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FY 2018-19 Debt Capacity Study

Purpose of the Study

The Current Operations and Capital Improvements Appropriations Act of 2015, which was signed into law on
September 18, 2015, added a new Article 5 to Chapter 116D of the General Statutes of North Carolina
(the “Act’), requiring each constituent institution (collectively, the “Institutions”) of The University of North
Carolina (the “University’) to provide the Board of Governors of the University (the “Board’) with an annual report
on its current and anticipated debt levels. The Act requires that the University, in turn, submit to the Office of
State Budget and Management, the Joint Legislative Commission on Governmental Operations, the State
Treasurer and The University of North Carolina System (the “UNC System”) an annual study incorporating each
Institution report.

This report (the “Study’) has been developed to address the Act’'s mandate to advise stakeholders “on the
estimated debt capacity of The University of North Carolina for the upcoming five fiscal years” and establish
“guidelines for evaluating the University’s debt burden.”

The Act also requires the Board to submit a uniform report from each institution regarding its debt burden and
anticipated debt levels, in addition to other data and information relating to each institution’s fiscal
management. Those Institution Reports are attached to the Study as Appendix D.

Methodology Used

Since the Act defines “debt” for the purposes of the Study to exclude debt serviced with “funds appropriated
from the General Fund of the State,” the Study primarily focuses on special obligation bonds issued under Article
3 of Chapter 116D (“special obligation bonds’ or “general revenue bonds”) and other long-term debt issued on
behalf of each institution to finance various capital facilities, including housing and other enterprise projects.

N.C. General Statute §116D-26(a) prohibits using the obligated resources of one institution to secure the debt
of another institution, meaning the University has no debt capacity independent of its constituent Institutions’
individual ability to issue debt. The Study does not, therefore, aggregate each institution’s individual debt levels
and obligated resources to derive a University-wide debt capacity metric. Instead, the Study offers a
comprehensive review of each institution’s debt capacity using the guidelines presented in the Act, which the
System has presented in detail in the Institution Reports included as part of Appendix D.

The Act expressly requires the University to establish guidelines for two ratios—debt to obligated resources and
a five-year payout ratio. The Study also includes two additional ratios that are more widely used to measure a
public university’s debt burden—expendable resources to debt and debt service to operating expenses. For
more details on the ratios, see the information under the caption “Description of Ratios” on the following page.

The Study is based on a financial model that has been developed to measure four ratios on a pro forma basis
over the next five years (the “Study Period’). Recognizing the wide diversity in enrollment, funding sources and
missions across each institution, the UNC System has worked with each institution to establish tailored and
meaningful target policies for its respective ratios.

While an institution’s ultimate debt capacity is affected by numerous quantitative and qualitative factors, for the
purposes of the Study, “estimated debt capacity’ is defined as the maximum amount of debt each institution
could issue without exceeding its ceiling ratio for debt to obligated resources in any single year of the study
period.

Page | 1



APPENDIX D
The University of North Carolina System

Description of Ratios

The model considers the following four ratios:

Statutory Ratios
Ratio Explanation Commentary
Debt to Obligated Compares each institution's * Provides a general indication of an institution's ability
Resources outstanding debt to the funds legally to repay debt from wealth that can be accessed over time
available to service its debt s Tied to the statutory framework for institution debt, so
ratio is not used outside the State
Five-Year Payout Measures the percentage of each * Indicates how rapidly an institution's debt is amortizing
institution's debt to be retired within and how much additional debt capacity may be created
the subsequent five year period in the near term
* Fiveyear horizon is not widely used

Supplementary Ratios

Ratio Explanation Commentary
Debt Service to Measures debtservice burdenasa ¢ Indicates aninstitution's operating flexibility to finance
Operations percentage of each institution's total existing requirements and new initiatives
operating expenses * Uses expenses rather than revenues because expenses

tend to be more table year-over-year
* Permits comparison to peers outside the State

Expendable Resources Measures the number of times each * Provides a general indication of an institution's ability to
to Debt institution's liquid and expendable repay debt from wealth that can be accessed over time

net assets covers its aggregate debt Permits comparison to peers outside the State

The first two ratios—debt to obligated resources and five-year payout—are mandated by the Act. While the ratios
provide useful snapshots of each institution’s debt profile and fiscal condition, the two ratios are not used
outside of North Carolina. To provide additional data points and peer comparisons, the Study tracks two
additional ratios—debt service to operations and expendable resources to debt.

Note that the Study uses each institution’s “Available Funds” as a proxy for its obligated resources. “Available
Funds” is reported publicly by each institution with outstanding general revenue bond debt and reflects how
Article 3’s “obligated resources” concept has been translated into the bond documentation governing each
institution’s general revenue bonds. The two concepts are identical for most institutions, but to the extent there
is any discrepancy, “Available Funds” will produce a lower, more conservative figure.

See Appendix A for more information on the ratios and the definitions for related terms.
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Overview of Target and Policy Ratios

For the two statutorily-required ratios—debt to obligated resources and the five-year payout ratio—each
institution has set both a target ratio and a floor or ceiling policy, as applicable. The target and policy ratios are
summarized below. See Appendix C for more information on the methodology each institution used in setting its
target and policy ratios.
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Conclusions

The following table summarizes the current estimated debt capacity of each institution as defined for the
purposes of the Study. The numbers in the table reflect the maximum amount of debt each institution could
issue in fiscal year 2020 without exceeding its ceiling ratio for debt to obligated resources during any year of
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the Study Period, after taking into account any Approved Future Projects. The Approved Future Projects for each
institution, if any, are detailed in its report included as part of Appendix D.

Estimated Debt Capacity Across the System (2020)
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The estimated debt capacity figures for ECU, NC State and UNC-Chapel Hill have been presented in a separate chart using a compressed scale to make the estimated debt
capacity figures for the other institutions easier to interpret.
FSU and UNCP are not currently rated by Moody’s. FSU and UNCP have been grouped based on their corresponding ratings from either Standard and Poor’s or Fitch.

Generally, debt capacity for each institution will grow over the course of the Study Period. The table below
summarizes each institution’s projected estimated debt capacity for fiscal year 2024, assuming it issued no
debt (other than debt to finance any Approved Future Projects) until the last year of the Study Period.

Estimated Debt Capacity Across the System (2024)
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The estimated debt capacity figures for ECU, NC State and UNC-Chapel Hill have been presented in a separate chart using a compressed scale to make the estimated debt
capacity figures for the other institutions easier to interpret.
FSU and UNCP are not currently rated by Moody’s. FSU and UNCP have been grouped based on their corresponding ratings from either Standard and Poor’s or Fitch.
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The credit ratings in the graphs on the previous page represent the Moody’s rating or assumed Moody'’s rating
as of June 30, 2019 except for UNC School of the Arts, which received its credit rating from Moody’s in January
2020. ECU, N.C. A&T, and FSU received rating changes after the end of the study period. Moody’s downgraded
ECU to Aa3. Fitch upgraded N.C. A&T to AA-. Standard and Poor’s lowered FSU to BBB+.

The range of capacities reflects the diversity among the Institutions, each with its own strengths, challenges and
mission. The Study reflects the general health and proactive management of each institution’s balance sheet,
much of which is attributable to the State’s history of strong support for the University and its Institutions. The
general growth in capacity over the course of the Study Period indicates relatively rapid amortization rates for
most institutions.

The limited debt capacity shown for Elizabeth City State University, UNC Asheville, UNC School of the Arts, and
Fayetteville State University reflect recent or future financings that have already been approved by the Board
and the General Assembly and are already factored into the debt-related ratios for those institutions. It is
anticipated those institutions will have limited additional borrowing needs during the study period.

A small handful of institutions are facing significant headwinds in terms of enroliment and revenue growth, which
is reflected in their debt capacity results. For those institutions, improving debt capacity alone may not be a
priority; instead, their debt capacity will improve as they continue to work with the UNC System to implement
new strategies and policies to meet their unique challenges.

While the Study provides useful insight into the overall fiscal position and capital needs of each institution,
policymakers and other stakeholders identify trends and challenges facing each institution and the University
over time, the Study also underscores the unique nature of public higher education debt and the value of the
UNC System’s centralized support and oversight. The Study’s emphasis on aggregate debt and asset levels is
valuable, but the current approval process, which is predicated on a collaborative, project-by-project analysis of
tailored cost estimates and project-specific sources of repayment, should continue to drive decision-making with
respect to any proposed project.

Recommendations
Recommended Use of the Study

Since the Study is framed broadly to accommodate the complexity and diversity of each institution’s mission,
business model, size and infrastructure needs, the Study should be used as a general assessment of each
institution’s overall fiscal position and to help Institutions, policymakers, and other stakeholders identify trends
and challenges facing each institution and the UNC System over time. Like any other management tool, the
Study is not intended as a substitute for the considered judgment of institution leadership, the UNC System, the
Board, or the General Assembly. An institution may be better served, for example, foregoing a project when it
has significant debt capacity or pursuing a financing even if doing so would cause the institution to exceed one
of its stated target ratios.

While the Study will help policymakers and stakeholders determine when additional scrutiny for a project may
be warranted to ensure Institutions are deploying debt prudently and strategically, institution debt policies and
the University’s debt approval process—-which is predicated on a project-by-project analysis of tailored cost
estimates and identified sources of repayment—should continue to drive decision-making with respect to any
proposed financing,
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The graphic below summarizes how the Study is intended to be integrated into a comprehensive debt
management framework that includes each institution’s debt policy and the University’s debt approval process.

Annual Debt Capacity Study

¢ Provides a snapshot of each institution’s
current estimated debt capacity

e May indicate when a proposed project requires

heightened scrutiny CU rrent Annual
e Updated annually to reflect newly approved

debt and the institution’s latest financial results De bt De bt

and projects Approval Capacity

Institution Debt Policy
e Clarifies each institution’s strategic approach to
debt and its capital investment needs

Process Study

e Establishes criteria for evaluating projects and
approving debt, including benchmarks to
measure prudent debt levels

Current Debt Approval Process | nst | tu t| on

e Evaluates each proposed project’s affordability
based on identified sources of repayment and De bt
projected impact on student cost POIle

e Uses estimated debt capacity results to assess
strategic value of proposed projects in light of

an institution’s overall debt burden, mission,

and needs

Debt Consolidation Initiatives

In keeping with the State’s constitutional mandate to provide all people of the State with access to the benefits
of the University at the lowest practicable cost, the Board and the UNC System are committed to exploring all
options that may help the institutions operate in a more cost-effective manner.

As discussed above and in more detail on Appendix B, institutions generally meet their financing needs by
issuing general revenue bonds through the Board under Article 3 of Chapter 116D of the General Statutes of
North Carolina, as amended. Under the current approach, the bonds issued on behalf of each institution are
rated and priced based solely on that institution’s ability to repay the debt from its own resources. This siloed
approach results in a wide range of borrowing costs across the System, with the smallest institutions forced to
borrow at interest rates significantly higher than the rates charged to the largest institutions.

To find a more efficient way for institutions to obtain financing and for smaller institutions to access the capital
markets, the Board and UNC System continue to explore options to develop and implement a new consolidated
borrowing structure that would provide credit support to institutions in the System. Under the proposed
structure, a credit facility would be in place to lend to participating institutions, subject to diligence review by the
UNC System and receiving approval by Board of Governors. The UNC System Office is evaluating various
structures and options to accomplish this goal and the extent to which legislative changes may be required to
effectively implement those solutions.
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Use and Impact of Project-Based Financing Structures

Project-based financing structures—i.e., debt obligations payable solely or primarily from the financed project’s
revenues (collectively, “Project Financings”)—have been used effectively throughout the State for many years.
Institutions have structured their Project Financings using both their affiliate support organizations (collectively,
“Foundation Financings”) and unaffiliated, tax-exempt organizations (collectively, “Privatized Financings”). Many
Project Financings have been structured with the support of master lease arrangements with the institutions
(collectively, “State-Supported Project Financings”), while others have been structured so that the institutions
have no obligation to repay any associated debt (collectively, “Nonrecourse Project Financings”).

Since project revenues in Nonrecourse Project Financings accrue to the project owner and not the institution,
Nonrecourse Project Financings are not payable from the obligated resources of an institution and have
therefore been excluded from the Study’s debt capacity calculations. By contrast, State-Supported Project
Financings, which are supported by the institution’s obligated resources, are included in the Study’'s debt
capacity calculations.

Over the past year, several institutions have entered into (or have obtained approval to enter into) large-scale
Project Financings for new, on-campus housing facilities. Each of those transactions has been structured as
Nonrecourse Project Financings, so those debt instruments are not included in the Study’'s debt capacity
calculations. The rating agencies have made it clear in recent months, however, that they will be more likely to
include Nonrecourse Project Financings in their institution leverage metrics for on-campus housing, even if the
institution has no legal obligation to repay the debt. Thus, the use of Nonrecourse Project Financing structures
may reduce the debt capacity of an institution in the eyes of the rating agencies.

The UNC System Office has developed guidelines for the prudent use of Project Financing structures and will
continue to work with the institutions and other stakeholders in State government to ensure Project Financing
structures are used strategically and in keeping with the UNC System’s mandate to provide access to the
benefits of the University at the lowest practicable cost.

Update S&P Credit Ratings Due To COVID-19 Impact

In April 2020, S&P Global issued revised credit rating outlooks in response to the COVID-19 impacts for US
higher education. While the entire US education system is under pressure, S&P noted institutions having BBB
ratings and lower have the greatest concern. Uncertainties about the timing and duration of social distancing
may impact enrollment levels in Fall 2020 and associated tuition revenues. S&P further indicated those
institutions hardest hit will be those without adequate reserves, insufficient liquidity, high debt levels, and
increased reliance on state appropriation funding.

As of December 31, 2019, 9.2% of S&P’s rated institutions (approximately 40 out of 438 private and public
institutions) carried negative outlooks. With the current April assessment, 38% (or 166 institutions) have
negative outlooks. Recently, credit ratings for Fayetteville State University, UNC Pembroke, and Winston-Salem
State University have been revised with negative outlooks due to risks of state funding cuts and risks to
associated entities linked to certain debt issuances by these universities.
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Appendix A: Key Definitions

Debt:

Obligated
Resources:

5-Year
Payout Ratio:

Debt Service

to Operations:

Debt incurred under Chapter 116D of the North Carolina General Statutes or any other debt
that will be serviced with funds available to the institutions from gifts, grants, receipts,
Medicare reimbursements for education costs, hospital receipts from patient care, or other
funds, or any combination of these funds, but not including debt that will be serviced with
funds from the General Fund of the State. “Debt” does not include project-based financing
structures that are nonrecourse to the institutions.

Any sources of income or receipts of the Board of Governors or the institution at which a
special obligation bond project is or will be located that are designated by the Board as the
security and source of payment for bonds issued under this Article to finance a special
obligation bond project, including, without limitation, any of the following:

a. Rents, charges, or fees to be derived by the Board of Governors or the institution
from any activities conducted at the institution.

b. Earnings on the investment of the endowment fund of the institution at which a
special obligation project will be located, to the extent that the use of the earnings
will not violate any lawful condition placed by the donor upon the part of the
endowment fund that generates the investment earnings.

C. Funds to be received under a contract or a grant agreement, including "overhead
costs reimbursement" under a grant agreement, entered into by the Board of
Governors or the institution to the extent the use of the funds is not restricted by
the terms of the contract or grant agreement or the use of the funds as provided in
this Article does not violate the restriction.

d. Funds appropriated from the General Fund to the Board of Governors on behalf of
a constituent institution for utilities of the institution that constitute energy savings
as that term is defined in G.S. 143-64.17.

Generally, obligated resources do not include funds appropriated to the Board of Governors
or the institution from the General Fund by the General Assembly from funds derived from
general tax and other revenues of the State, and obligated resources do not include tuition
payment by students.

Percentage of each institution’s long-term debt scheduled to be retired during the
succeeding five-year period.

Ratio that measures an institution’s debt service burden as a percentage of its total expenses.
Ratio uses aggregate operating expenses as opposed to operating revenues because
expenses are generally more stable. Operating Expenses also include an adjustment for any
noncash charge relating to the implementation of GASB 68 and 75.

Debt Service to Operations = (Annual Debt Service) / (Total Operating Expenses)
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Expendable
Resources
to Debt:

Ratio that measures the number of times an institution’s liquid and expendable net assets
covers the institution’s aggregate funded debt. In calculating the ratio, the institution’s
Unrestricted Net Assets has been adjusted to add any non-cash charges for the period (such
as adjustments required by GASB 68 and 75).

Expendable Resources to Debt = (Adjusted Unrestricted Net Assets + Restricted
Expendable Net Assets) / (Debt)
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Appendix B: Overview of UNC System Debt

Most debt within the scope of the Study is comprised of special obligation bonds issued by the Board on behalf
of each institution in accordance with Article 3 of Chapter 116D of the General Statutes of North Carolina, as
amended (“Article 3"). Institutions may use special obligation bonds (or “general revenue bonds,” as they are
commonly called) to finance any capital facility located at the campus that supports the institution’s mission,
but only if the Board has specifically designated the project as a “special obligation bond project” in accordance
with Article 3.

Article 3 contains procedural safeguards to ensure the thoughtful use of special obligation bonds. For example,
before any general revenue bonds are issued, Article 3 requires the approval of the Institution’s Board of
Trustees, the Board of Governors, the General Assembly and the Director of the Budget (in consultation, if
necessary with the Joint Legislative Commission on Governmental Operations).

As part of its approval, the Board of Governors must (1) designate the proposed project as a “special obligation
bond project” and the obligated resources that will serve as the source of repayment for the proposed bonds
and (2) establish that sufficient obligated resources are reasonably expected to be available to service the
proposed bonds. In its report to the General Assembly seeking approval for a proposed Article 3 project, the
Board must provide details regarding the project need, expected project costs, expected increases in operating
costs following completion (including any contemplated impact on student costs), estimated debt service and
the sources and amounts of obligated resources to be used to repay the debt.

Although Article 3 focuses on an institution’s obligated resources in the aggregate, as a practical matter, the
plan of finance for each proposed project is evaluated on a standalone basis. [If an institution is unable to
demonstrate that existing or future revenues associated with a project are sufficient to service the proposed
debt, then the financing will generally not move forward unless the project is redesigned to a sustainable and
appropriate scale. Those project-specific revenues may take the form of enterprise system revenues (such as
dormitory or dining system revenues) or other dedicated revenue sources (such as capital campaign donations
or student fees). Institution debt issued under other legislative authority, including student housing revenue
bonds under Article 19 of Chapter 116D, is also subject to procedural safeguards and are evaluated on a project-
by-project basis.

This slight disconnect between the statutory framework for evaluating debt capacity—with its focus on
affordability relative to each institution’s aggregate obligated resources—and the practical manner in which
projects are evaluated and approved—with its focus on an individual project’s affordability based on a specific
source of repayment—means that the Study presents an inherently conservative picture of each institution’s
debt capacity. While the model’s inherent conservatism encourages prudent planning, the Study’s limitations in
evaluating the affordability of any single campus project should be noted.

Unlike the State of North Carolina’s debt capacity study, for example, where future debt service is paid out of
well-defined and relatively predictable revenue streams, campus projects may be financed through a variety of
revenue sources, none of which is easily modeled on a pro forma basis at the aggregate obligated resources
level. In addition, the Act establishes a target ratio that compares aggregate debt (which will increase
immediately by the fullamount of the debt once issued) to obligated resources (which will increase incrementally
over time). This means that any new financing will generally reduce the institution’s debt capacity as reflected
in the Study, even if the new project would be entirely supported by new revenues that would not exist but for
the project.

None of the institution debt included in the Study affects the State of North Carolina’s debt capacity or credit
rating. Such obligations are payable only from the applicable institution’s obligated resources (or other pledged
revenues) and do not constitute a debt or liability of the State or a pledge of the State’s full faith and credit.
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Appendix C: Study Methodology and Background

Overview of Strategic Debt Management and Credit Assessment

The prudent use of debt, in service of each institution’s mission, provides several strategic benefits:

® Achieving intergenerational equity - Most capital projects will benefit students for decades.
Financing a portion of each institution’s planned capital investments enables each institution
to better align the benefits and financial burdens across multiple generations.

® Enhancing effectiveness - An institution may use debt to invest in transformative projects on
an accelerated schedule, permitting the institution to leverage its resources to better scale its
programs, serve its stakeholders and meet its mandated mission.

® [mposing discipline - Debt can be used to clarify priorities and reduce other spending that may
crowd-out investments necessary for the institution’s long-term health.

Burdensome debt levels, however, can undermine an institution’s effectiveness and viability. Debt may diminish
the future operational flexibility of an institution and may limit its ability to adapt to future developments and
trends in the marketplace. In the worst instances, debt levels may hasten the decline of an institution, creating
a downward spiral that exerts ever-increasing pressure on its balance sheet.

Each institution’s credit rating (for those with rated debt) serves as a general barometer of how the rating
agencies view the institution’s financial strength and its debt management practices, which, in turn, informs the
institution’s reputation in the capital markets. In assessing a public university’s creditworthiness, rating
agencies generally consider three or four broad categories of factors. The table below summarizes the factors
that Moody’s Investors Service (“Moody’s’) considers as part of its “scorecard,” which guides its credit profile
analysis in the higher education sector:

Market Profile Operating Performance Wealth & Liquidity Leverage

Scope of Operations
(15%)

Reputation and Pricing
Power (5%)

Strategic Positioning
10%
(0% 30%

Operating Results
(10%)

Revenue Diversity
(15%)

25%

Total Wealth (10%)

Operating Reserve
(10%)

Liquidity (5%)

25%

Financial Leverage

(10%)

Debt Affordability
(10%)

20%

Other qualitative factors including multi-year trends and governance
and management are incorporated into an institution's rating.

| 2

Final Rating

*The Study focuses on Moody’s methodology, as it rates nearly all of the Institutions.

Page | 11




APPENDIX D
The University of North Carolina System

As part of their criteria, the rating agencies give significant weight to various qualitative factors, such as the
strength of the institution’s leadership, the quality and responsiveness of its long-range planning and the role of
any centralized oversight. In a rating report issued in February of 2016 in connection with an institution bond
offering, for example, Moody’s noted that the institution “benefits from being part of the UNC system, which has
a demonstrated history of strong oversight of member institutions” and listed the institution’s “generous
operating and capital support from the State of North Carolina” as a primary credit strength.

For several reasons, the Study has not attempted to tie “debt capacity” to the predicted impact any new debt
may have on an institution’s credit rating. First, each institution’s mission and strategic planning should drive
its debt management decisions, not the rating agencies’ outside assessment of the institution’s credit profile.
Managing an institution’s operations solely to achieve a certain credit rating may distort strategic objectives and
lead to unintended consequences. As Moody’s states in its current Rating Methodology for Global Higher
Education (dated November 23, 2015):

“Strategic positioning depends on effective short- and long-range planning, consistent self-
assessment and benchmarking, and ongoing monitoring and accountability. ... Determining
the appropriate level of investment is a significant challenge, as too little investment can result
in a gradual loss of student demand, research funding, or philanthropy if donors feel that the
university is in decline. Overinvesting can saddle a college with an unsustainable business
model, with revenue unable to support high fixed costs, including debt service.”

Second, projecting the exact amount of debt an institution could issue during the study period without negatively
impacting its credit rating is difficult. Any single financial ratio makes up only a fraction of the overall credit
analysis, and weak ratios may be ignored or deemphasized in a particular situation based on multi-year trends,
projections and other qualitative factors. Further, while the financial performance of its institutions has no
impact on the State’s credit rating, each institution’s credit rating has historically benefitted from the State’s
strong support and overall financial health. As a result, many institutions “underperform” relative to the national
median ratios for their rating category, making comparisons to median ratios challenging. Finally, because
median ratios are not perfectly correlated to rating outcomes, a model that attempts to draw a linear relationship
between any single ratio and a projected rating outcome would have limited predictive value.

In this context, it is important to distinguish “debt capacity” from “debt affordability.” Debt capacity provides a
general indication of each institution’s ability to absorb debt on its balance sheet during the study period. Debt
affordability, on the other hand, evaluates the merits of a specific financing (or a specific amount of debt), taking
into account a number of quantitative and qualitative factors relating to the projects under consideration,
including project revenues and expenses, cost of funds, competing strategic priorities and the “hidden” costs of
foregoing the projects entirely.

Development of the Financial Model

To support the Study, a financial model has been developed to analyze four financial ratios for each institution
on a pro forma basis over the course of the study period. Since Article 3 does not permit the institutions to pool
their obligated resources to form a common source of funds to support all institution project financings, the
Study focuses on the individual institution data and does not attempt to aggregate each institution’s capacity to
derive a University-wide measure of “debt capacity.” The other components of the model are designed to assist

Page | 12



APPENDIX D
The University of North Carolina System

each institution in establishing guidelines for maintaining prudent debt levels and for evaluating capital
investment priorities in light of fiscal constraints.

Each institution’s debt capacity reflects the amount of debt each institution could issue during the Study Period
without exceeding its ceiling ratio for debt to obligated resources. Each institution has developed its own target
policy for each ratio in consultation with the UNC System to ensure the ratio is tailored and meaningful for that
institution’s size, mission, resources, and average age of plant.

Methodology for Setting Target Ratios

Since there are differences in each institution’s mission, enrollment, resources, and capital needs, imposing a
single set of target policies across all institutions would distort the information produced by the Study—either by
generating too much capacity for the larger institutions or by holding smaller institutions to unrealistic
benchmarks relative to their size and scale. To produce a more meaningful model for each institution, the
Institutions, in consultation with the UNC System, have set their own target policies for the model ratios.

In setting its target policies, each institution considered many quantitative and qualitative factors, including
comparisons to its designated peer institutions, its strategic initiatives, its historical results, its average age of
plant, its recent and projected growth and any existing debt policies. As discussed above, the credit ratings of
the Institutions are bolstered by several favorable qualitative factors, including, most importantly, the State’s
long history of support. Since the institutions benefit from those qualitative factors, it follows that many
guantitative measures are weaker than the median ratios for their assigned rating category. Institutions were
not forced, therefore, to set their target ratios directly in line with those median ratios, as that approach would
invite quantitative comparisons to larger, wealthier peers. Institutions used median ratios as an important
benchmark in setting their policy ratios.

Other Assumptions and Factors Affecting the Model

The financial model is based on each institution’s financial results as of June 30, 2019—the most recent period
for which audited financials are available. The model includes debt issued to finance new projects since June
30, 2019, but the model excludes any refinancing, redemption or other debt payments that have occurred
during the current fiscal year, building an additional element of conservatism into the model.

The financial model also takes into account any legislatively approved project that an institution plans to finance
during the study period. Interest rate assumptions for any pro forma debt are based on conservative, fixed rate
projections and are adjusted to account for each institution’s credit rating and the expected term of the
financing.

The financial model adds back to each institution’s unrestricted and restricted expendable net assets any
noncash charge taken in connection with the implementation of GASB 68 and GASB 75 and will make similar
adjustments for the implementation of related accounting policies in the future. While GASB 68 impacts an
institution’s unrestricted net assets and not restricted expendable net assets, GASB 75 impacts both figures.
This is relevant as the calculation of Available Funds incorporates unrestricted net assets but not restricted
expendable net assets, while the calculation of Expendable Financial Resources includes both figures.
Therefore, the GASB 75 adjustment made to Available Funds and Expendable Financial Resources will not
match.

Finally, by default, the financial model assumes that each institution’s Available Funds, expendable resources,
and operating expenses will grow by an annual rate equal to the Consumer Price Index (1.70% at the time the
model was developed). Each institution was given the option, however, to adjust the growth factor for each of
the model components based on its reasonable expectations for its performance over the study period. Any
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such adjustment, along with the factors considered in making the adjustment, is described in the individual
institution reports attached as Appendix D.
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Appendix D: Reports from Constituent Institutions
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THE UNIVERSITY OF
NORTH CAROLINA SYSTEM

REPORT ON FY 2019 UNC SYSTEM
DEBT CAPACITY STUDY

May 19, 2020

Overview of FY2019 Debt Capacity Study

UNC System Report

B G.S. 116D-56 requires the Board to advise stakeholders “on the
estimated debt capacity of The University of North Carolina for the
upcoming five fiscal years.”

m The Debt Capacity Study focuses on the following elements:

e The UNC System’s current approach to evaluating debt and the complexity
of the credit rating process;

e Assignment of each institution’s estimated debt capacity over a five-year
period; and

e Recommendations for the use of the Study and suggestions for future
improvement.

m 15 out of 16 institutions maintained or increased their debt capacity
over the five-year study period, 7 institutions have increased their debt
capacity compared to last year, and all 16 universities have improved at
least one of their primary financial ratios since the FY 2018 study.

THE UNIVERSITY OF
NORTH CAROLINA SYSTEM 2
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Overview of FY2019 Debt Capacity Study

Institution Reports

m Each institution report provides context for the institution’s
financial model and addresses the legislative requirements.
m Institution reports contain the following components:

e Overview of recent enrollment trends and other general performance
metrics;

e Explanation of factors considered in setting growth factors;

e Summary of projected results for the financial model’s four financial
ratios;

e Current debt and credit profiles, including details on financed projects,
sources of repayment, and recommendations for maintaining or
improving the institution’s credit rating; and

e Copy of any existing debt management policy.

THE UNIVERSITY OF
@ NORTH CAROLINA SYSTEM 3

Debt Capacity Basics

m What does “projected debt capacity,” as used in the Study,
measure and mean?
e Calculates debt capacity at the end of the Study period,

assuming each institution issues no additional debt other than
financings already approved by the General Assembly

e Paying down existing debt and projected growth in Available
Funds generally lead to an increase in capacity

® Why might an institution’s estimated debt capacity be lower
than projected?
e Issuance of additional debt not already captured in the model

e Deterioration in factors incorporated in Available Funds
calculation (investments, auxiliary revenues, etc.)

THE UNIVERSITY OF
@ NORTH CAROLINA SYSTEM 4
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Estimated Debt Capacity (July 1, 2019)
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Projected Debt Capacity in 2024
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Campus Debt Capacity Trends

Debt Capacity vs FY 2018 Study

Breakdown of Debt Capacity Decreases

1
Institution

Institutions

B Improvement [0 No Change [ Deterioration

THE UNIVERSITY OF
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m Debt capacity decreases when
campuses issue new debt for capital
projects

m Several institutions have issued new
debt or plan to during the study
period including:

e UNC School of the Arts: S46M for a
new residence hall

e UNC Wilmington: $14M for a new
dining hall

e Western Carolina: $83.6M for a parking
deck and a residence hall

Comparison of Institution Ratios to FY 2018

Debt to Obligated
Resources
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Observations

m Every institution
improved in at least
one of the Study’s
primary ratios.

® Four institutions
improved in two
primary ratios.

Resources to Debt Operating P
Expenditures m Three institutions
wssy X! / 3 improved in all
UNESA "‘”('?g‘z.‘” three of the primary
RAMS®
- .
Neil East Carolina ratios.
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Institution Credit Ratings Used in the Study
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COVID-19 and Higher Education Debt

m All three major credit rating agencies now have a negative
outlook for the higher education sector.

® Moody’s Report: Outlook Shifts to Negative as Coronavirus
Outbreak Increases Downside Risks:
e “The sector faces disruption in enrollment patterns, state support,

endowment income and philanthropy, and research grants and
contracts.”

e “Operating performance will tighten across the sector as colleges
shift to online educational delivery and incur other emergency
preparedness costs.”

m S&P gave negative outlooks to FSU, UNCP, and WSSU in
April due to risks of State funding cuts.

THE UNIVERSITY OF
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Peer Comparison

Baa2 A3
Median Median
Total Debt (S, in millions) 62 136

Total Cash & Investments (S, in millions) 78 80
Operating Revenue ($, in millions) 83 132
Operating Expenses (S, in millions) 128 129

Financial Measures FSU NCCU UNCP WSSU

Financial Measures

Total Debt (S, in millions)
Total Cash & Investments ($, in millions)
Operating Revenue ($, in millions)
Operating Expenses (S, in millions)

Peer comparison uses financial data from the institutions and compares it to the median
figure for all public colleges with the same credit rating from Moody'’s.

THE UNIVERSITY OF
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Peer Comparison

Financial Measures Aa.3 A V],\[ec]
Median

UNCW WCU

Total Debt ($, in millions)
Total Cash & Investments (S, in millions)
Operating Revenue ($, in millions)
Operating Expenses (S, in millions)

Financial Measures Aa.2 ECU Aafl NCSU Aa? UNCCH

Median Median Median

Total Debt ($, in millions) 1,396 | 397 | 1,493 | 534 1,134 | 1,410

I EI e AR T S O R RSN 1,974 | 521 | 4,608 | 2,095 | 4,499 | 4,088
Operating Revenue ($, in millions) 2,120 | 908 | 4,513 | 1,573 | 3,240 | 3,074

Operating Expenses (S, in millions) 2,133 | 920 | 4,253 | 1,511 | 3,196 | 2,983

Peer comparison uses financial data from the institutions and compares it to the median
figure for all public colleges with the same credit rating from Moody’s.
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Aw NORTH CAROLINA SYSTEM 13

THANK YOU

CONNECT  [I3| www.northcarolina.edu | f uncsystem |w@UNC_system |@ @UNC_system




	A-3. Report on FY 2019 UNC System Debt Capacity Study_SBAA
	MEETING OF THE BOARD OF GOVERNORS
	AGENDA ITEM

	A-3a. Report on FY 2019 UNC System Debt Capacity Study_Executive Summary_Materials



