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Attached is the February 1, 2024 report of the Debt Affordability Advisory Committee
submitted to you pursuant to North Carolina General Statute §142-101. The report was created to
serve as a tool for sound debt management practices by the State of North Carolina.

The report provides the Governor and the General Assembly with a basis for assessing
the impact of future debt issuance on the State's fiscal position and enables informed decision-
making regarding both financing proposals and capital spending priorities. A secondary purpose
of the report is to provide a methodology for measuring, monitoring and managing the State's debt
levels, thereby protecting North Carolina’s bond ratings of AAA/Aaa/AAA. The methodology
used by the Committee to analyze the State’s debt position incorporates trends in debt levels, peer
group comparisons, and provides recommendations within adopted guidelines. The analysis
includes the projected issuance of all authorized but unissued debt.

The Committee is reiterating its recommendation that the State recognize the magnitude
of its unfunded pension and other post-employment benefit (“OPEB”) obligations that cover
retiree healthcare costs and to continue to address these liabilities with a continuing annual
appropriation of $100 million to the Unfunded Liability Solvency Reserve (“Solvency Fund”)
created by S.L. 2018-30. The Committee likewise is recommending continuing the single target
calculation utilizing the limitation that debt service and the continuing annual appropriation to the
Solvency Fund not exceed 4% of revenues.

I believe that these recommendations continue to address our unfunded liabilities and represent
action to preserve and protect the State’s “AAA” rating.

Respectfully submitted,
Dale R. Folwell, CPA,

State Treasurer of North Carolina
Chair, Debt Affordability Advisory Committee
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SUMMARY

Background and Context

A study of debt affordability is an essential management tool that helps to provide a comprehensive
assessment of a government’s ability to issue debt for its capital needs. S&P Global Ratings (“S&P”),
one of the three major bond rating agencies, has stated that “Most of the ‘AAA’ states have a clearly
articulated debt management policy. Evaluating the impact of new or authorized but unissued bond
programs on future operating budgets as well as unfunded liabilities are an important element of debt
management and assessing debt affordability.” Control of debt burden is one of the key factors used
by rating agencies’ analysts in assessing credit quality. Other factors include economic vitality and
diversity, fiscal performance and flexibility, administrative capabilities of government and
environmental risk factors.

The Debt Affordability Advisory Committee (the “Committee” or “DAAC”) is required to annually
advise the Governor and the General Assembly of the estimated debt capacity of the General,
Highway and Highway Trust Funds for the upcoming ten fiscal years. The legislation also directs the
Committee to recommend other debt management policies it considers desirable and consistent with
the sound management of the State’s debt. The Committee hereby presents its study for 2024.

Debt Controls and Ratings

Debt capacity is a limited and scarce resource. It should be used only after evaluating the expected
results and foregone opportunities. The Study enables the State to structure its future debt issuances
within existing and future resource constraints by providing a comparison of its current debt position
to relevant industry and peer group standards. The Study can thus be used to help develop and
implement the State’s capital budget and is premised on the concept that resources, not only needs,
should guide the State's debt issuance program. The Committee’s adopted guidelines attempt to strike
a balance between providing sufficient debt capacity to allow for the funding of essential capital
projects and imposing sufficient discipline so that the State does not create a situation that results in
loss of future budgetary flexibility and a deteriorating credit position.

The State’s ratings were affirmed in 2023 at Aaa (Moody’s), AAA (S&P) and AAA (Fitch). All the
State’s debt ratios remain at or below the median levels for the State’s peer group comprised of all
fifteen states currently rated “triple A” by all three rating agencies. North Carolina’s debt is
considered manageable at current levels. In affirming the State’s rating, Fitch Ratings, in a report
dated June 13, 2023 stated, “North Carolina's (the state) 'AAA’ Issuer Default Rating (IDR) and GO
bond ratings reflect its low liabilities, strong financial controls and solid long-term prospects for
continued economic expansion and diversification. The state's rainy-day fund and other reserves
provide a robust source of financial flexibility, although the rainy-day fund has periodically been
drawn upon to address nonfinancial emergencies and subsequently replenished. The rating on limited
obligation debt, one notch below the IDR, reflects the slightly higher optionality associated with the
requirement to appropriate.”

The Committee has adopted the ratio of debt service as a percentage of revenues as the controlling
metric that determines the State’s debt capacity. Over the ten-year planning horizon, the State’s
DAAC general fund revenue projections show a positive growth trend not excessively impacted from
earlier declines in economic activity or recent increases in interest rates. Debt service projections
incorporate the future issuance of $1.5 billion Build NC Bonds (Refer to “Debt Structuring
Assumption on page 34). Session Law 2021-180, ss. 40.9 (b) and (c) modified the “Connect NC
Bond Act” (S.L. 2015-280) to limit the aggregate principal to be issued to $1.6 billion (the amount
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previously issued). The remaining funds needed to complete the projects funded under the Connect
NC Bond Act ($400 million) will be funded through an appropriation and from available premium
funds from prior Connect NC bond issues. Therefore, no future debt service projections for Connect
NC were incorporated into the debt capacity model.

The General Fund model results show that the State’s General Fund has debt capacity of
approximately $1.63 billion in each of the next 10 years (up to approximately $8.5 billion in the first
year) after incorporating the Committee’s recommended policy that directs continuing annual
appropriations of $100 million to the Unfunded Liability Solvency Reserve (the “Solvency Fund”) to
begin to address the State’s unfunded Pension and OPEB liabilities. Session Law 2021-180, s. 2.2.(a)
has allocated $40 million to the Solvency Fund for Fiscal Year 2022 and $10 million for Fiscal Year
2023. The actual ratio of debt service to revenues is projected to peak at 1.82% this fiscal year.

Table 1
General Fund
Debt Capacity using 4.0% debt service/revenues target ratio
$100 million per year to be used to address unfunded liabilities
(In millions of dollars)
Fiscal Year 2024 2025 2026 2027 2028
$ to Unfunded Liabilities $100.0 | $100.0 | $100.0 [ $100.0 | $100.0

Total Additional Debt Capacity per
Year * $8,493.3 | $945.5 $292.0 $296.8 $736.4

Debt Capacity Available each and
every Year $1,627.5 | $1,627.5 | $1,627.5 | $1,627.5 | $1,627.5

* In addition to that already authorized but unissued. Assumes additional debt capacity is authorized and issued in stated fiscal year.

The Transportation model results shows transportation debt capacity of approximately $104.7 million
in each of the next 10 years or approximately $745 million in the first year. (See Section II —
Transportation Debt Affordability — page 25 for more discussion; project funding is not projected
to be significantly curtailed). Absent any future authorizations, transportation debt service as a
percentage of Transportation revenues peaks at 5.0% in FY 2029.



Table 2

Transportation
Net Tax-Supported Debt Capacity using 6.0% debt service/revenues target ratio

(In millions of dollars)

Fiscal Year 2024 2025 2026 2027 2028

Total Additional Debt Capacity
per Year * $744.7 $0.0 $0.0 $0.0 $0.0

Debt Capacity Available Each
and Every Year $104.7 $104.7 $104.7 $104.7 $104.7

* In addition to that already authorized but unissued. Assumes additional debt capacity is authorized and issued in stated fiscal year.
GAP Funding for North Carolina Turnpike Authority projects assumed to total $49 million annually.

On a combined basis, the General Fund and Transportation Fund’s debt service is projected to peak
at approximately 2.03% of combined revenues in FY 2024.

Table 3
General Fund and Transportation Funds
Combined Debt Service / Revenue Percentages

Fiscal Year 2024 2025 2026 2027 2028
General Fund 1.82% 1.44% 1.18% 1.08% 0.97%
Transportation * 3.39% 3.24% 3.65% 4.09% 4.47%
Combined 2.03% 1.70% 1.54% 1.53% 1.50%
Note: Percentages are based on forecasted revenues and debt service.

* GAP Funding for North Carolina Turnpike Authority projects assumed to total $49 million annually.




Refunding & Early Redemption Opportunities

Over the past ten fiscal years, the State has refunded approximately $2.2 billion of outstanding debt,
achieving budgetary savings of over $258 million. = Refunding opportunities are continually
monitored although additional savings are not likely to be realized during the coming year.

As part of the Fiscal Biennium 2023 — 2025 budget legislation (S.L. 2023-134, Section 40.1.(j)), the
General Assembly allocated funds to potentially pay off callable State of NC bonds and / or purchase
and cancel State bonds from the secondary market that have debt service paid from the State Capital
and Infrastructure Fund (SCIF) as long as the cost of redeeming or purchasing and canceling the
bonds is determined to be an economically prudent use of SCIF funds. Cash redemptions of bonds
can offer the advantages of quick execution, with lower market risk and lower transaction costs than
is possible through traditional bond refundings.

On August 16, 2023, the Escheat Fund, a fiduciary fund administered by the North Carolina
Department of State Treasurer (the “Department,” “DST”) under the direction of the State Treasurer,
purchased $20 million of par State of North Carolina Public Improvement (“Connect NC”’) General
Obligation Bonds, Series 2020A, (full 2040 maturity) at a significant discount to par (71.875%) for a
price of $14,375,000 plus closing costs. For the Escheat Fund, this transaction was determined to be
a permissible and prudent investment that would provide a return exceeding the STIF (“Short-Term
Investment Fund”) rate.

The State Treasurer, acting under the authority granted by S.L. 2023-134, Section 40.1.(j)(i1), has
requested that State purchase the 2040 maturity of the Bonds from the Escheat Fund and then cancel
them. The repurchase and cancelation of the 2040 maturity will reduce future General Fund interest
obligations by approximately $6 million. In addition, the State will be relieved of over $5 million of
future principal payments. Specifically, by purchasing the 2040 maturity of the Bonds for the
discounted amount (and any transaction costs), the State will avoid having to pay the $20,000,000
principal payment in 2040. The Department of State Treasurer hopes to complete the purchase and
cancellation by early February 2024.

Interest Rate Levels

Interest rates have remained moderate by historical standards but rose sharply in calendar 2022 and
2023 mostly due to the US Federal Reserve’s campaign to reduce the rate of inflation. The 10-year
benchmark Treasury closed at 3.995% on January 3, 2024. This is still lower than the long-term
average of 4.25%. Without unanticipated shocks to the economy or other negative factors, most
economists see interest rates leveling out early this year and declining later in the year. Major changes
to interest rates that would significantly affect the State’s capacity calculations still remain unlikely.

Other Recommendations
(See Appendices A and C for further discussion)

e Unfunded Pension and Other Post-Employment Benefits (“OPEB”’) Obligations
The State currently has unfunded Pension and OPEB obligations totaling $43.3 billion. The
bond rating agencies are scrutinizing these liabilities and measures to address them more

carefully. Regarding OPEB, in April 2022, S&P wrote “North Carolina’s reported share of
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OPEB liabilities is average, in our view, compared with those of peers.” “The most recent

material change to the OPEB plans was the repeal of retiree medical benefits for employees
hired after January 1, 2021.” In May 2022 Moody’s wrote “North Carolina takes a very
proactive approach to addressing its pension and OPEB liabilities, leading to the 13th-lowest
ranking of retirement benefit liabilities (ANPL - adjusted net pension liability and ANOL -
adjusted net OPEB liability) to GDP ratio among states. The state has prudently decreased the
assumed rate of return in its pension plans over the last several years, now down to 6.5%, while
increasing contributions. Additionally, the state established a mechanism to build up an additional
reserve to support retirement benefit liabilities, while also dropping eligibility for retiree
healthcare benefits for those hired after January 2021.”

The Committee recommends that the General Assembly continue to adopt policies to address
these liabilities, including a continuing appropriation to the Solvency Fund. See (General
Fund Analysis-Other beginning on page 17 and Appendix A) for more detail.

Control of Debt Authorization Authority and Management

Centralized debt authorization, issuance and management are considered one of North
Carolina’s credit strengths. Sponsoring agencies whose mission is to provide a particular
service or assets are not in the best position to make decisions that prioritize the use of the
State’s debt capacity. In the Committee’s view, the prioritization of capital projects and the
issuance of obligations or entering into financial arrangements that create debt or debt-like
obligations that increase the State’s debt burden should remain the prerogative of the General
Assembly.

State-Aid Intercept
The Committee strongly opposes proposals that would utilize a back-up pledge of State
appropriations to provide support for debt issued by other entities.

Structural Budget Balance and Continued Replenishment of Reserves Should Continue
to be a Priority
These are key ratings drivers contributing to the State’s “AAA” rating.

Consider General Obligation Bonds as the Preferred Financing Vehicle

The Committee recommends that the State consider General Obligation (“GO”) Bonds
generally approved by voters as the preferred, but not exclusive, financing vehicle to provide
funding for the State’s capital projects. The Committee notes that the $3 billion Build NC
Bonds were not authorized as GO bonds, contrary to the Committee’s standing
recommendation, and will prove costlier to the State as a result.

Budget Adoption

On September 22, 2023, budget legislation (S.L. 2023-134) was passed by the North Carolina
General Assembly (NCGA) and became law on October 3, 2023. The approved budget totals
$29.8 billion for 2023-24 and $30.9 billion for 2024-25. See (Comments on the 2023-25
Biennium Budget) in Appendix A beginning on page 40.



National Recognition for North Carolina’s Debt Affordability Study

In 2017, Pew Charitable Trusts (“Pew”) published a study on the debt affordability processes for all
50 states. Pew found that North Carolina is one of nine states they considered as “leading the way by
producing studies that give policymakers a clear understanding of their states’ debt levels through,
among other things, careful projections, smart benchmarking comparisons, multiple descriptive
metrics, and analysis.” The Office of State Treasurer wishes to thank the DAAC and all the
contributors to the study without whose participation the production of the Study would not be
possible.

SECTION I
GENERAL FUND DEBT AFFORDABILITY

Review of General Fund Debt
Outstanding Debt

The State issues two kinds of tax-supported debt: GO Bonds and various kinds of “Special
Indebtedness,” which are also known as non-GO debt or appropriation-supported debt. GO Bonds
are secured by the full faith, credit and taxing power of the State. The payments on all other kinds of
long-term debt, including Limited Obligation Bonds, Certificates of Participation (“COPs”), lease-
purchase revenue bonds and other debt like obligations are subject to appropriation by the General
Assembly. Appropriation-supported debt may sometimes also be secured by a lien on facilities or
equipment.

Debt that is determined to be self-supporting or supported by non-General Fund tax revenues does
not constitute net tax-supported debt but is included in the definition of “gross” tax-supported debt
used by some rating analysts.

The State’s outstanding debt positions as of June 30, 2023, is presented in Chart 1 on the following
page.



Chart 1

State of North Carolina Outstanding Net Tax-Supported Debt
The State's total outstanding debt at June 30, 2023 totaled approximately
$7.7 billion of which $4.8 billion was tax-supported.
Amounts
Tax-Supported ($ millions)
O General Obligation Debt $1,975.9
O General Fund ($1,975.9)
O Highway Fund ($0)
O Special Indebtedness $2,121.5
O General Fund ($995.1)
O Highway Fund ($1,126.4)
O NCTA Gap-Funded Appropriation Bonds $701.8
O Other Debt-like Obligations " $8.1
Total General Fund Tax-Supported Debt $2,979.1
Total Highway Tax-Supported Debt $1,828.2
Total Tax-Supported Debt $4,807.3
Non Tax-Supported
O GARVEEs $918.9
O NC Turnpike Authority (includes TIFIA) $1,836.2
U Guaranteed Energy Savings Contracts @ $109.6
Total Debt $7,672.0
(1) Installment Purchases etc.
(2) Total GESCs entered into through June 30, 2023 was $271.3 million.

Trends in Amounts of General Fund Debt

After showing substantial growth in the early 2000s, the State’s outstanding net tax-supported general
fund debt peaked in FY 2013 at approximately $6.2 billion and has declined to approximately $3.0
billion by June 30, 2023. The amount of outstanding debt is projected to begin to decline over the
next several years. Chart 2 below illustrates the outstanding amounts of General Fund net tax-
supported debt over the last five years and projects the amount outstanding through FY 2028. Absent
additional authorizations, the absolute level of General Fund tax-supported debt is not projected to
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exceed approximately $2.5 billion over the projection period and will decline by approximately 84%
over the next 10 years.

Chart 2

State of North Carolina General Fund Net Tax-Supported
Debt Outstanding 2019 - 2028 (Projected)

(Excludes Transportation Debt)

95,000 1 $4,038 $4128 §3993
§4.000 - B o

25U §2135 $1833 1551

Debt ($millions)
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2019 2020 2021 2022 2023 2024 2025 2026 2027 2028

Fiscal Year

Chart 2 above incorporates all of the State’s currently outstanding general fund debt. The State issues
debt on a cash flow basis and bond issues are timed to provide funds as they are actually needed
typically creating a lag between when debt is authorized and when it is actually issued. As of
December 31, 2023, the State did not have any General Fund authorized but unissued tax-supported
debt.

Uses of Total Outstanding Tax-Supported Debt

The following chart illustrates the uses for which the State has issued tax-supported debt, including
that used for transportation purposes, calculated on the amount outstanding on June 30, 2023. The
State has used the proceeds of its debt programs for many purposes with the two largest being to
provide facilities and infrastructure for higher education (39.1%) and transportation (38%).



Chart 3

North Carolina Total Outstanding
Tax-Supported Debt by Program
as of June 30, 2023

Correctional &
Youth Facilities

Higher Education 3.3%
39.1%

Transportation
38.0%

Repairs and
Renovations
1.8%

Hospitals
3.3%

Public Schools Other StateoProjects
0.1% 13.0%

Total Tax-Supported Debt at June 30, 2023 = $4,807.3 million

Debt Service

General Fund debt service as a percentage of revenues is projected to peak this fiscal year at about
1.82%. The absolute amount of annual debt service peaks at approximately $602 million in FY 2024.
The State’s projected debt service is illustrated below in Chart 4. This chart also illustrates the amount
of capacity for additional debt service that exists while remaining under the 4.00% guideline. After
providing $100 million annually for Pension and OPEB liabilities, there is available capacity to issue
additional debt in each and every year. The model calculates the additional debt that could be serviced
by this capacity.



Chart 4

State of North Carolina General Fund
Historic & Projected Debt Service
Net Tax-Supported Debt
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General Fund Historical and Projected Debt Service

As illustrated in Chart 5 below, debt service on general fund tax-supported debt (assuming no future
authorizations) will continue to decline and terminate by the end of fiscal year 2040.

Chart 5

State of NC General Fund Historical and Projected Debt Service
$900
$800
§700
$600
$500
$400
$300
$200
$100

$0

n ) Y
P 9P o o 9 P 9P 7 0 0 00 0 8 00 T 0808 90007 8 0 08

Debt Service (SMillions)

T St

Fiscal Year

==State of NC General Fund Debt Service (assumes no future authorizations)

10



General Obligation Bonds versus Special Indebtedness

General Obligation (“GO”) indebtedness is usually considered to be the highest quality of all the
various types of debt or debt-like instruments and usually carries the highest credit rating because the
full faith and credit of the State is pledged to its repayment. Several factors contribute to the high
rating, including the legal protections inherent in constitutionally permitted debt, investor confidence
in the pledge of the full faith and credit of the State and the presumption of the availability of the
government’s full resources. GO bonds are generally the most transparent of the various types of
State debt obligations and typically carry the lowest interest cost. The Fiscal Research Division
estimates that the costs of holding a GO bond referendum to be extremely modest and does not add
substantially to the cost of the projects being financed.

Special Indebtedness as defined in G.S. §142-82 (“SI”), is a commonly used financing vehicle
employed by most states and localities. Sometimes issued on an unsecured basis or sometimes
secured by a specific stream of revenues, a lease payment or financing agreement (and sometimes by
a security interest in the project being financed), such obligations are paid from annual appropriated
amounts for debt service. Depending upon market conditions, additional credit support and structure,
the financial markets usually assess an interest rate penalty of 5-25 basis points for the State’s
appropriation-supported debt when compared with the State’s GO bonds. Using the more
conservative penalty, this translates into approximately $3.4 million of additional interest over the
life of a typical $100 million General Fund-supported debt issue.

The rating agencies note that most states have incorporated alternative financing methods, including
lease-revenue, appropriation-supported or special-tax debt into their liability profile. Projecting both
the payoff of existing debt (most GO) and the issuance of the Build NC Bonds (SI), Special
Indebtedness debt now represents slightly over 50% of the State’s debt portfolio.

The State is currently limited in the amount of Special Indebtedness supported by the General Fund
it may issue by the provisions of S.L. 2013-78 that limits the amount of Special Indebtedness that
may be authorized to 25% of the total general fund-supported debt authorized after January 1, 2013.
Currently the State has the ability to authorize approximately $577 million of additional Special
Indebtedness under these limits. There is no analogous provision relating to SI supported by
Transportation funds.

The amount of the State’s historic and projected outstanding appropriation-supported debt is shown

below in Chart 6, with the percentage of appropriation-supported debt to total debt (including
transportation debt) noted.
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Chart 6

Actual and Projected Debt Outstanding by Type

s General Fund and Transportation
3,000

59.0% 53.6%

$2,500

$2,000

$1,500

S Millions

$1,000

$500
2015 2020 2021 2022 2023 2024 2025 2026 2027 2028

Excludes all debt of the MC Turnpike Authority Flscal \IFEH r

=0 Bonds  ssseSpecial Indebtedness

Two-Thirds Bonds

North Carolina’s Constitution permits the State to issue GO bonds without a referendum, to the extent
of two-thirds of the amount of GO bonds that have been paid down over the previous biennium. The
State has $448.3 million of Two-Thirds GO bond capacity. Two-Thirds capacity is a subset of total
capacity.

Review of State Credit Ratings and Comparative Ratios
Credit ratings are the rating agencies’ assessment of a governmental entity’s ability and willingness

to repay debt on a timely basis. As a barometer of financial stress, credit ratings are an important
factor in the public credit markets and can influence interest rates a borrower must pay.
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Chart 7

North Carolina Credit Rating Matrix

State of North Carolina
General Obligation Bond Credit Ratings

Rating Agency Rating Outlook
Fitch Ratings AAA Stable
Moody's Investors Service Aaa Stable
Standard & Poor's Rating Services AAA Stable

The State’s general obligation bonds are rated AAA with a “stable” outlook by Fitch, AAA with a
“stable” outlook by S&P and Aaa with a “stable” outlook by Moody’s Investors Service. These
ratings are the highest ratings attainable from all three rating agencies. In April 2022, S&P Global
Ratings wrote, “We believe rating pressure could potentially arise over the long term as a result of
increasing service, infrastructure, and capital demands as the result of a growing population and
recurring severe weather events. However, we expect North Carolina’s fiscal management practices
in place and commitment to structural balance will allow the state to address these pressures
appropriately. If the state were to soften affordability guidelines or indicate a lack of commitment to
demonstrated prudent management of its strong fiscal condition or structural balance, we could lower
the rating.”

North Carolina has enjoyed a long history of AAA ratings on the State’s general obligation bonds and
is currently well positioned to weather future economic downturns. The Rating Agencies, in recent
rating reports, have identified a number of rating sensitivities (factors) that, if they were to occur,
could individually or together lead to future unfavorable rating actions. Factors the Rating Agencies
contemplated include the following:

e Draws on the State’s Savings Reserve without subsequent replenishment.

e Prolonged economic stagnation with lower employment and GDP growth compared to peer
states.

e Imbalances due to increasing capital and service demands caused by rapid population
growth and natural disaster events.

¢ Inability to maintain fiscal balance in light of ongoing efforts to reduce the tax burden.

e Costs from a ruling in a court case regarding public education funding (the Leandro lawsuit)
and other general litigation issues.

Environmental, Social & Governance (ESG) Credit Risk Factors

North Carolina’s bond ratings so far have not been impacted by the incorporation of the ESG
methodologies. In an April 2022 report, S&P Global Ratings wrote, “We view North Carolina’s
environmental, social & governance risks (ESG) as having no material influence on our credit rating
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analysis.” In a May 2022 report, Moody Investors Service wrote, “North Carolina’s ESG Credit
Impact is neutral-to-low reflecting its moderately negative exposure to environmental risks, neutral-
to-low exposure to social risk and positive governance profile.”

Comparison of Debt Ratios to Selected Medians

A comparison to peer group medians is helpful because absolute values are more useful with a basis
for comparison. In addition, the rating agencies combine General Fund and Transportation tax-
supported debt in their comparative analysis. The sources for this information are reports issued by
Moody’s and S&P in 2023.

Chart 8 below compares North Carolina to its other fourteen peer group states rated “triple A” by all
three credit rating agencies (often termed “triple-triple A” or “AAA”) is presented below. Our peer
group states are of a diverse nature, but all demonstrate adherence to certain underlying core values
including prudent use (in some cases, extremely modest use) of debt although not all have a formal
debt affordability process. As shown in Chart 8, the State’s debt ratios are at or below the median
levels for its peer group.

Chart 8
North Carolina Net Tax-Supported Comparative Debt Ratios
Ratings Debt to Personal Debt per Debt as %
State (Fitch/S&P/Moody's) Income % ‘" Capita 3 ofgop " Debt Service Ratio
Indiana AAA/AAA/Aaa 0.6% $366 0.50% 0.92%
Tennessee AAA/AAA/Aaa 0.5% 294 0.40% 1.78%
lowa AAA/AAA/Aaa P 0.7% 392 0.50% 0.99%
Missouri AAA/AAA/Aaa 0.7% 378 0.60% 3.02%
South Dakota AAA/AAA/Aaa P 0.8% 557 0.70% 1.70%
Texas AAA/AAA/Aaa 1.1% 680 0.90% 2.35%
North Carolina AAA/AAA/Aaa 1.2% 700 1.00% 1.88%
Florida AAA/AAA/Aaa 1.0% 661 1.10% 4.70%
Utah AAA/AAA/Aaa 1.4% 827 1.10% 4.32%
Georgia AAA/AAA/Aaa 2.0% 1,144 1.70% 5.57%
Minnesota AAA/AAA/Aaa © 2.4% 1,638 2.10% 2.99%
Ohio AAA/AAA/Aaa © 2.8% 1,642 2.30% 4.59%
Virginia AAA/AAA/Aaa 3.0% 2,047 2.70% 4.05%
Maryland AAA/AAA/Aaa 4.4% 3,147 4.10% 5.86%
Delaware AAA/AAA/Aaa 6.9% 4,266 5.00% 6.09%
Peer Group Median 1.2% $700 1.10% 3.02%
Projected General Fund (GF) Tax-Supported Debt Ratios “ GF Tax-Supported
Debt to Personal Debt per Debt Service as a % of DAAC

North Carolina Income % Capita Revenues
2023 (Actual) 0.5% $278 1.96%
2024 0.4% 231 1.82%
2025 0.3% 195 1.44%
2026 0.2% 168 1.18%

® Source: Moody's Investor Services report dated September 26, 2023.

[ Source: S&P report dated July 10, 2023, defined as debt service as a % of general fund spending.

™ Implied by all three rating agencies. Have not issued GO debt.

f‘) North Carolina proiections are based on Februarv 1. 2024 DAAC Report. All other data reported 1 vear in arears.

%) Minnesota and Ohio were recently upgraded.
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General Fund Guidelines, Debt Affordability Model and Results

General Fund Debt Capacity Recommendations

The Committee has adopted targets and outside guidelines to analyze and/or serve as the basis for
calculating the recommended amount of General Fund—supported debt that the State could prudently
authorize and issue over the next 10 years. Each measure is discussed in more detail below.
1. Net Tax-Supported Debt Service after a continuing appropriation of $100 million to
the Solvency Fund as a percentage of General Tax Revenues should be targeted at no
more than 4.00% and not exceed 4.75%
2. Net Tax-Supported Debt as a percentage of Personal Income should be targeted at no
more than 2.5% and not exceed 3.0%; and
3. The amount of debt to be retired over the next ten years should be targeted at no less
than 55% and not decline below 50%.

Net Tax-Supported Debt Service as a Percentage of General Tax Revenues (4.0% Target, 4.75%
Ceiling)

The Committee has adopted the measure of annual debt service arising from net tax-supported debt
as a percentage of general tax revenues as the basis to evaluate the State’s existing and projected debt
burden for the General Fund and as the basis for calculating how much additional debt the State can
prudently incur. The Committee notes that policy makers control both variables that determine this
ratio. In addition, the Committee believes that by measuring what portion of the State’s resources is
committed to debt-related fixed costs, this ratio is a measure of the State’s budgetary flexibility and
its ability to respond to economic downturns. In May 2022, Moody'’s stated, “North Carolina has
conservatively managed its debt profile, reflecting a state constitutional provision that limits the
General Assembly's ability to incur general obligation debt. The constitution stipulates that the total
amount of legislatively authorized general obligation borrowing in any biennium is limited to two-
thirds of the amount of debt paid down during the preceding biennium. Voters must approve any
general obligation bond amount above the two-thirds limit. The General Assembly may approve
appropriation backed debt. Most of the state's debt is general obligation and appropriation debt,
structured for a rapid rate of retirement.” In April 2022, S&P stated “In our opinion, North Carolina
has a low-to-moderate debt burden, with rapid amortization. Its debt profile also benefits from
established debt affordability processes and limitations that have stabilized debt levels over time.”

Because there is often a time lag, sometimes of multiple years, between when debt is authorized and
when it is issued, the Committee determined that an optimized solution, whereby a fixed amount of
debt could be authorized and issued each and every year over the model horizon provides a more
useful management tool, and facilitates capital planning more effectively, than a measure that
assumes that all available debt capacity is utilized in the year in which it is available. It provides
decision makers with an estimate of how much debt could be issued annually (over the full 10 years)
without exceeding the limits even if the amounts authorized at any one time are much larger. In
practice, the limit imposed by the year(s) of the least capacity over the model horizon drives the
calculation process.
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DAAC Revenues

The model uses general tax revenues adjusted for one-time or non-recurring items, statutory transfers
to the Savings Reserve Fund (“Rainy Day Fund”) plus certain investment income and miscellaneous
revenues (“DAAC Revenues”). The Office of State Budget and Management (“OSBM”) and The
Fiscal Research Division (“FRD”) has been consulted to provide consensus projections through FY
2034. See Appendix B for more details on the specific revenue items utilized by the model and the
revenue projections utilized throughout the model horizon.

Debt Used in the General Fund Model Calculation

The model uses a definition of net tax-supported debt that includes all outstanding and authorized,
but unissued, GO Bonds, Special Indebtedness, and other debt like obligations that are owed to a third
party over a predetermined schedule payable from General Fund tax revenues. Excluded are
obligations of Component Units, Transportation debt actually paid from Transportation revenues,
unfunded amounts in the Pension Plans, Employment Security borrowings, OPEB liabilities and
Energy Performance Contracts if the debt service is being paid from energy savings. See Appendix
B for further details.

Debt Structuring Assumptions
The General Fund model uses a standard fixed-rate 20-year level principal or payment structure. See
Appendix B for further details.

Model Solution

Ilustrated below is the actual amount of new tax-supported debt that could be authorized and issued,
by year, using the 4% debt service to revenue target and providing $100 million to the Solvency Fund
annually.

Table 4

General Fund
Debt Capacity using 4.0% debt service/revenues target ratio
$100 million per year to be used to address unfunded liabilities

(In millions of dollars)

Fiscal Year 2024 2025 2026 2027 2028

$ to Unfunded Liabilities $100.0 $100.0 $100.0 $100.0 $100.0
Total Additional Debt Capacity per

Year * $8,493.3 | $945.5 $292.0 $296.8 $736.4
Debt Capacity Available each and

every Year $1,627.5 | $1,627.5 | $1,627.5 | $1,627.5 | $1,627.5

* In addition to that already authorized but unissued. Assumes additional debt capacity is authorized and issued in stated fiscal year.

16



Chart9

General Fund
Future Debt Service Ratios Assuming $1,627 Million New Debt Issued each Year
4.50%
]
3 0 : |
§ 4.00% L L L L o L L ‘;. — -— — 20
& 3.50% — B
/
I 3.00% —~ =
Y F -
g  250% -
g 2.00%
Q
L 1.50%
1.00% I I I I I I I I I
2024 2025 2026 2027 2028 2029 2030 2031 2032 2033
e Debt Service Ratios Line g 4 ()% Target Ratio Year

Sensitivity Analysis

The model results are highly sensitive to changes in revenue and interest rate assumptions. A one
percent change, either up or down, in general tax revenues in each and every year of the model horizon
will change the amount of annual debt capacity each and every year by approximately $19 million.
A variation in revenues of $100 million per year will impact the amount of new debt that may be
issued each and every year by approximately $5 million. A one percent change, either up or down,
in the interest rate assumption for all incremental model debt will change the amount of annual debt
capacity each and every year by approximately $140 million.

General Fund Analysis — Other

Pension and OPEB Unfunded Liabilities

It is very clear that all three rating agencies are placing pension and OPEB liabilities under greater
scrutiny and yet these liabilities do not yet rise to the level of tax-supported debt. Historically Fitch
has considered that “OPEB is a legally softer obligation than debt or pensions...”. Moody’s performs
a comparative analysis in its ratings process and S&P adds positive and negative score factors within
its ratings as a result of their analysis of pension and OPEB liabilities. The primary pension and
OPEB plans covering North Carolina’s teachers and state employees have total unfunded liabilities
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of $43.3 billion as reported in North Carolina’s 2023 Annual Comprehensive Financial Report
(“ACFR”). On a funding basis the combined total of the State’s actuarially determined pension and
OPEB contributions are in excess of 15% of the General Fund budget. It does not appear to be
consistent with our leadership in this area to not begin to address these liabilities.

Teachers’ and State Employees’ Retirement System (“TSERS”)

Although the State has fully funded the Annual Required Contributions (“ARC”) for the TSERS in
81 of the last 82 years, the Net Pension Liability is $16.7 billion as reported in the 2023 ACFR. For
the fiscal year ending in 2024, the Actuarially Determined Employer Contribution (“ADEC”) is
approximately $3.0 billion.

During 2018, the plan’s discount rate (assumed rate of return) was reduced from 7.20% to 7.00%. In
early 2021, the discount rate was further reduced from 7.00% to 6.50% as recommended by a regular
experience review conducted by the plan’s independent consulting actuaries. The increase in the
ADEC resulting from the discount rate reduction is being recognized gradually over the five years
beginning July 1, 2022, and once fully recognized, it is estimated to be $0.5 billion per year, compared
to what the ADEC otherwise would have been. The Board of Trustees’ Employer Contribution Rate
Stabilization Policy (“ECRSP”), which calls for additional contributions in some years with a goal of
keeping future employer contributions more stable, may serve to mitigate the year-over-year volatility
of employer contributions.

The rating agencies have begun to explicitly account for pensions in their methodologies (using
varying techniques) and The Center for Retirement Research at Boston College has found that
“several governments have experienced downgrades that have been attributed, in part, to their pension
challenges.” These actions by the rating agencies highlight the fact that pension plan assumptions
continue to evolve and that, for North Carolina to remain in the forefront of states in managing
pension liability, continuing analysis and potential change may be necessary.

As part of the rating agencies’ analyses, they are making certain changes to the information that states
provide to standardize the data and make comparisons possible. The Moody’s material for our
“AAA” peer group is presented below. Of note, Moody’s performs certain adjustments to the Net
Pension Liabilities reported by each state in order to improve comparability. Therefore, the
information below does not correspond to the assumptions or reporting approaches used by each state,
including North Carolina’s assumption of 6.50% annual investment return. When the adjusted net
pension liability was combined with the net tax-supported debt burden as a percentage of Gross
Domestic Product, Moody’s found that North Carolina ranked tied for 4™ lowest overall debt burden
when compared with all states, and tied for 2" lowest overall debt burden among our 15-state peer

group.
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Table 5

FY 2022 Debt and Moody’s-Adjusted Pensions Information - "Triple-AAA" Peer Group

Moody’s FY22 ANPL + Net Tax-
Adj. NPL ANPL Per Supported Debt as %
State (ANPL), S000 Capita ANPL as % of GDP of GDP
Tennessee 7,329,235 1,039 1.5% 1.9%
Florida 23,294,810 1,047 1.7% 2.8%
North Carolina 13,272,473 1,241 1.8% 2.8%
Utah 4,807,068 1,422 1.9% 3.0%
South Dakota 1,672,745 1,839 2.5% 3.2%
Georgia 12,560,357 1,151 1.7% 3.4%
Ohio 16,592,819 1,411 2.0% 4.3%
Indiana 17,735,622 2,596 3.9% 4.4%
Virginia 13,211,827 1,521 2.0% 4.7%
lowa 9,904,419 3,095 4.3% 4.8%
Missouri 16,405,560 2,655 4.2% 4.8%
Minnesota 12,376,124 2,165 2.8% 4.9%
Texas 141,536,018 4,713 6.0% 6.9%
Delaware 5,650,036 5,548 6.5% 11.5%
Maryland 56,704,110 9,198 12.1% 16.2%
Peer Median 13,211,827 1,839 2.5% 4.4%
Peer Average 23,536,882 2,709 3.7% 5.3%

Source — Moody’s Investors Service — Sector Profile (US States) Report dated September 26, 2023.

OPEB

Other Post-Employment Benefits (“OPEB”) that cover retiree healthcare costs administered by the
State are funded through the Retiree Health Benefit Fund (“RHBF”’). As reported in the 2023 ACFR,
the State’s Net OPEB Liability (“NOL”) was $26.7 billion, a 12% increase from the prior year. The
increase is primarily attributable to the increase in claims cost and short term trends in addition to
accounting for the impact of the Inflation Reduction Act on Medicare Advantage Rates. The
Actuarially Determined Employer Contribution is estimated to be $2.24 billion. The assets in the
Retiree Health Benefit Fund were augmented during FY 2022 by $35 million from the Public
Employee Health Benefit Fund in addition to employer contributions exceeding actual costs. The
funding ratio for the RHBF (the ratio of assets to the liability) slightly increased to 10.7%, compared
to 10.6% last year. An Employee Benefit Trust Fund (the “Solvency Fund”) has been established to
augment the assets of the TSERS Pension Fund and the RHBF (see Appendix D.) Session Law 2021-
180 has allocated $40 million to the Solvency Fund for Fiscal Year 2022 and $10 million for Fiscal
Year 2023. The General Assembly adjusted the percentage of salary to the RHBF in FY 2023 to
account for the $40 million drafted in FY 2022 and it is expected that the FY 2024 percentage of
salary contributions will account for the remaining $10 million.
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The rating agencies are also making strides in incorporating OPEB liabilities as part of a fixed cost
burden measurement (debt plus pensions plus OPEB), although their belief that governments have
greater legal flexibility to change retiree health benefits than they do to change debt service or pension
benefits, coupled with a lack of consistent OPEB data across the states, hampers such analysis. As
new Governmental Accounting Standards Board (“GASB”) rules governing the disclosure of OPEB
liabilities take effect, greater comparability and measurement is possible.

In a report issued in August 2022, S&P still warns against underfunding OPEB plans where they
“recognize it will likely be difficult for states to divert scarce resources to unfunded retiree health
care liabilities, [however] a continued lack of funding OPEB obligations indicates poor plan
management, and exposes state government to rising unfunded liabilities, fixed costs, and budgetary
pressure over time.” A table showing how North Carolina compares with the “AAA” peer group for
FY 2022 based on information compiled by S&P and sourced from state CAFR and GASB 74 reports
is shown below.

Table 6
North Carolina Comparative OPEB Position (Source: 2022 ACFRs and GASB 74 Reports)
State's State's
Proportionate | Proportionate
Share of Share of Contributions as| Contributions as
Total OPEB |Fiduciary Net| Net OPEB | NOL Per | Combined Plan | Combined Plan | Funded | % of Static  {a % of Minimum
State Liability ($M)|Position ($M) | Liability (SM)| Capita | NOL (M) |NOL Per Capita | Ratio (%)|  Funding' Funding’
Ohio 14,430 16,150 -1,721 -146 504 43 111.9 12.1 12.8
Utah 265 294 -28 -8 -28 -8 110.7 232.3 250.6
Indiana 295 243 52 8 59 9 82.4 88.1 82.5
Virginia 7,034 3,586 3448 397 1,647 190 51.0 80.0 67.8
Tennessee L172 445 727 103 1,834 260 38.0 131.4 107.4
Georgia 13,772 3,787 9,985 915 5482 502 27.5 52.7 39.5
North Carolina| 26,865 3,088 23,777 2,223 4,910 459 11.5 41.6 32.7
Delaware 9,060 583 8478 8316 7,664 7,525 6.4 37.2 26.9
Missouri 3,091 194 2,897 469 2,891 468 6.3 56.1 383
Texas 78,483 3281 75,203 2,504 55,951 1,863 4.2 29.8 22.0
Maryland 12,830 385 12,445 2,019 13,435 2,179 3.0 80.6 53.9
Florida 23,260 453 22,807 1,025 10,541 474 1.9 21.6 11.6
lowa 223 0 223 70 263 84 0.0 56.6 42.4
Minnesota 721 0 721 126 721 126 0.0 51.2 37.1
South Dakota’ N/A N/A N/A N/A N/A N/A N/A N/A N/A
Median 8,047 449 3,172 433 2,363 360 9.0 54.4 38.9
Average 13,679 2,321 11,358 1,287 7,563 1,012 32.5 69.4 59.0

1) Static Funding is calculated as service costs plus unfunded interest costs.

2) Minimum funding progress is calculated as static funding plus 1/30 of the unfunded liability. Minor OPEB plans not offering medical benefits were excluded.
3) South Dakota does not report liabilitiy for retiree health carebenefits.
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FY 2023 Changes in Net OPEB Liability

Reconciliation of the Net OPEB Liability
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The State’s efforts to address OPEB Liabilities

e In 2017 the Debt Affordability Advisory Committee recommended applying some of the
State’s debt capacity to reduce OPEB & Pension Liabilities.

e In 2020 the General Assembly deposited an additional $30 million into the Retiree Health
Benefit Trust.

e In 2018, the General Assembly created the Employee Benefit Trust Fund (Solvency Fund)
to help reduce OPEB and Pension liabilities.

e In2021 S.L.2021-180, s 2.2.(a) directed the allocation to the Solvency Fund $40 million in
FY 2022 & $10 million in FY 2023.

e New State of NC employees beginning work after December 31, 2020 are no longer eligible
to receive OPEB benefits.
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e S.L.2020-48 Sec. 2.2 (b) allows for the Treasurer, with approval from the Board of
Trustees, to direct a transfer of funds from the Public Employee Health Benefits Fund to the
Retiree Health Benefit Trust Fund.

e Effective 1/1/2021, a Medicare Advantage contract procured by the SHP reduced the fully
insured Medicare Advantage premiums to $0 for up to 5 years.

e Effective 1/1/2023, the SHP auto-enrolled all Medicare eligible retirees into the fully insured
Medicare Advantage program during open enrollment. Medicare retirees still have the
option to select the self-insured coverage option at that time.

Net Tax-Supported Debt to Personal Income (2.5% Target, 3% Ceiling)

As required by statute, the Committee has also established guidelines for evaluating the State’s debt
burden as a measure of personal income.

The ratio of General Fund tax-supported debt to personal income actually peaked at 1.8% over 9 years
ago and is anticipated to remain well below 1.0% and dropping to approximately 0.20% in 2026.
Chart 10 on the next page shows the amount of tax-supported debt as a percentage of personal income.

Chart 10
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Source: Population and Personal Income statistics provided by Moody’s Economy.com, courtesy of the North Carolina
General Assembly Fiscal Research Division.
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Ten-Year Payout Ratio (55% Target, 50% Minimum)

The rating agencies consider the payout ratio (a measure of the period of time over which a State pays
off its debt) as a credit factor. A fast payout ratio is a positive credit attribute. As illustrated in Chart
11 below, the State’s payout ratio exceeds its targeted level and is projected to improve further. The
chart illustrates that approximately 84% of the State’s General Fund debt will be retired over the next
10 years. In 2023, Fitch in particular noted, “Given rapid amortization of outstanding debt, we
expect the State’s debt levels to remain low even with additional borrowings.”

Chart 11
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Level of Reserves

As discussed previously, the rating agencies place a great deal of emphasis on budgetary reserves. In
a May 2022 report, Moody’s stated that “North Carolina's commitment to maintaining strong reserve
levels supports its high credit quality.”

The State ended FY 2023 with a positive fund balance in the General Fund of approximately $22.37
billion as calculated under generally accepted accounting principles (“GAAP”). This represents a
significant turnaround from the negative ending balances experienced during the recession which
reached -$778 million on June 30, 2009. The Savings Reserve (“Rainy Day Fund”) which is part of
the fund balance of the General Fund, was reported at $4.75 billion in the FY 2023 ACFR.

Session Law 2022-74 established the Stabilization and Inflation Reserve to make appropriation funds
available to be used for costs associated with inflation and other measures necessary to stabilize the
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State economy. The Stabilization and Inflation Reserve had a balance of $1.0 billion at June 30,
2023.

[G.S. 143C-4-2.(f) directs OSBM and the Fiscal Research Division (“FRD”) to establish a new target
balance for the Savings Reserve (“Rainy Day Fund”) by February 1Ist of each year. The 2023 target
for the current fiscal year is 11.8% of the prior year operating budget. The 2024 target is scheduled
to be set on or before February Ist. The Committee continues to recommend that sustainable
structural budgetary balance and continuing provision for an adequate level of reserves remain a
priority. In June 2023, Fitch Ratings wrote, “North Carolina's credit attributes are comparable to the
'"AAA’ rated peer states in its GDP decile (Georgia and Ohio) and above that of lower rated states
(New Jersey and Pennsylvania). North Carolina's revenue and expenditure frameworks assessments
and its low long-term liabilities compare favorably to its peers. It has superior resilience, as does its
'"AAA’ peers, although budget management remains a notch below its peers due to occasional use of
the rainy-day fund for non-financial emergency purposes, the history of delayed budget enactment
and tax policy adjustments that offset natural revenue growth.”

Chart 12 depicts the State’s historic General Fund Balance on a GAAP basis over the last five years.
The Savings Reserve (“Rainy Day Fund”) is a budgetary reserve account and is not reported as an
individual item in the GAAP basis financial statements, but it is included as part of the fund balance.

Chart 12
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*Major Components of “Other Fund Balance” are: Carryforward Reserve, Wilmington Harbor Enhancements Reserve,

Economic Development Project Reserve, Medicaid Contingency Reserve, Public School Contingency Reserve, Hurricane Florence
Disaster Recovery Reserve, Unfunded Liability Solvency Reserve, Medicaid Transformation Reserve Fund, Disaster Relief Reserve,
Opioid Abatement Reserve, Non-Reverting Departmental Funds, & Unreserved.
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SECTION II

TRANSPORTATION DEBT AFFORDABILITY

Review of Transportation Funds, Debt and Other Commitments

Highway Fund

The Highway Fund accounts for most of the activities of the Department of Transportation (“DOT”),
including the construction and maintenance of the State’s primary and secondary road systems. In
addition, it supports areas such as the North Carolina Ferry System and the Division of Motor
Vehicles and provides revenue to municipalities for local street projects (termed “Powell Bill
Transfers”) and to other State agencies. The principal revenues are motor fuels taxes, motor vehicle
registration fees, driver’s license fees, sales and use tax and federal aid.

Highway Trust Fund

The Highway Trust Fund was established by Chapter 692 of the 1989 Session Laws to provide a
dedicated funding mechanism to meet the State’s highway construction needs. The Highway Trust
Fund also provides allocations for secondary road construction, to municipalities for local street
projects and historically provided transfers to both the General Fund and the Highway Fund. The
principal revenues are highway use taxes, motor fuels taxes and various fees.

The Highway Fund and the Highway Trust Fund are in many ways managed as a combined entity.
Certain transportation revenues are deposited in each fund on a formulaic basis. Currently in SFY
2024, the Highway Fund receives 75% of the Motor Fuels Tax and the Highway Trust Fund receives
the remaining 25%. The formula has changed in recent years. In SFY 2022, the Highway Fund
received 80% of the Motor Fuels Tax and the Highway Fund received the remaining 20%. However,
various combined expenditures are routinely paid from one fund or another. For example, salary
expenses associated with the management of the Highway Trust Fund are actually paid out of the
Highway Fund and debt service on the existing Highway GO Bonds is paid from the Highway Trust
Fund. Powell Bill transfers are made from the Highway Fund. Due to the interdependent nature of
these funds, the Committee has determined that it is most useful to calculate the available debt
capacities of these funds (collectively “Transportation Funds”) on an aggregate, rather than
individual, basis. The resulting debt capacity is termed the “Transportation” debt capacity and is
reported separately from, but is then combined with, General Fund capacity. Pew found that
providing a separate calculation “allows policymakers to both focus in on liabilities of particular
interest and take a broader view of the state’s long-term obligations.”

On a combined basis, the Highway Fund and Highway Trust Fund are primarily involved with
construction and maintenance of the State’s highways. From total budgeted sources in FY 2023, the
Transportation Funds in total allocated approximately 79 percent ($5.0 billion) to capital intensive
infrastructure improvements (Transportation Improvement Plan (“TIP”) Construction, Highway
Maintenance and Other Construction). The Highway Trust Fund Balance was fairly constant through
much of State Fiscal Years 2022 and 2023 averaging approximately $945 million. The Highway
Trust Fund Balance has declined significantly during State Fiscal Year 2024 ($653 million on January
4,2024).
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Chart 13

Historical Highway Trust Fund Cash Balance Trends

Highway Trust Fund Cash History at Fiscal Year End
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The 2022 Appropriations Act (S.L. 2022-74) increased projected Highway Fund and Highway Trust
Fund revenues due to a new transfer of a percentage of General Fund sales and use tax revenues. See
Appendix C for more details.

Highway Debt

The State has a long history dating back to 1921 of authorizing debt to fund transportation projects.
The last such GO authorization (the “State Highway Bond Act of 1996”) authorized $950 million to
finance the capital costs of urban loops ($500 million), Intrastate System projects ($300 million) and
secondary highway system paving projects ($150 million). The GO Bonds authorized by the 1996
Act as of June 30, 2020, were fully retired.

The 1996 Act stated the General Assembly’s intention to pay the debt service on the Bonds from the
Highway Trust Fund but did not pledge the Highway Trust Fund revenues to make such payments.
Although the Act contained amendments regarding the priorities of the payment of funds from the
Highway Trust Fund to provide for the payment of debt service, such funds were not pledged to secure
the Bonds. Instead, the bonds were secured by “the faith and credit and taxing power of the State.”
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As such, the bond rating agencies did not analyze the ability of the Highway Trust Fund on a stand-
alone basis to service the debt when assigning their ratings.

Build NC Bonds

The Build NC Bond Act of 2018 (S.L. 2018-16) authorizes the issuance by the State Treasurer of up
to $3 billion bonds for regional and divisional transportation projects contained in the Statewide
Transportation Improvement Plan subject to a number of constraints including Council of State
approval; cash balances, measured at specific times, that dip below $1 billion; a recommendation
from the Treasurer that the bonds be issued; an issuance limitation of no more than $300 million per
year and compliance with the limitations contained in the Debt Affordability Advisory Committee
(“DAAC”) study. The bonds, authorized as Special Indebtedness, are also subject to the provisions
of Chapter 142, Article 9 (the State Capital Facilities Finance Act). The authorization expires
December 31, 2028. The Bonds are to be paid by appropriations from the Highway Trust Fund and
are limited to a 15-year final maturity. The issuance limitation was given a one-time increase to $700
million in FY 2020-21 by S.L. 2020-91, with no modification to the total authorization of $3 billion.
The maximum cash balance limit was increased to $2 billion for the 2021-2023 fiscal biennium, but
the maximum cash balance limit requirement was removed for bonds sold on or before June 30, 2022,
by S.L 2021-180, s. 41.3., as rewritten by S.L. 2021-189, s. 7.1.

The first tranche of $300 million (par) was issued on June 27, 2019 and were fully expended as of
December 31, 2020. The Build NC Bonds, Series 2019A were rated Aal by Moody’s and AA+ by
Fitch and S&P based upon their appropriation-supported status.

The second tranche of $700 million (par) Build NC Bonds, Series 2020B was issued on November
12, 2020. The Build NC Bonds, Series 2020B were rated Aal by Moody’s and AA+ by Fitch and
S&P based upon their appropriation-supported status.

The third tranche of $300 million (par) Build NC Bonds, Series 2022 A was issued on May 19, 2022,
and all proceeds have been expended as of November 30, 2023. The Build NC Bonds, Series 2022A
were rated Aal by Moody’s and AA+ by Fitch and S&P based upon their appropriation-supported
status.

The Department of Transportation exceeded the FY 2022-23 maximum cash balance limit required
under S.L. 2018-16 Build NC Bond Act) as amended (discussed above), and as a result, no Build NC
bonds will be issued in SFY 2023-24.

As stated above, the source of repayment for the Build NC bonds is the Highway Trust Fund (“HTF”).
Therefore, actions which diminish the HTF’s resources have the potential to impair the ratings of the
Build NC program.

Loans between the Highway Trust Fund and the Highway Fund

Between April 2018 and April 2019, the Highway Trust Fund made loans to the Highway Fund
totaling approximately $1.140 billion. Partial repayments have been made since State Fiscal Year
(“SFY”) 2020. As of December 28, 2022, these loans have been fully repaid. While these loans did
not impact the amount of combined Debt Capacity for the Transportation Funds, they did have the
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potential to impact the creditworthiness of the Highway Trust Fund which is the sole source of
repayment for the Build NC Bonds.

Office of State Auditor Performance Audit

In November 2019, the General Assembly passed Session Law 2019-251, which, among other things,
directed the Office of State Auditor to conduct an annual performance audit of NCDOT.

The FY 2020 and FY 2021 performance audits pointed out some key deficiencies and internal control
weaknesses around the development and management of NCDOT’s spending plan. The findings
noted inadequate internal controls around the individual highway divisions’ compliance with the
NCDOT Spending Plan, and that NCDOT’s Spending Plan model was not based on specific
scheduled projects and operations.

The Department of Transportation has made significant progress in addressing the primary findings
of the FY 2020 and FY 2021 performance audits. The FY 2022 and FY 2023 performance audits, as
summarized below, show that most of these earlier deficiencies have now been addressed as
recommended by the Office of State Auditor.

The FY 2022 performance audit was completed in April 2023. A copy of the State Auditor’s 2022
performance audit can be found at: https://www.auditor.nc.gov/documents/reports/performance/per-
2023-4200/open.

The audit contained the following Key Findings:

(1) The Department did not exceed its developed Spending Plan for SFY 2022. The Department
planned to spend approximately $6.86 billion, and actually spent $6.34 billion.

(2) The Department implemented OSA recommendations to (1) develop the Spending Plan based
specific projects and operations, and to (2) monitor and enforce highway division compliance
with the Spending Plan.

The FY 2023 performance audit was completed in January 2024. A copy of the State Auditor’s 2023
performance audit can be found at: https://www.auditor.nc.gov/documents/reports/performance/per-
2024-4200

The audit contained the following Key Findings:

(1) The Department did not exceed its developed Spending Plan for state fiscal year (SFY) 2023.
The Department planned to spend approximately $7.88 billion and spent $7.37 billion.

(2) The Department developed the SFY 2023 Spending Plan based on specific projects and
operations.

(3) The Department formally monitored and enforced each highway division’s compliance.
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General Obligation Bonds versus Special Indebtedness-Transportation Rating/Cost
Implications

As discussed above, the State’s GO Highway Bonds (retired on June 1, 2020) were issued as GO
Bonds and were not secured by any transportation revenues but enjoyed an implied General Fund
back-up. As a result, the bonds were rated on a parity with the State’s other GO Bonds (“AAA”),
permitting them to be issued at the lowest possible interest rates. If the Bonds had not been on a
parity basis but been rated on a stand-alone basis based solely on transportation backing, they may
not have been rated at the same level as the State’s GO Bonds. As described below, at least one rating
agency explicitly rates bonds supported by transportation revenues at two notches below the State’s
“AAA” rating.

Special Indebtedness, backed solely by Transportation funds, may not always be rated as highly as
the appropriation-supported bonds backed by the General Fund. For example, the “gap-funded”
bonds issued for the Triangle Expressway project where transportation appropriations provide for the
payment of debt service were only rated Aa2 by Moody’s, AA- by Fitch and AA by S&P at the time
of issue. (Note that Moody’s, S&P and Fitch have since upgraded the bonds to Aal/AA+/AA+).

Authorized as Special Indebtedness, the Build NC Bonds are likely to experience an interest rate
penalty of 5-25 basis points, depending upon market conditions, compared to a more favorable
interest rate had they been authorized as GO debt. This penalty ranges from approximately $13.5
million to $67.6 million over the life of the entire amount of $3 billion.

Of additional consideration is that bond counsel has determined that any bonding structure that
involves a true pledge of transportation revenues, the source of which is state-wide taxes or user fees,
would most likely require a voter referendum.

As a result of these factors, the Committee does not advocate the use of transportation-supported
stand-alone Special Indebtedness and instead advocates the use of GO Bonds for Transportation debt.

Debt Service on Highway Bonds

Debt Service on the GO Highway Bonds ended in June of 2020 as the bonds reached final maturity.
The amount of projected debt service supported by Transportation funds will increase as the Build
NC Bonds are issued to nearly $305 million in FY 2031. Debt service, both on an absolute basis and
as a percentage of Transportation revenues, is illustrated below. As discussed in more detail in
Appendix C, appropriation of funds to support debt obligations under the Build NC Bonds, bonds
issued by the North Carolina Turnpike Authority and any “availability payments” or other long-term
contractual arrangements that support Public Private Partnerships (“P3”) projects or similar
arrangements are treated the same as any other debt service obligation. This is consistent with rating
agency treatment. See Appendix C for further details and a discussion of transportation debt capacity
limitations.
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Chart 14

Transportation Debt Service Plus NCTA
GAP & DRAM Funding as % of Revenue
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Grant Anticipation Revenue Vehicle Bonds (“GARVEEs”)

A review of Transportation-related debt would be incomplete without a discussion of the State’s
GARVEE program. Although not supported by State Transportation or General Fund revenues and
therefore not technically a part of the Transportation debt affordability model, GARVEEs do
represent a financing vehicle that provides significant funds to the State to accelerate transportation
projects.

North Carolina General Statute §136-18 (12b) as codified by Session Law 2005-403 (“the GARVEE
Act”) authorized the State to issue GARVEEs to accelerate the funding of transportation improvement
projects across the State. GARVEEs are a revenue bond-type debt instrument where the debt service
is to be paid solely from future federal transportation revenues and has no other State support. The
State has issued multiple series of GARVEEs and the outstanding amount on December 31, 2022,
was $1.0 billion. The ratings assigned by Fitch, S&P and Moody’s for NC’s GARVEEs are,
respectively: A+/AA/A2. The low amount of GARVEE debt service relative to the federal
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reimbursements (approximately $151.3 million for FY 2023 versus actual collections of
approximately $1.298 billion) means that federal sequestration should not impair bondholder
payments. On September 16, 2021, an additional $252.6 million (par) of GARVEE Bonds were
issued, of which approximately $19.0 million (total, including premium) remained unspent as of
December 31, 2023.

North Carolina Turnpike Authority

The North Carolina Turnpike Authority (“NCTA”) as a part of the Department of Transportation is
authorized to construct and operate toll roads within the State and to issue revenue bonds to finance
the costs. The General Assembly has authorized funding to “pay debt service or related financing
costs” for various series of revenue bonds issued by the NCTA (called “gap funding”). The NCTA
on June 30,2023 had $701.8 million of such bonds outstanding that provided funding for two projects:
the Triangle Expressway project and the Monroe Connector project. The NCTA also had
approximately $1.8 billion (includes $679.7 million in Transportation Infrastructure Finance and
Innovation Act “TIFIA” loans) in toll-supported debt outstanding for these projects.

NCTA Build America Bonds (“BABs”) and Federal Sequestration

As part of the plan of finance for both the Triangle Expressway project and the Monroe Connector
project, the NCTA issued BABs of which approximately $217 million are outstanding. These bonds
depend upon a federal subsidy to make a portion of the interest payments due to bondholders. The
federal subsidy was reduced by approximately $234,400 for FY 2023 due to federal sequestration.
Reductions of a similar or slightly lesser size are anticipated for a number of the years into the future.
DOT reports that there were sufficient funds in the general reserve accounts associated with these
financings to make up for the shortfall so that bondholders were not affected. In addition, the debt
service reserve funds for these issues totaled approximately $28.5 million on June 30, 2023 and the
total (net) annual subsidy for the current federal fiscal year totals nearly $3.9 million.

In October 2020, NCTA closed on $499,460,000 of Triangle Expressway System Senior Lien
Turnpike Revenue Bond Anticipation Notes (BANs) pursuant to Article 6H of Chapter 136 and
Article 5 of Chapter 159 of the North Carolina General Statutes. The BANs were used to fund the
construction of the Complete 540 Phase 1 project which is an extension of the existing Triangle
Expressway. The BANs were later paid off with a single draw on the outstanding TIFIA Loan on
January 17, 2023. The issuance of the BANs resulted in net present value savings of nearly $12.5
million.

On January 30, 2024, NCTA closed on approximately $340.4 million of Complete 540 Phase 2 Toll
Revenue Bonds and entered into a new TIFIA loan in the amount of approximately $417.2 million.
The Complete 540 Phase 2 project is an extension of the Triangle Expressway System comprising of
a 10-mile extension from I-40 to [-87/ U.S. 64/U.S. 264 in Knightdale North Carolina.

Other Transportation Expenditures

Consistent with its treatment for General Fund debt affordability, the Committee does not advocate
including non-debt related Transportation obligations or commitments in the definition of liabilities
when measuring debt capacity. It is useful, however, to review the level of ongoing administrative
and other recurring expenses/transfers when analyzing the level of flexibility in the Transportation
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Funds. From FY 2019, the levels of these commitments are shown below both with and without debt
service as a percentage of total Transportation Revenues, including federal revenues. Over the last
five years, between approximately 7.6 percent and 8.7 percent of total Transportation Revenues are
allocated to administrative costs and transfers.

Chart 15
Transportation Expenses by Year
($ Dollars in Millions)
2019 2020 2021 2022 2023

Total Transportation Revenues " $5,553.2 $5,448.8 $5,783.3 $5,895.3 $6,548.6
Administration ? $291.5 $282.3 $208.2 $270.1 $322.2
Powell Bill Transfers 147.3 147.5 132.6 124.8 146.3
Transfers to Other State Agencies 41.8 43.5 44.2 50.7 55.6
General Fund Transfers - - - - -
Expenditures excluding Debt Service " $480.6 $473.3 " $475.0 $4456 7 $524.1
% Total Transportation Revenues 8.7% 8.7% 8.2% 7.6% 8.0%
Debt Service

Bonds $52.6 $91.3 $72.6 $ 96.2 $ 124.7

GAP Funding 49.0 49.0 49.0 49.0 49.0
Total Debt Service ® $ 1016 $ 1403 $ 1216 $ 1452 § 1737
Total Expenditures 582.1 613.6 596.6 590.8 697.8
% Expenditures/Revenues 10.5% 11.3% 10.3% 10.0% 10.7%
(1) Includes Federal Re
(2) Prior year administrative expenses have been restated to be net of receipts.
(3) State tax-supported debt service.

Loan from the Highway Trust Fund to the North Carolina Turnpike Authority

The NCDOT Board of Transportation and the North Carolina Turnpike Authority Board of Directors
have approved a short-term loan from the Highway Trust Fund to the North Carolina Turnpike
Authority (“NCTA”) in the amount of $100 million. These funds will be used to begin long lead time
items to support the Complete 540 Phase 2 project, including advanced right of way acquisition, tower
relocation (FAA and Cell Tower), etc. This loan is intended to be repaid from the proceeds of the
new Series 2024 Complete 540 Phase 2 Revenue Bonds (see above) scheduled to close in early
February 2024. The balance of the loan was approximately $35.3 million on December 28, 2023.

Transportation Debt Guidelines, Affordability Model and Results

The rating agencies view all debt supported by state-wide, generally applied taxes and/or user fees to
be “Tax-Supported Debt”. This combined treatment extends to all General Fund-supported, and to
Highway Fund and Highway Trust Fund-supported (“Transportation Fund”) debt. Some analysts
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apply the same treatment to debt supported by non-State revenues such as GARVEE bonds. The
Committee recognizes that the rating agencies compare the State to its peers utilizing a broad measure
of Transportation and General Fund debt and has reviewed the State’s relative status on this basis (see
Chart 8).

However, the State of North Carolina has a long history of viewing the debt supported by the General
Fund as tax-supported debt and its Highway Bonds as being non-tax supported (in this case, Highway
Trust Fund-supported) debt. The State’s existing debt affordability model excludes both
transportation revenues and transportation debt service as components of the General Fund
calculation. Continuing this practice, the Committee has determined that it should adopt a measure
of Highway Fund and Highway Trust Fund debt capacity that is separate and distinct from that
calculated for the General Fund. Although not common, this practice has been discussed with the
rating agencies who understand North Carolina’s incremental and separate approach to debt
affordability measurement.

The Committee also recognizes the inherent differences between the General Fund and the
Transportation Funds, not only in terms of the revenue streams, but also in terms of the commitments
on those revenues. In addition, the State’s transportation “enterprise” is, by its nature, a long-lived,
capital intensive, rapidly growing program. As such, a customized individual debt capacity model is
appropriate to measure the debt capacities of the Transportation Funds and the Committee believes
that an individual Transportation debt capacity calculation is consistent with the legislative intent of
S.L. 2007-551. As stated earlier, Pew found that providing a separate calculation for transportation
“allows policymakers to both focus in on liabilities of particular interest and take a broader view of
the state’s long-term obligations.”

Due to the interdependent nature of the Highway and Highway Trust Funds as discussed earlier, the
Committee has determined that it is more useful to calculate the available debt capacities of these
Funds on an aggregate, rather than individual, basis. The resulting debt capacity is termed the
“Transportation” debt capacity.

The Committee has adopted the ratio of annual transportation-related debt service as a percentage of
State transportation revenues as the measure to evaluate the level of Transportation debt capacity. By
measuring what portion of the State’s transportation resources is committed to debt-related fixed
costs, this ratio reflects the flexibility (or lack thereof) to allocate transportation resources to other
priorities.

Revenues Used in the Transportation Model Calculation

The model uses a definition of State transportation revenues that includes an aggregate of all State-
level revenues deposited into the Highway Fund and the Highway Trust Fund including the motor
fuels tax, highway use tax, motor vehicle license tax, sales and use tax and certain non-tax revenue
such as investment income. Consistent with the model mechanics for the General Fund, there is no
deduction for projected transfers to the General Fund, Powell Bill transfers or other non-debt
commitments. Federal transportation revenues are specifically excluded from the definition of
revenues used to calculate Transportation debt capacity as federal revenues have been pledged to the
State’s GARVEE program and are not available to back other transportation-related debt.
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Debt Used in the Transportation Model Calculation

The model uses a definition of State transportation debt service that includes Build NC Bonds,
Highway GO Bonds, gap funding, availability payments and other long-term contractual payments to
support P3 or other structures (see Appendix C for further discussion of DRAM payments) but
excludes the GARVEESs supported by federal revenues. There are currently no tax-supported capital
lease obligations that need to be included. Highway Trust Fund support for debt issued by the North
Carolina Turnpike Authority is included as a liability for model purposes.

Debt Structuring Assumptions

The standard calculation of the Transportation debt affordability model assumes that model debt is
fixed-rate 25-year maturity debt with an average interest cost of 6.15% and a level debt service profile
after the first year. This year, the Build NC Bonds were loaded into the model with the following
assumptions:

Fixed rate debt issued at 4%

Level debt service after the first year

15-year final maturity

$300 million issued in FY 2024-25 forward (Build NC Bond Act expires 12/31/2028). Due
to the time (Build NC Act expires 12/31/2028) and amount constraints ($300 million per year)
of the Build NC legislation, only $1.5 billion of the remaining $1.7 billion authorized but
unissued can be legally issued without a modification to the Build NC Act.

Transportation Debt Capacity Guidelines

The Committee has adopted a guideline of 6% for transportation-related debt service as a percentage
of state transportation revenues. In doing so, the Committee determined that the Transportation funds
enjoy a greater degree of budgetary flexibility than does the General Fund, and the Committee
determined that the State’s Transportation funds could support a higher ongoing level of debt service
as a percentage of revenues than was deemed appropriate for the General Fund. However, the
Committee also determined not to adopt the same 20% guideline (SL 2020-91 increased from 15%
to 20%) for Transportation debt capacity as was contained in the GARVEE legislation because
GARVEEs have higher annual debt service requirements due to their shorter maturity. Note that
when the GARVEEs were first issued, 12 years was the standard maturity in the marketplace. This
has commonly been replaced with a 15-year maturity structure, with some advisors recommending a
20-year structure. The effect is that a longer maturity allows more GARVEE debt to be issued than
originally contemplated under the limitations adopted.
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Table 8

Transportation
Net Tax-Supported Debt Capacity using 6.0% debt service/revenues target ratio

(In millions of dollars)

Fiscal Year 2024 2025 2026 2027 2028

Total Additional Debt Capacity
per Year * $744.7 $0.0 $0.0 $0.0 $0.0

Debt Capacity Available Each
and Every Year $104.7 $104.7 $104.7 $104.7 $104.7

* In addition to that already authorized but unissued. Assumes additional debt capacity is authorized and issued in stated fiscal year.

GAP Funding for North Carolina Turnpike Authority projects assumed to total $49 million annually.

Model Assumptions regarding Revenue Growth

The model uses consensus estimates for the revenues over the model horizon (see Appendix C).

Sensitivity Analysis

A one percent charge, either up or down, in transportation revenues in each and every year of the
model horizon will change the amount of first year debt capacity by approximately $45 million. If
the interest rate assumption for all incremental debt is lowered by 100 basis points (1%), an
approximately $75 million of debt capacity in the first-year capacity is created.

Comparative Transportation Ratios

Using SFY 2023 information where available, the State’s transportation-related debt service as a
percentage of State transportation revenues appears modest when compared with a peer group
composed primarily of states in the Southeast region, but also certain other states selected after
consultation with DOT. Within the peer group, both Missouri and South Carolina utilize an approach
that limits transportation debt separately from other state-level debt. In contrast, Georgia measures
available debt capacity on a combined basis, but has dedicated a great deal of that capacity toward
transportation priorities as shown in Chart 16 below. Finally, Tennessee has not issued state-level
debt for transportation purposes.
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Chart 16

Transportation Historical Peer Group Comparisons

Transportation DS % of

Ratings " D kA kit Transportation Revenues ?
(Yrs.)

Ratio Year
Tennessee © AAANAAA/Aaa N/A 0.00% 2023
North Carolina AAA/AAA/Aaa 25 3.76% 2023
South Carolina AAA/AA+/Aaa 25* 1.70% 2022
Florida © AAANAAA/Aaa 30 11.38% 2022
Virginia © AAA/AAA/Aaa 25* 3.22% 2023
Kentucky " AA-/A+/Aa3 30* 7.78% 2022
Missouri © AAA/AAA/Aaa @) 12.21% 2023
Texas "% AAA/AAA/Aaa 20* 4.04% 2023
Georgia " AANAAA/Aaa 25* 3.98% 2023

Median 3.98%

Average 5.34%

™ Fitch / Standard & Poor's / Moody's (updated in 2023).
@ Excludes GARVEE debt service (if any) and Federal Revenues.
® Tennessee finances transportation on a pay-as-you-go basis.
“) Ratio calculated by General Obligation Highway Bonds 2022 debt service divided by previous year 2021 pledged revenues.
® Department of Transportation debt service on Right-of-Way Acquisition and Bridge Construction Bonds as a percentage

of motor fuel & diesel fuel sales tax revenue.
©) Ratio calculated by (Total Debt Service - GARVEE Debt Service) / (Total Revenue - Federal Revenue - GARVEE Bonds).
) Ratio calculated road fund debt service divded by road fund revenues excluding other governmental agencies revenue.
® Ratio calculated on Missouri state road bonds Senior Lien, First, Second, and Third Lien debt service divided by

net pledged revenues.
©) The term of the bonds issued will be structured such that the average life of the bonds shall on average exceed the

useful life of the projects constructed by a minimum of two times.

(0 Texas state revenue includes motor fuels taxes, vehicle registration fees and other, smaller state revenues. Ratio
calculated on first tier State Highway Fund revenue bonds debt service divided by revenues.

) Calculated Georgia net tax-supported debt divided by pledged revenues (excluding GARVEE Bonds).
State Statutory Maturity Limit. Each state may have a shorter limit to final maturity in their debt management policy.
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SECTION III

Transportation and General Fund Ratios Combined

The Committee adopted the 6% Transportation guideline after analyzing the State’s position relative
to its peer group on an aggregate basis (General Fund and Transportation Funds combined), consistent
with rating agency practice. Illustrated below is how the State appears on a combined basis utilizing
debt service as a percentage of revenue percentages for both the General Fund and the Transportation
Funds. The Committee notes that the combined ratio (peaks at 2.03% in FY 2024).

Table 9
General Fund and Transportation Funds
Combined Debt Service / Revenue Percentages

Fiscal Year 2024 2025 2026 2027 2028
General Fund 1.82% 1.44% 1.18% 1.08% 0.97%
Transportation * 3.39% 3.24% 3.65% 4.09% 4.47%
Combined 2.03% 1.70% 1.54% 1.53% 1.50%
Note: Percentages are based on forecasted revenues and debt service.

* GAP Funding for North Carolina Turnpike Authority projects assumed to total $49 million annually.

Appendix A
Other Recommendations

1. Policy Recommendation regarding continuing a 4% calculation target for General Fund
Debt capacity and providing for ongoing appropriations to the Solvency Fund

The Committee is recommending that the 4% of revenues be continued as the targeted limitation for
debt capacity. Within this single calculation, a level continuing appropriation of $100 million to the
Solvency Fund is recommended to begin to address the pension and OPEB liabilities which totaled
$43.3 billion at fiscal year end. Under this policy the amount of available debt capacity is significant,
totaling approximately $1.63 billion per year for the next 10 years.
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Rating agencies have created new tests to compare units of government carrying these unfunded
liabilities. Additionally, investors and citizens have taken increased interest in how governments are
responding to challenges caused by the increasing levels of these liabilities. The rating agencies have
applauded the steps the State has taken recognizing the pension and OPEB liabilities in the DAAC
Study and establishing the Solvency Fund as a mechanism to accumulate assets to address these
liabilities. The 2020 General Assembly through the existing mechanism, deposited an additional $30
million directly into the Retiree Health Benefit Trust to help address OPEB liabilities. Session Law
2021-180 has allocated $40 million to the Solvency Fund for Fiscal Year 2022 and $10 million for
Fiscal Year 2023. Without continued meaningful action to address these liabilities, the positive credit
that the State has accrued will erode.

S&P in particular is quite blunt in commenting on state OPEB liabilities and the failure of most states
to make significant progress in reducing them. In a report dated August 3, 2022, S&P noted that
“While we recognize it will likely be difficult for states to divert scarce resources to unfunded retiree
health care liabilities, we believe that, on the whole, a continued lack of funding OPEB obligations
indicates poor plan management, and exposes state governments to rising unfunded liabilities, fixed
costs, and budgetary pressure over time. In the past, states contributing more than a paygo amount
toward these obligations have reduced contributions for budgetary relief. In states where legally
permissible, benefit design changes have also been considered to reduce annual costs.” The rating
agencies’ focus appears to have shifted away from states’ recognition of, and flexibility to address,
their OPEB liabilities and is shifting towards actively recognizing that states are not taking significant
action. We believe the rating agencies and other stakeholders will now expect concrete steps to devote
money to these liabilities on a consistent basis.

The Committee believes that a continuing annual appropriation of $100 million directed to the
Solvency Fund will allow the State to begin accumulating assets to address its unfunded pension and
OPEB liabilities without jeopardizing the funding of critical infrastructure projects. The state takes a
very proactive approach to addressing its pension and OPEB liabilities, leading to the fourth-lowest
ranking ANPL plus ANOL (adjusted net OPEB liability) to GDP ratio among states. A Moody’s
Report from July 2021 stated, “In 2018, the governor signed into law the Unfunded Liability Solvency
Reserve Act to further address the state's unfunded pension and OPEB liabilities. The act established
a Solvency Reserve, which is funded by budgetary appropriations and overflows of the Savings
Reserve once the reserve meets its statutory cap. The next opportunity for the state to appropriate
funds to the Solvency Reserve will be in the next biennium budget. Any accumulated balance in the
Solvency Reserve will be allocated to pre-fund the state's retiree medical and TSERS liabilities in
proportion to those plans' unfunded liabilities (about a 75%/25% split). Additionally, employees
starting after January 1, 2021, are not eligible for retiree healthcare benefits ESG considerations.”

2. Control of Debt Authorization Authority

As an alternative to traditional debt structures, various agencies historically have proposed “off
balance sheet” types of arrangements and/or specialized financing structures to provide funding for
capital projects, including various lease structures and other agreements arranging for payments made
over time subject to the availability of funds. Not only do such structures typically result in more
expensive financing and issuing costs, but they also circumvent the State’s historically conservative
debt management practices. The Committee continues to strongly recommend that the State of North
Carolina maintain its historically conservative debt management practices with regard to (1)
centralized debt authorization, (2) centralized debt management and issuance and (3) classification of
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debt and debt-like obligations when determining the debt burden. These practices are among those
considered by the rating agencies when assigning their “triple A” ratings to the State and ultimately
allow the State to maintain a healthy financial position.

Centralized debt authorization, issuance and management are considered one of North Carolina’s
credit strengths. As stated by Fitch the “Issuance and management of all North Carolina debt is
centralized” and “Centralized management of debt in North Carolina is a credit strength.” Fitch has
further noted that the “treasurer approves execution of each financing”. The Committee believes that
centralized debt management is a key best financial management practice and should be embraced by
the State as a matter of policy.

3. State Aid Intercept

In a number of legislative sessions, there has been legislation discussed and/or proposed that would
provide for the timely payment of special obligation bonds issued for the constituent institutions of
the University of North Carolina by requiring the State to “intercept” General Fund appropriations to
those entities in order to make debt service payments on “self-liquidating” indebtedness issued
pursuant to G.S. Chapter 116D. Similar proposals have been discussed and put forth by other State
entities. In essence, this back-stop of debt service obligations by the State’s General Fund provides
a form of bond insurance resulting in higher credit ratings and provides the issuer with debt service
savings.

The Committee strongly opposes on policy grounds providing credit support for debt issues whose
source of repayment was and is represented to be project revenues. The use of State appropriations
is not currently permitted to be used to pay debt service on such debt issues. In addition, the proposals
have not provided for appropriate levels of State oversight and control for debt issues that may
potentially utilize the State’s debt capacity and increase its debt burden.

4. Consider General Obligation Bonds as the preferred financing method

The Committee notes that the State has recently relied extensively, although not exclusively, on the
authorization of Special Indebtedness to finance capital projects. Due to the potential debt service
savings and increased transparency, the Committee believes that General Obligation bonds should be
considered the preferred, but not the exclusive, method to debt finance the State’s capital needs.

5. Structural Budget Balance and Reserve Replenishment

The Committee confirms its view that North Carolina’s priorities of achieving structural budgetary
balance and rebuilding the State’s reserve funds are strong evidence of financial stability and
flexibility. The Committee recognizes that long term budgetary stability and reserve fund
replenishment are key factors in maintaining our “triple A” bond rating. In an April 2022 report,
S&P states, “We believe rating pressure could potentially arise over the long term as a result of
increasing service, infrastructure, and capital demands as the result of a growing population and
recurring severe weather events. However, we expect North Carolina's fiscal management practices
in place and commitment to structural balance will allow the state to address these pressures
appropriately. If the state were to soften affordability guidelines or indicate a lack of commitment to
demonstrated prudent management of its strong fiscal condition or structural balance, we could lower
the rating.”
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State Budget

The total State budget for fiscal year 2023-24 was supported by four primary sources of funds: (1)
General Fund tax and non-tax revenue (45.16%); (2) Highway Fund and Highway Trust Fund tax and
non-tax revenue (6.96%); (3) federal funds (43.63%) and (4) other receipts, generally referred to as
departmental receipts (4.25%). Departmental receipts are revenues that are received directly by a
department but have not been designated as tax or non-tax revenue by the General Assembly.
Departmental receipts consist of tuition at universities and community colleges, patient receipts at
hospitals and institutions, sales of goods and services, grants and various other receipts.

The State’s Single Audit Report, with respect to the State’s compliance with major federal programs
during fiscal year 2021-22, reported the following allocation of federal program expenditures: 64.39%
to the Department of Health and Human Services, 8.54% to the University of North Carolina system
and its institutions, 10.54% to the Department of Public Instruction, and 3.45% to the Department of
Transportation; the remaining 13.07% was directed to other state government agencies.

All funds presented to and reviewed by the General Assembly and approved in accordance with its
procedures are considered “appropriated” or authorized by the General Assembly.

Comments on the 2023-25 Biennium Budget

The State of North Carolina appropriates operating and capital funds on a biennial (i.e., two-year)
budget cycle. In January 2023, the General Assembly began work planning for the current two-year
budget cycle, which runs from July 1, 2023, to June 30, 2025. The General Assembly passed the 2023
Appropriations Act (S.L. 2023-134) on September 22, 2023, and it became law ten days later without
the Governor’s signature. In addition to making appropriations for current operations and capital
investment, the 2023 Appropriations Act also included several major tax and nontax revenue changes.

The General Assembly passed a budget of $29.79 billion for fiscal year 2023-24 and $31.12 billion
for fiscal year 2024-25. The budgeted amounts reflect increases of 8.19% from the base budget for
FY 2023-24 and 11.88% from the base budget in FY 2024-25. The 2023-25 biennium budget included
significant non-recurring availability due to the unappropriated balance remaining from the previous
fiscal year ($818.33 million), reversions of unspent General Fund appropriations from FY 2022-23
($1.02 billion), and over-collections above certified revenues ($3.03 billion)

The major policy changes in the 2023 Appropriations Act are as follows:

e The 2023 Appropriations Act accelerated individual income tax rate reductions previously
enacted into law and made several other revenue changes that will, on net, reduce General
Fund revenues by $113.2 million in FY 2023-24 and $509.8 million in FY 2024-25. The Act
also authorizes up to three additional 0.5 percentage-point individual income tax rate
reductions if net state General Fund revenues meet or exceed thresholds (triggers) each fiscal
year between FY 2025-26 and FY 2032-33. The General Assembly’s Fiscal Research Division
and OSBM both anticipate FY 2025-26 General Fund revenues will be above the trigger
amount for that fiscal year, resulting in the individual income tax rate falling to 3.49% in 2027
and reducing revenues by an additional $2.1 billion in FY 2027-28

e The 2023 Appropriations Act transfers a total of $2.46 billion to the State Capital and
Infrastructure Fund (SCIF) for FY 2023-24 and $2.16 billion for FY 2024-25. The SCIF fully
funds debt service supported by the General Fund at $562.28 million for FY 2023-24 and
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$437.05 million for FY 2024-25. In addition, the 2023 Appropriations Act provides for
$167.71 million in funds across the biennium to redeem bonds when callable. Over the 2023-
25 biennium, the SCIF will fund capital projects and repair and renovation at the state agencies
($1.31 billion), the University of North Carolina System ($1.46 billion), and the Community
College System ($601.65 million). The SCIF also funds $333.02 million in grant-in-aid
projects for other non-state entities. Additional funds totaling $260.97 million are left
unappropriated for future projects beyond the 2023-25 biennium. This unappropriated
balance, coupled with the existing unappropriated balances, leaves a projected unappropriated
reserve of $1.17 billion at the end of the biennium.

The 2023 Appropriations Act provides 4.0% pay increase for FY 2023-24 and an additional
3.0% increase in FY 2024-25. The budget also appropriates a Labor Market Adjustment Fund,
equal to a one percent pay increase for General Fund supported personnel, to allow agencies
flexibility to attract and retain employees.

The 2023 Appropriations Act makes additional changes to pay for teachers, instructional
support staff, and principals. The teacher salary schedule increases such that the average salary
increase, including step increases, across the biennium is 6.3%. Principals, instructional
support staff and non-certified personnel receive a 7% compensation increase across the
biennium.

The 2023 Appropriations Act directs an additional $125 million to the Savings Reserve in FY
2024-25, increasing the total reserve to $4.875 billion (15.8% of FY 2024-25 appropriations).

The budget approves expenditure increases due to higher enrollment for the state educational
institutions, Medicaid enrollment changes, and the State Health and Retirement required
contributions, totaling $1.65 billion across both years of the 2023-25 biennium. In addition,
the Appropriations Act approves a one-time, nonrecurring 4% increase to retirees, totaling
$149.30 million.

The Appropriations Act funded Medicaid expansion beginning December 1, 2023. Since
December, over 310,000 people have been enrolled and are receiving full Medicaid coverage.
Within two years, Medicaid expansion is expected to increase healthcare expenditures by $5
billion annually. Medicaid expansion is fully paid for by the federal government and
additional hospital assessments and uses no state appropriations. In addition, North Carolina
will receive approximately $1.7 billion from an enhanced match rate the federal government
enacted in the American Rescue Plan Act to incentivize states to expand Medicaid. The North
Carolina legislature allocated this money in the state budget, using it to further healthcare
objectives and other capital projects.

The 2023 Appropriations Act includes substantial reservations of General Fund Revenue prior
to appropriation for General Fund expenditures. In addition to transfers to the State Capital
and Infrastructure Fund and Savings Reserve outlined above, the General Assembly reserved
$4.75 billion of General Funds for FY 2023-24 and $1.82 billion for FY 2024-25. These
reservations, over both years of the biennium, include a transfer of $2 billion to the Clean
Water Drinking Water Reserve, $1.25 billion to the Regional Economic Development Project
Reserve, $730 million to the Economic Development Project Reserve, $650 million to the
Medicaid Contingency Reserve, $550 million to the Transportation Reserve, $500 million to
the NCInnovation Reserve, $450 million to the Information Technology Reserve, $150
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million to the State Emergency and Disaster Relief Fund, $145.6 million to the Retiree
Supplement Reserve, $90 million to the Housing Reserve, $50 million to the Federal
Infrastructure Match Reserve, and $5 million to the Medicaid Transformation Reserve. After
the biennium, approximately $4.16 billion of General Funds, not including the State Capital
and Infrastructure Fund or Savings Reserve, are projected to be unappropriated.

Appendix B

General Fund Revenues and Liabilities and Debt Affordability Model 10-Year
Solutions

DAAC Revenues

The model uses general tax revenues adjusted for one-time or non-recurring items plus certain other
revenue items deemed available to service debt from the most recently available Annual
Comprehensive Financial Report. The following items are included:

General Fund Tax Revenues

Individual Income Tax
Corporate Income Tax
Sales & Use Tax
Franchise Tax
Insurance Tax
Beverage Tax
Tobacco Products Tax
Other Taxes

Other General Fund Revenue Items

e Investment Income
e Miscellaneous Revenues

Revenue Growth and Other Assumptions

The 10-year General Fund revenue projections start with certified revenues for the 2023-25 biennium.
For the three subsequent fiscal years, revenue amounts are equal to OSBM's forecasts (as the May
2023 consensus forecast), adjusted for enacted and revenue-contingent tax changes. Projections
beyond FY 2027-28 assume baseline tax revenue growth of 4.3% (based on historical and forecast
data), with adjustments for enacted revenue changes. OSBM projects that DAAC nontax revenue,
which includes Treasurer's investment income and miscellaneous revenues, will decrease after the
current biennium as short-term interest rates and General Fund cash balances fall, with non-tax

42



revenue streams excluding the investment income growing at half the rate of baseline tax revenue
growth. The projections include an adjustment for the statutorily required deposit to the Savings
Reserve and/or Unfunded Liability Solvency Reserve (ULSR) in the years after the current biennium,
but there are no adjustments related to the statutory deposits to the State Capital and Infrastructure
Fund.

The projected growth rate for baseline General Fund revenue decreased from 4.6% for the revenue
projections included in the 2023 Debt Affordability Study to 4.3% for fiscal years after 2027-28 due
to a decrease in the projected growth rate in nominal earnings and capital income.

SL 2023-134 reduces the individual income tax rate to 4.5% in 2024, 4.25% in 2025, and 3.99% in
2026. The legislation also lowers the individual income tax rate by an additional 0.5%, up to 3 times
(for an individual income tax rate of 2.49%), if General Fund revenues exceed specified benchmarks
(triggers) starting in FY 2025-26. OSBM's current projections anticipate FY 2025-26 revenues
exceeding the trigger and decreasing the rate by 0.5% to 3.49% in 2027. OSBM’s current projections
do not anticipate any additional triggers being hit. The timing and number of tax rate reductions are
sensitive to small changes in revenue projections and may differ significantly from current
projections. Due to these policy changes, tax revenues will grow more slowly than the baseline growth
rate until FY 2031-32.

In consultation with OSBM and FRD, DAAC consensus revenue projections are assumed to be as
follows:

Table 10
General Fund Revenue ($ millions)
Used in the Debt Affordability Model *
Revenues Growth Revenues Growth
Fiscal Year ($ millions) Rate Fiscal Year ($ millions) Rate
2023 $32,933.5 1.2% 2029 $32,725.2 1.9%
2024 33,089.2 0.5% 2030 33,769.9 3.2%
2025 32,805.2 -0.9% 2031 34,628.7 2.5%
2026 32,749.5 -0.2% 2032 36,047.0 4.1%
2027 32,519.2 -0.7% 2033 37,548.5 4.2%
2028 32,102.9 -1.3% 2034 39,146.8 4.3%
* General Fund recurring tax revenues, miscellaneous revenues and Treasurer's investments per OSBM / FRD.
™) Fiscal Years 2024 - 2034 revenue forecast as of December 2023. Fiscal Year 2023 is budgetary actual.

Liabilities

To calculate net tax-supported debt, credit analysts take into account all debt supported by general
tax revenues. This debt position shows the amount of indebtedness serviced from an issuer’s General
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Fund; that is, it reflects the debt service payments made directly from tax revenues and is known as
net tax-supported debt. Although a consensus appears to exist among credit analysts as to the
appropriateness of using net tax-supported debt as the standard for determining an issuer’s debt
position, there is less unanimity about the precise calculation. The Committee has determined to
exclude self-supporting debt from its calculations.

The model uses a definition of net tax-supported debt that includes GO Bonds, Special Indebtedness,
and other obligations that are owed to a third party over a predetermined schedule and paid from
General Fund Revenues. Should mandatory payments be due to contractors or others under P3s,
“Design/Build/Finance” or other such arrangements, those payments would be counted as a liability
for the model. Obligations of Component Units, Highway Fund debt that is paid from Highway Fund
revenues and other self-supporting debt, including performing Energy Performance Contracts where
the debt service is actually being paid from energy savings, are also excluded.

The model includes the actual debt service from all outstanding net tax-supported debt and for all
authorized, but currently unissued, tax-supported debt if such issuance does not require further action
on the part of the General Assembly.

The following is a list of those liabilities that are included in the General Fund model (outstanding
amounts as of June 30, 2023):

e GO Bonds supported by General Fund Tax Revenue - $1.976 billion
e General Fund appropriation-supported debt

o Limited Obligation Bonds - $995.1 million

o Certificates of Participation- $0.0 million

o Other debt like obligations - $8.1 million

Liabilities not included in the General Fund model (outstanding amounts as of June 30, 2023):

e Highway Construction General Obligation Debt supported by Highway Trust Fund - $ 0
million

e Highway Construction Special Indebtedness supported by the Highway Trust Fund - $1,126.4
million

e Short Term Tax Anticipation Notes (not supported by General Tax Revenue) - $0

e Obligations of the University of North Carolina System or other Component Units — $18.7
billion

o Energy Performance Contract obligations where such obligations are guaranteed and
approved pursuant to G.S. 142-64 and not supported by separate appropriations - $271.3
million issued with $109.6 million outstanding

e OPEB - $26.6 billion

e Pension liabilities - $16.7 billion

e Employment Security advances from the US Treasury not anticipated to be paid from General
Fund revenues. - $0

Note: Although these liabilities may not constitute tax-supported debt, some are obligations of the
State or various component units and the State’s General Fund, although not legally obligated to,
could be called upon to service these obligations if necessary.
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Debt Structuring Assumptions
The following assumptions were used in this year’s debt affordability model calculations:

e The State does not have any outstanding Variable Rate Debt and is not expected to issue any
over the model horizon.

e The State does not currently have any general fund authorized but unissued GO or non-GO
debt.

e Incremental model debt will be structured with a fixed rate 20-year maturity, a 6% interest
rate, and an overall level debt service profile after the initial year.

Note on Issuance of the Connect NC Bonds

Session Law 2021-180, ss. 40.9. (b) and (c) modified the “Connect NC Bond Act” (S.L. 2015-280)
to limit the aggregate principal to be issued to $1.6 billion (the amount previously issued). The
remaining funds needed to complete the projects funded under the Connect NC Bond Act ($400
million) will be provided by an appropriation and available premium funds from earlier issues.
Therefore, no future debt service projections for Connect NC were incorporated into the debt capacity
model.

Note on Interest Rate Assumptions
The DAAC model assumes consistency between the issuing assumptions used in the study and those
used for budgetary planning. The issuance of future authorized bonds could be at lower rates than

those stated above, especially in the early years. Such savings are not expected to significantly impact
the results of the Study.

[Remainder to page intentionally blank]
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General Fund
10-Year Model Solutions

4.00% Debt Service/Revenue Target

Table 11
General Fund
Debt Capacity using 4.0% debt service/revenues target ratio
$100 million per year used to address unfunded liabilities
(In millions of dollars)
Fiscal Year 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033
$ to Unfunded Liabilities $100.0 | $100.0 | $100.0 | $100.0 | $100.0 | $100.0 | $100.0 | $100.0 | $100.0 | $100.0

Total Additional Debt Capacity per
Year * $8,493.3 | $945.5 | $292.0 | $296.8 | $736.4 | $1,047.3 | $736.6 | $1,108.3 | $992.1 | $1,088.4

Debt Capacity Available each and
every Year $1,627.5 | $1,627.5 | $1,627.5 | $1,627.5 | $1,627.5 | $1,627.5 | $1,627.5 | $1,627.5 | $1,627.5 | $1,627.5

* In addition to that already authorized but unissued. Assumes additional debt capacity is authorized and issued in stated fiscal year.

4.75% Debt Service/Revenue Target

Table 12
General Fund
Net Tax-Supported Debt Capacity using 4.75% debt service/revenues target ratio
$100 million per year used to address unfunded liabilities
(In millions of dollars)
Fiscal Year 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033
$ to Unfunded Liabilities $100.0 | $100.0 | $100.0 | $100.0 | $100.0 | $100.0 | $100.0 | $100.0 | $100.0 | $100.0

Total Additional Debt Capacity
per Year * $11,315.3 | $940.8| $272.2| $261.0| $7,890.0 | $1,137.2| $810.5 | $1,230.3 | $1,121.2 | $1,249.1

Debt Capacity Available each and
every Year $1,986.0 | $1,986.0 | $1,986.0 | $1,986.0 | $1,986.0 | $1,986.0 | $1,986.0 | $1,986.0 | $1,986.0 | $1,986.0

* In addition to that already authorized but unissued. Assumes additional debt capacity is authorized and issued in stated fiscal year.
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Appendix C

Transportation Revenues and Liabilities and Debt Affordability Model 10-Year
Solutions

The Transportation debt affordability model uses all state transportation revenues plus other revenue
items deemed available to service debt for the most recent fiscal year. The following items are
included:

State Transportation Revenues

e Motor Fuels Tax
e Highway Use Tax
e Motor Vehicle Revenues
o Vehicle registration and title fees

Driver’s license fees
International registration plan fees
Penalties
Equipment inspection fees

o Other
Investment Income
Sales & Use Tax allocation
Other misc.
Federal Transportation Revenues are excluded

O
(@)
O
(@)

Revenue Growth

The Office of State Budget and Management (OSBM) and the Fiscal Research Division (FRD), in
conjunction with the North Carolina Department of Transportation (DOT), issued a consensus
revenue forecast for the Highway Fund and Highway Trust Fund in February 2023. The projections
include certified revenues for SFY's 2024 and 2025, which are equal to the February 2023 consensus
adjusted for post-consensus revenue changes. Combined Highway Fund and Highway Trust Fund
revenues grow 7.8% in SFY 2024 and 9.4% in SFY 2025 but slow to an average growth rate of 1.6%
per year after the current biennium.

Revenue changes account for most of the growth in combined revenues in the current biennium,
particularly the multi-year phase-in of a transfer of sales and use tax revenues from the General Fund
to the Highway Fund and Highway Trust Fund. In SFY 2023, 2%, or $205.5M, of General Fund sales
and use tax revenues were transferred to the Highway Fund. This transfer to transportation increases
to 4% in SFY 2024 and 6% in SFY 2025 (with 75% of this transfer amount going to the Highway
Trust Fund and 25% going toward the Highway Fund.)

Longer-run revenue growth accounts for a significant slowdown in motor fuels tax revenue growth

due to the continued adoption of higher-efficiency and non-gasoline powered vehicles and a
stabilizing market for new and used motor vehicle sales.
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The continued adoption of higher-efficiency and non-gasoline powered vehicles, and fundamental
long-term shifts in travel behavior caused by increased adoption of new telework practices will likely
affect transportation revenues in the years ahead.

Beginning in State Fiscal Year 2023, a portion of Sales and Use Tax Revenues net proceeds collected
under G.S. Chapter 105, Article 5 at the State’s general rate of tax set in G.S. 105-164.4(a) will be
transferred quarterly to the Highway Fund and Highway Trust Fund. The Transfer Percentages are
as follows:

Fiscal Year Percentage to Highway Fund Percentage to Highway Trust Fund
2022-23 2% 0%

2023-24 1% 3%

2024-25 and thereafter 1.5% 4.5%

The table below shows Sales and Use Tax transfer estimates (G.S. 105-164.4(a) through Fiscal Year
2032-34

Table 13

Sales and Use Tax Transfer Projections ($ millions)

Fiscal Year 2024) 2025 2026] 2027| 2028] 2029] 2030 2031] 2032] 2033 2034
Highway Fund 51062 5162.7| $168.1] $173.1] $178.5| $184.5] $191.2) S198.3| 52055 52128 52203
Highway Trust Fund | 5318.5| 5488.2| 5504.3| $519.2| $535.5| $553.6] $573.5 $594.8] $9616.7| 5638.4| 56609
Total 5424.6| 56509| $672.4| $692.3| $714.0] $738.1] S764.7) S$793.1] $822.2| 58512 58812
Table 14

Transportation Revenues ($ millions)

Revenues Growth Revenues Growth
Fiscal Year ($ millions) Rate Fiscal Year ($ millions) Rate
2023 $4,791.3 9.9% 2029 $5,932.5 3.2%
2024 5,165.1 7.8% 2030 6,015.2 1.4%
2025 5,649.9 9.4% 2031 6,112.8 1.6%
2026 5,642.1 -0.1% 2032 6,192.4 1.3%
2027 5,687.3 0.8% 2033 6,417.3 3.6%
2028 5,748.4 1.1% 2034 6,512.2 1.5%

* Revenue amounts per NC Department of Transportation (excluding federal revenues).

Fiscal Year 2023 is budgetary actual. Includes Sales & Use Tax transfer projections illustrated in Chart 13.
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Transportation Liabilities

The model uses the debt service from all outstanding and authorized but unissued Highway Bonds
(GO and Build NC Bonds) and includes transportation-related and installment purchase contracts if
appropriate. Debt service arising from the State’s GARVEE program is not included as a State
Transportation Liability because the GARVEEs are supported solely by federal transportation
revenues.

The General Assembly has authorized funding to “pay debt service or related financing costs” for
various series of revenue bonds issued by the North Carolina Turnpike Authority. The funds so
appropriated are legally pledged to support the bonds and bondholders will depend upon the
appropriations continuing. Therefore, the model treats the gap funding as the equivalent of debt
service because it represents ongoing Highway Trust Fund support of debt. $49 million of gap
funding is treated as debt service for each year over the 10-year model horizon. NCDOT has also
pledged certain operating and maintenance funds to secure debt, if necessary, to provide adequate
coverage levels. At the present, it appears that such funding will not be required. However, these
funds would be treated as additional gap funding for model purposes if NCDOT were to be required
to make such payments.

Availability Payments

The model counts “availability payments” as debt-like obligations. These payments are contractually
owed to the contractor or other service provider on a delayed schedule that stretches beyond the
standard construction period. Sometimes entered into as part of Public Private Design/Build/Finance
and/or other arrangements, the delayed payments represent debt service for contractor-provided
financing. The debt-like characteristics of availability payments (even if “subject to appropriation”)
mean that the payments are treated as a liability for the purposes of the model. The availability
payment arrangements that DOT entered into in connection with the [-485 project have been satisfied.

Developer Ratio Adjustment Mechanism (DRAM) payments

In connection with the I-77 P3 project, DOT has agreed to make certain payments over time to support
the project. The maximum amount of such payments may not exceed $12 million annually or $75
million in the aggregate. The actual amounts will be subject to the actual performance of the project.
However, the amounts projected to be needed provided by DOT using relatively conservative
assumptions are included in the model. As of December 31, 2023, the State has made no DRAM
payments. This is consistent with rating agency treatment. In 2014 Moody’s stated, “States...have
entered into P3 projects that incorporate a long-term contractual obligation of the state to make
availability payments or other types of contractual payments to the private partner that supports the

debt service of the project.” “[W]e view this contractual obligation as another form of general state
debt...”

Debt Issuance Assumptions

The following assumptions were used in this year’s Transportation debt affordability model
calculations because the Build NC Bonds have specific structuring limitations, and their issuance
utilizes all of the available Transportation debt capacity:

e There is no remaining authorized but unissued highway GO debt and $1.7 billion of authorized
but unissued non-GO Build NC bonds on December 31, 2023, but without modification to the
Build NC Act, only $1.5 billion of the $1.7 billion authorized but unissued can still be issued
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due to time (Build NC Act expires 12/31/2028) and issuance amount limits ($300 million per
year)

e The Build NC Bonds will be structured with a fixed rate 15-year maturity, a 4.00% interest
rate and an overall level debt service profile after the first year.

Transportation

10-Year Model Solution

Table 15
Transportation
Net Tax-Supported Debt Capacity using 6.0% debt service/revenues target ratio
(In millions of dollars)
Fiscal Year 2024 | 2025 | 2026 | 2027 | 2028 | 2029 | 2030 | 2031 | 2032 | 2033

Total Additional Debt Capacity
per Year * $7447 | $0.0 $0.0 $0.0 $0.0 $0.0 $0.0 $35.0 | $60.2 | $71.8

Debt Capacity Available each
and every Year $104.7 | $104.7 | $104.7 | $104.7 | $104.7 | $104.7 | $104.7 | $104.7 | $104.7 | $104.7

* In addition to that already authorized but unissued. Assumes additional debt capacity is authorized and issued in stated fiscal year.

Appendix D

Public Private Partnerships
Review of Recent Debt-Related Legislation

Public Private Partnerships-Debt

As the State enacts laws that permit the procurement and financing of assets through the use of Public
Private Partnerships (“P3’s”), care should be taken to ensure that sound debt management and
authorization practices are in place in the review and approval process. The term P3 can describe a
wide variety of arrangements in which a private sector entity plays a key role in the acquisition of an
asset and/or the provision of a service. While P3s may appear to provide a new source of funds in a
time of diminished revenues and debt capacity, such agreements often contain financing arrangements
with the private entity that results in that entity incurring debt or obligations secured, directly or
indirectly by governmental payments or charges to the citizens of that government. Governing
Magazine notes in an article from the November 2013 issue concerning P3s that “capital often comes
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at a cost that can exceed the expense of a typical municipal borrowing”. More states are coming to
this realization. In the summer of 2014, the state of Nevada dropped plans for a highway widening
project using a P3 after “discovering it would cost less for the state to manage the project itself and
issue municipal bonds,” according to an August 25, 2014, article in the Bond Buyer. More recently,
Kansas is reported to have delayed approving a P3 for a prison after the state auditor found,
“Traditional state bond finance could provide the state a better deal.” A February 15, 2018 article by
Kevin DeGood, Director of Infrastructure Policy at the Center for American Progress, illustrates the
potential impact on a governmental unit from the failure of a P3 concessionaire to meet contractual
obligations, as was the case with Indiana’s 1-69 Section 5 project. The Indiana Finance Authority
selected a P3 concessionaire in 2014 to finance, design, build / maintain the [-69 Section 5 project for
35 years. However, in 2017, the project was taken over by the Indiana DOT in order to avoid default
after the P3 concessionaire failed to meet key contractual requirements. According to the article
““...the total cost of completing construction...grew from $369 million to $556.2 million...an increase
of 51 percent.” The author concluded that the cost of public financing for this project was
significantly lower than the original P3 contract. See
https://www.americanprogress.org/article/public-private-partnerships-fail-look-southern-indianas-

69-project/

In times of diminished resources, governments should compare the costs of financing under a P3
arrangement with the issuance of more typical municipal debt when determining the preferable means
of financing the acquisition of an asset. S&P noted in 2015, “the debt of P3s faces an inherent
disadvantage compared with debt service on tax-exempt bonds, which states traditionally issue.” In
addition, NC State’s Institute for Emerging Issues stated in 2010, “it must be clear, though, that a PPP
is not 1.) a panacea that resolves all procurement issues, 2.) a way to get something for nothing, or 3.)
a privatization of traditionally public infrastructure.”

P3s do not create additional debt capacity although it may appear so if you do not view the agreements
as debt or debt-like obligations. However, these are often a commitment of funds in order to acquire
an asset and that must be treated like debt when determining debt capacity. Failure to make the
contractual payments could result in loss of the asset and create a default of a contractual liability to
another party, and would typically impact the credit rating of the government. The rating agency
treatment is clear: when a state’s payments are used to support or secure debt issued by a private
party, other public entity, and conduit issuer or through a lease arrangement, such debt will be counted
toward the state’s debt burden. Sponsoring agencies whose mission is to provide a particular service
or asset are not in the best position to make decisions that prioritize the use of a state’s debt capacity
or require a state to enter into debt-like arrangements. That decision should be made by the state’s
legislative body which represents all the citizens of the state and is equally responsible for providing
all services to all citizens.
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Review of Recent Debt-Related and other Legislation

S.L.2018-16 as amended by S.L.. 2019-251. S.L.. 2020-91. S.L.. 2021-180. and S.L. 2021-189
Build NC Bond Act 0of 2018

The Build NC Bond Act authorizes the issuance by the State Treasurer of up to $3 billion bonds for
regional and divisional transportation projects contained in the Statewide Transportation
Improvement Plan subject to a number of constraints including Council of State approval; cash
balances, measured at specific times, that dip below $1 billion; a recommendation from the Treasurer
that the Bonds be issued; an issuance limitation of no more than $300 million per year (the amount
authorized to be issued in FY 2021 was increased to $700 million by S.L. 2020-91) and compliance
with the limitations contained in the DAAC Study. The Bonds, authorized as Special Indebtedness,
are also subject to the provisions of Chapter 142, Article 9 (the State Capital Facilities Finance Act).
The authorization expires December 31, 2028. The Bonds are to be paid by appropriations from the
Highway Trust Fund. The bonds are limited to a 15-year final maturity. The maximum cash balance
limit was increased to $2 billion for the 2021-2023 fiscal biennium but the maximum cash balance
limit requirement was removed for bonds sold on or before June 30, 2022, by S.L 2021-180, s. 41.3.,
as rewritten by S.L. 2021-189, s.7.1.

S.L.2018-30

State Pension/Retiree Health Benefit Fund Solvency

The legislation established the “Unfunded Liability Solvency Reserve” (the “Solvency Fund”) as a
reserve within the General Fund that will be used to accumulate funds to be used to reduce the State’s
unfunded pension and OPEB liabilities. Funds in the reserve may only be used to reduce the long-
term unfunded liabilities associated with the Retiree Health Benefit Trust and the Teachers’ and State
Employees’ Retirement System, proportionate to the unfunded liabilities of the respective programs.
To the extent that the Savings Reserve balance has reached its statutory maximum, the Solvency Fund
will receive amounts that otherwise would have gone to the Savings Reserve. The Solvency Fund
may also receive additional appropriations. The General Assembly has allocated $40 million to the
Solvency Fund for Fiscal Year 2022 and $10 million for Fiscal Year 2023 in S.L. 2021-180, s. 2.2.(a).

Session Law 2017-57

State Capital and Infrastructure Fund (“SCIF”)

S.L. 2017-57 establishes a new fund to be used to address ongoing capital and infrastructure needs
effective July 1, 2019. 4% of the State’s General Fund net tax revenues are to be deposited into the
fund to be used to pay debt service (first priority) and then fund new capital projects and repair and
renovation projects. In addition, SL 2017-15 also directs a portion of the unreserved General Fund
balance be deposited into the Fund. These provisions were subsequently incorporated into the State
Budget Act. The Committee notes that the use of such funds for capital projects circumvents its
recommendation that a continuing appropriation of $100 million be directed to the Solvency Fund.
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G.S 105-164.44M(b) as codified by Session Law 2022-74

A portion of sales tax revenues collected under G.S. 105-164.44M(b) will be transferred to the
Highway Fund and Highway Trust Fund, with the first such transfers having occurred in State Fiscal
Year 2023. For State Fiscal Year 2024, 1% will be transferred to the Highway Fund and 3% will be
transferred to the Highway Trust Fund. A total of $114,225,885.06 for the quarterly sales tax transfer
occurred in October 2023, and it is estimated that a total of $424.6 million will be transferred in State
Fiscal Year 2024. From State Fiscal Year 2025 forward, 1.5% will be transferred to the Highway
Fund and 4.5% will be transferred to the Highway Trust Fund for an estimated total of $650.9 million
in State Fiscal Year 2025 (See Appendix C).

S.L. 2023-134 Section 40.1.(j)

On September 22, 2023, budget legislation (S.L. 2023-134 — Current Operations Appropriations Act
0f 2023) was enacted by the North Carolina General Assembly (NCGA) and became law on October
3, 2023. As part of the budget legislation, the General Assembly allocated funds to redeem or
purchase and cancel State bonds that have debt service paid from the State Capital and Infrastructure
Fund if (i) the cost of redeeming or purchasing and canceling those bonds is less than the estimated
market value the bonds would have if not redeemed or purchased and canceled or (ii) the bonds were
purchased by one or more of the funds listed in G.S. 147-69.2(a) between May 1, 2023 and October
31, 2023, in a principal amount not to exceed forty million dollars.

[Remainder to page intentionally blank]
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