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Special Indebtedness

The 2009-10 Session of the General Assembly reduced special indebtedness authorizations for
various projects by over $115 million to generate additional debt capacity and increased authorizations
for guaranteed energy savings contracts by $400 million. The 2008-09 Session of the General Assembly
authorized the issuance of $734.03 million of special indebtedness as follows: $512.22 million for
higher education projects, $109.09 million for correctional facilities, $50 million for acquiring State
park lands and conservation areas, and $62.72 million for other State projects. The 2007-08 Session of
the General Assembly authorized the issuance of special indebtedness as follows: $481.14 million for
higher education projects and $188.01 million for other purposes. The 2006-07 Session of the General
Assembly authorized the issuance of $672.1 million of special indebtedness as follows: $429.3 for
psychiatric hospitals and a public health laboratory for the Department of Health and Human Services,
$132.2 million for medical and mental health centers for the Department of Correction, and $110.6
million for other State and university projects.

Repair and Renovation Authorization

The 2002-03 Session of the General Assembly authorized the issuance of $300 million of special
indebtedness to finance the repair and renovation of State facilities and related infrastructure that are
supported by the State’s General Fund. Of the $300 million, approximately $157 million was allocated
to the University of North Carolina System. Each of the 16 constituent institutions of the UNC System
received a portion of the proceeds for repairs and renovations. The remaining $143 million of the
proceeds was used to make repairs and renovations to various state facilities. The State has issued all of
the authorized repair and renovation debt.

Higher Education Authorization

The 1999-00 Session of the General Assembly authorized the issuance of $3.1 billion of higher
education improvement bonds, which were subsequently approved by the voters of the State. The $3.1
billion bond authorization represents the largest debt authorization in the State’s history. The proceeds
of these general obligation bonds were used solely to construct new buildings and to renovate and
modernize existing buildings on the State's 58 community college and 16 University of North Carolina
campuses. These improvements were needed to meet enrollment demands and to ensure that the State’s
college and university buildings meet modern code requirements and are equipped to prepare graduates
for 21st century jobs. The bond legislation passed by the General Assembly specifies the amount of
bond funding that flows to each community college and university campus. The State has issued all of
the authorized higher education bonds.

Clean Water and Natural Gas Authorization

The 1997-98 Session of the General Assembly authorized the issuance of $1 billion of clean water
and natural gas general obligation bonds, which were subsequently approved by the voters of the State.
The bonds proceeds were used to provide grants and loans to local governments for clean water projects
($800 million) and to provide grants and loans for construction of natural gas facilities to facilitate the
expansion of natural gas service to unserved areas of the State ($200 million). The State has issued all
of the authorized clean water and natural gas bonds.

Highway Bond Authorization

The 1995-96 Session of the General Assembly authorized the issuance of $950 million of highway
general obligation bonds, which were subsequently approved by the voters of the State. The bond
proceeds were allocated to pay capital costs for urban loops ($500 million), highways in the Intrastate
System ($300 million), and for paving unpaved roads of the secondary highway system ($150 million).
The State has issued all of the authorized highway bonds.

Debt Affordability Advisory Committee

During the 2003-04 Session, the General Assembly created a Debt Affordability Advisory
Committee (Committee) to annually advise the Governor and the General Assembly on the estimated
debt capacity of the State for the upcoming ten fiscal years. The Committee is responsible for preparing
an annual debt affordability study and establishing guidelines for evaluating the State’s debt burden.
The Committee is required to report its findings and recommendations to the Governor, the General
Assembly, and the Fiscal Research Division of the General Assembly by February 1 of each year.
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In February 2011, the State Treasurer completed the most recent Debt Affordability Study for North
Carolina (Study). The Study 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 Study is to provide a methodology for measuring, monitoring and managing the State’s
debt levels, thereby protecting, and perhaps enhancing North Carolina’s bond ratings.

The Committee adopted the following target and ceiling guidelines 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:

- Net tax-supported debt service as a percentage of general tax revenues should be targeted at no
more than 4% and not exceed 4.75%;

- 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

- 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%.

The definition of net tax-supported debt includes all outstanding and authorized but unissued general
obligation bonds, special indebtedness, capital lease obligations, and any other such obligations that are
payable from General Fund tax revenues. Net tax-supported debt excludes obligations of component
units, Highway Fund debt paid from Highway Fund revenues, non tax-supported special indebtedness
paid from non-General Fund supported trust funds, other self-supporting or non-tax supported debt such
as revenue bonds, short term tax anticipation notes, and other postemployment benefits.

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. The State’s current revenue picture is less than robust
as it faces the expiration of temporary taxes and surcharges and the absence of the federal support that
has been available in the recent past. Due primarily to the reduced revenue assumptions, the State has
exhausted its General Fund debt capacity until fiscal year 2013. North Carolina’s debt is considered
manageable at current levels when compared to its peer group composed of other states rated triple-A
by all three rating agencies. Credit rating agencies consider a debt affordability study as a positive
factor when evaluating issuers and assigning credit ratings.

Credit Ratings

Credit ratings are the rating agencies’ assessment of a governmental entity’s ability and willingness
to repay debt on a timely basis. Credit ratings are an important factor in the public credit markets and
can influence interest rates a borrower must pay. The State’s general obligation bond credit ratings are

as follows:
State of North Carolina
General Obligation Bond Credit Ratings
Rating Agency Rating Outlook
Fitch Ratings v AAA Stable
Moody’s Investors Service Aaa Stable
Standard & Poor’s Rating Services AAA Stable

These ratings are the highest attainable from all three rating agencies. In February 2011, all three
rating agencies affirmed the triple-A credit rating for the State. A triple-A credit rating means that
North Carolina has followed well-defined financial management policies and has demonstrated strong
debt management practices. The rating agencies recognized the State’s proactive responses and history
of taking early action to mitigate the impact of revenue declines. North Carolina remains one of only
eight states with a triple-A rating from all three rating agencies.
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Special indebtedness is not subject to a vote of the people and its repayment is based on the State’s
annual debt service appropriation. For these reasons, special indebtedness is rated lower than the State’s
general obligation bonds and typically carries a higher interest rate.

Limitations on Debt

The Constitution of North Carolina (Article 5, Section 3) imposes limitations upon the increase of
certain state debt. It restricts the General Assembly from contracting debts secured by a pledge of the
faith and credit of the State, unless approved by a majority of the qualified voters of the State, except
for the following purposes:

1. To fund or refund a valid existing debt;

2. To supply an unforeseen deficiency in the revenue;

3. To borrow in anticipation of the collection of taxes due and payable within the current fiscal year to
an amount not exceeding 50 percent of such taxes;

4. To suppress riots or insurrections; or to repel invasions;

5. To meet emergencies immediately threatening the public health or safety, as conclusively
determined in writing by the Governor; and

6. For any other lawful purpose, to the extent of two-thirds of the amount by which the State’s
outstanding indebtedness shall have been reduced during the preceding biennium.

More detailed information about the State’s long-term liabilities is presented in Note 8 to the
financial statements.

NEXT YEAR’S BUDGET AND RATES

The General Assembly enacted a $19.7 billion budget for fiscal year 2011-12, closing the $2.6
billion budget gap through spending reductions (64%) and adjustments to availability (36%). Spending
reductions totaled $2.1 billion. The largest reductions occurred in the functional areas of education
($1.2 billion) and health and human services ($531 million). Adjustments increased availability by $354
million. Major adjustments included transfers from the Highway Fund for State Highway Patrol ($197
million), increases in judicial fees ($62 million), and suspension of the corporate earmark for public
school construction ($72 million). In addition, three cabinet departments (Crime Control and Public
Safety, Correction, and Juvenile Justice and Delinquency Prevention) were combined into a new
Department of Public Safety to streamline government and save costs related to administration and
staff.

The largest tax change for fiscal year 2011-12 was the expiration of the temporary tax package
passed as part of the 2009-2011 biennium budget. This package included a 1 cent increase in the state
sales tax (expired on July 1,2011), a 2 to 3 percent income tax surcharge on highest-income households
(expired for taxable years on or after January 1, 2011), and a 3 percent surcharge on corporate income
taxes (expired for taxable years or after January 1, 2011). Allowing the package to expire decreased
annual State revenue by an estimated $1.3 billion.

Another notable tax change for fiscal year 2011-12 was the business-income tax exemption. This
revenue change exempts the first $50,000 in non-passive business income paid through the personal
income tax. The exemption is effective for tax years 2012 and 2013 and saves Limited Liability
Companies, S-corporations, and sole proprietorships an estimated $132 million in 2011-2012.

The General Assembly also enacted Session Law 11-390 (House Bill 619) establishing new
procedures for the Secretary of Revenue to follow when the Secretary has reason to believe that a
corporation conducts its business in such a manner as to fail to accurately report its State net income.
The provisions are effective for taxable years beginning on or after January 1, 2012.
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CONDITIONS EXPECTED TO IMPACT FUTURE OPERATIONS

State Health Plan

During the 2011 legislative session, the General Assembly enacted Senate Bill 323, State Health
Plan/Appropriations & Transfer II (S.L. 2011-85) and House Bill 578, State Health Plan/Additional
Changes (S.L. 2011-96), which made changes to the State Health Plan’s benefits, programs, and
oversight. These enacted bills require increased member cost sharing (i.e., copayments, deductibles, and
coinsurance maximums) within the parameters allowed under federal health care reform to maintain the
Plan’s grandfather status; introduced, for the first time, a monthly premium for employee-only and
retiree-only coverage; increased premiums for dependent coverage by 5.3%; changed the Plan’s
governance structure effective January 1, 2012; and made conforming changes to the Plan’s statutes
related to preexisting conditions and dependent age as required by federal health care reform. The
legislation also repealed the Comprehensive Wellness Initiative (CWI), which was established in 2009,
effective September 1, 2011. This initiative limited tobacco users to enrollment in the 70/30 Basic
Preferred Provider Organization Plan option, unless the member participated in a tobacco cessation
program.

The General Assembly amended Article 3A of G.S. 135 to transfer the State Health Plan to the
Department of State Treasurer effective January 1, 2012. Under the new law, the State Treasurer will
serve as the head of the State Health Plan and is responsible for administering and operating the State
Health Plan in accordance with the statute.

State Contributions to the Pension Fund

The economic climate and volatility of the stock market in recent years have negatively impacted the
State’s finances, including assets of North Carolina pension funds. The economic crisis has long term
effects that will require increased contributions from the State over the next several years in order to
maintain the strength of the Teachers’ and State Employees’ Retirement System (TSERS). Funding the
Retirement Systems is a shared responsibility among employees, employers, and investment earnings.
Effective July 1, 2011, the State established an employer contribution rate of 7.44% of compensation
for TSERS. The annual required contribution was calculated at 7.94%, based on a nine-year
amortization, but the amortization period was extended from nine to 12 years, thus allowing a 7.44%
employer contribution rate to meet the full annual required contribution.

New Supplemental Retirement Plan for Teachers
Effective July 1, 2011, the Department of State Treasurer is authorized to create a centralized 403(b)

retirement savings plan as an option for employees of local boards of education. The statewide plan will
be known as the “North Carolina Public School Teachers' and Professional Educators' Investment
Plan.”

Escheats Fund

North Carolina’s escheat policies date back to 1789 when the North Carolina State Constitution
called for transferring unclaimed property to the University of North Carolina System. Interest earned
on the Escheats Fund’s investments underwrites college scholarships. Since 2003, the State has used the
Escheat Fund’s principal to fund student financial aid. As required by Session Laws 2011-145 and
2011-340, $161.4 million was appropriated from the Escheats Fund in total to the Board of Governors
of the University of North Carolina and to the State Board of Community Colleges for fiscal year
2011-12. While the student financial aid programs are important, continued withdrawals will have a
negative impact on the fund in the near term.

Justice Reinvestment Act

During the 2011 legislative session, the General Assembly enacted House Bill 642, Justice
Reinvestment Act (Session Law 2011-192), which made significant changes in the sentencing laws and
correctional policies of the State. The intent of this legislation is to reduce spending on incarceration
and to redirect the savings into community-based treatment alternatives that are proven to reduce
criminality.
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REQUESTS FOR INFORMATION

This financial report is designed to provide our citizens, taxpayers, customers, and investors and
creditors with a general overview of the State’s finances and to demonstrate the State’s accountability
for the money it receives. If you have questions about this report or need additional financial
information, contact the North Carolina Office of the State Controller, Accounting and Financial
Reporting Section, 1410 Mail Service Center, Raleigh, N.C. 27699-1410. In addition, this financial
report is available on the Office of the State Controller’s internet home page at

http://www.osc.nc.gov/financial/index.html .



