden it can prudently Q
bear in the outyears as well as the message that bonding appropriation trends

send to the bond rating agencies and the bond market.

Projects which are authorized but for which bonds are unlikely to be sold are

- the University of Minnesota Hospital, transportation project, and municipal
aid. The total of these authorizations is $268,900,000. Project -authorization
balances which should be reappropriated to other projects include the following: )

University of Minnesota - Music Building S 4,525,000
- Soil Science, Plant Pathology 1,400,000

Subtotal S 5,925,000

Administration - Moorhead State University - District Heating S 2,485,000
Fergus Falls State Hospital - Heating Plant 2,550,000

Brainerd State Hospital - Remode! Residence 1,129,000

Rochester State Hospital - Remodel 81dg. 8 68,000

Capitol Complex - Tunnel to Mechanic Arts 412,000

Purchase MEA Building 3,135,000

Subtotal 79,779,000

Finance - Wood Conversion Loans 1,200,000

TOTAL

516,904,000

*The amount recommended for reappropriation exceeds the
amount of projects recommended to be financed by reappro-
priation by approximately $132.000.

The next four pages show information based upon these recommendations:
1.
2. Sale of Bonds at the 3" Debt Management Policy 5raph
3.
4,

General Fund Debt Service Transfer Graph

Additional Appropriations Over the Current Level
Bond “ales and Authorizations Table

_The last table is particularly important. It shows wnat in total can be
authorized in a given year. Note that the bonds would not be so0ld immediately,
_but over 3 three or four jear period. Thus in reviewing projects for inclusion
n the capital program, both the amount of authorization for a project, as well
$, the actual cost needs of the project must be fit iatn the total bond
'Muﬂoﬂ and sales uuci:y. ,
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Table VII

BOND SALES AND AUTHORIZATIONS
BY YEAR

(In Thousands)

Year of Sale

Year Of F.Y.
Authorization 1984

F.v.
1987

F.Y,
1988

F.y,
1991

Total

. Authorizatio

Prior to 1983 $ 49,780

1983 Session 25,220

1984 Session

1985-86

1987-88

TOTAL BOND
SALES

DEBT SERVICE
TRANSTER

INCREASE BIENKIUM
OVER BIENNIUM

$192,000

$147,700

$ 17,290

24,000

50,000 30,000

16,555 62,710

$117,000  $134,000

$153,000 $165,600

13.2%

$ 74,265

68,735

$143,000

$178,600

$ 21,470

126,530

$148,000

$194,760

17.32

$ 89,265

$ 89,265

$ 25,470

$ 25,470

$179,070
124,665
135,000

175,000

$310,000

$923,735




Gensral Obligation Oebt Authorizations with 1984-85 Recommendation

The table below shows the amount of new General Fund m;uthoriutions a ?ond
by the Legislature for the past five bienniums and the 1584-85 momp:utions.

Table VIII

Legislative
Sessfon__ Stennium Authorizations

1973-1974 1974-75 $ 173,570,000
1975-1976 1976-77 $ 160,309,000
1977-1978 1978-79 $ 293,266,000
1979.1980 1980-81 $ 246,855,000
1981-1982 1982-83 $ 485,140,000 1/
1983-1984 - 1984-35 $ 258,305,000 2/

1/ This includes $190 million for the University of Minnesota,
which, if sold, would be repaid by hospital revenues. Also
included is $43 million for District Heating Loans which
would be repaid by the borrowing municipalities.

2/ Includes $142,445,000 appropriated in 1983 session and $115,860,000
recommended for approval in the 1984 Session. An additional
$16,722,000 in projects is recommended to be financed by the

- reappropriation of previously authorized bonds.

The 1984-85 recommendation of $258,305,000 is below the average of the past
five bienniums of $271,828,000. Also, the 1984-85 recommendation is only
slightly higher than the amount authorized during the 1980-81 biennium.

Governor's Recomendation

The Governor's recommendations are made within the constraints of the Deb
Management Policy. They address the high priority capital improvement needs
of the state over the next five years. Authorization of some requests

for 1985 had to be deferred until 1988 and 1989 while others are recom-

mended for 198G and 1987. .

The Governor recosmends $132.582,000 authorization of specific projects

in 1984 for fiscal years 1985, 1986, and 1987 (A summary is shown in

Table IX.) Projects listed as 1986 and 1987 recommendations are preliminary
and would not become formal proposals until the 1985 and 1986 legislative
sessions. However, the three year proposal must be presented for legislative






