Overnight Borrowing Update
Outcome of the June 9, 2010 meeting of the State L oan Commission

On June 9, the State L oan Commission met to discuss 2 items related to overnight borrowing.
The first was an extension of the existing borrowing agreement with Bank of America. The
second topic was setting the interest rate the state would pay on overnight borrowing. The
Commission took no action on either item.

Without some action by the Commission, the state will not have the authority for any overnight
borrowing after the start of the new fiscal year. Based on informal discussions with the
Treasurer’s Office and the General Accounting Office, the state is not currently expected to need
overnight lending until September. At that time, the state will run a negative balance as $1.3
billion in rollover payments to K-12, the Universities and other agencies come due.

In September, there will be at least 3 options: sign anew commercial lending contract, resume
borrowing from internal funds, or issue IOUs. Since the Loan Commission did not renew the
existing Bank of America contract, a new contract would need to go through the procurement
process, which could take 2 months.

Alternatively, the state could once again borrow from the state's interest-bearing dedicated
accounts, which are kept in a separate pool of funds (*Pool 3") from the operating fund balance;
however, the Loan Commission would have to meet to set an interest rate for the new fiscal year.
The current lending capacity of Pool 3 is $400 million-$500 million. That capacity, however,
could be reduced by half, depending on the outcome of the November election.

In November, voters will decide whether to sweep 2 of the largest components of Pool 3, the
Early Childhood Development and Health Board Fund and the Land Conservation Fund, to the
General Fund.

Finally, if no action is taken to reinstate borrowing capacity, or if the borrowing capacity is
insufficient, the state could issue |OUs.

The State Loan Commission

The State Loan Commission consists of the State Treasurer, who serves as chairman, the
Governor and the Director of the Department of Administration (ADOA). Asestablished in
A.R.S. § 35-421, the principal duty of the Commission isto provide for the payment of the
state’' sindebtedness. Specifically, the Commission sets the maximum interest rate for
Treasurer’s Warrant Notes (TWNSs), and approves overnight borrowing agreements.

Recent History of Overnight Borrowing

TWNs are the State’' s overnight borrowing method and are used when the operating fund balance
isnegative. The operating fund is used to pay the state’ s obligations and consists of the General
Fund and non-interest earning dedicated funds. The operating fund first went negative in the
spring of 2009.
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At that time, the TWNs were bought by Pool 3 as short-term overnight investments. The larger
Pool 3 fundsinclude the Early Childhood Devel opment and Health Board balances, the Parks
Board's Land Conservation Fund, the Heritage Fund, and the DES Long Term Care System
Fund. If sufficient resources had not been available to purchase the TWNS, the Treasurer’s
Office would have had to issue |IOUs instead of paying state obligations.

The Board of Investment, which sets limits on the types of investments the Treasurer can
purchase, allowed half of Pool 3 to be invested in TWNSs. At the time, this meant a state
borrowing capacity of around $600 million. By late fall of 2009, however, the operating budget
shortfall was approaching that limit. The Board of Investment consists of the Treasurer, the
director of ADOA, the Superintendent of Financial Institutions, and 2 other members appointed
by the Treasurer.

On November 24, 2009, with the approval of the Loan Commission, the State Treasurer’s office
signed a contract with Bank of Americathat called for the bank to purchase up to $700 million
worth of TWNs. Theinterest rate for the overnight borrowing depended on the state’ s credit
rating.

Prior to acredit downgrade in late December, the rate was set at the 1-Month London Interbank
Offer Rate (LIBOR) plus 50 basis points, or approximately 0.75%-0.85%. In addition to the
interest rate on borrowed funds, the contract charged a 25 basis point (0.25%) interest rate on the
unborrowed portion of the $700 million to cover the bank’s cost of reserving the capital. After
the downgrade, the rate increased to LIBOR plus 65 basis points, and 35 basis points on
unborrowed capital. Due to atechnical “recalibration” of the credit rating scale, the state
returned to its prior interest rate in May 2010.

The contract also stipulated that TWNs were to be first offered to Bank of America, up to the
$700 million limit. Asaresult, borrowing shifted away from the internal Pool 3 funds to the new
bank contract. After reaching the bank limit, the state could then borrow again from Pool 3.
With this new commercial loan, the state’ s borrowing capacity expanded to approximately $1.3
billion — $700 million commercially and $600 million internally.

By the beginning of December, the state was above the commercia lending limit and was using
both the Bank of America contract and Pool 3. At the peak, the state borrowed $904 million, but
by mid-January the bank contract was sufficient and Pool 3 was no longer used.

Recently, the State has seen its first non-borrowing days since early October. This comes as
payments to K-12, the Universities, AHCCCS and the Department of Economic Security are
postponed until the next fiscal year. Additionally, proceeds from the sale of state buildings and
lottery securitization this month will push the operating balance further to the positive.
However, those gains will fade as the deferred payments are finally made by September. Soon
after that point, the state again will likely see negative operating balances.

Eric Jorgensen
Assistant Director
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