
Moody’s assigns Aa3 rating and negative outlook to State of Maine’s $29.15M Lease Rental Revenue Bonds Series 2013A, issued through Maine Governmental Facilities Authority 
Affirms Aa2 rating and negative outlook on approximately $472M outstanding G.O. bonds and Aa3 rating and negative outlook on approximately $170M lease rental bonds   

Moody's Investors Service has assigned a rating of Aa3, with a negative outlook, to the Maine Governmental Facilities Authority's (MGFA) $29.15 million Lease Rental Revenue Bonds, Series 2013A. The MGFA plans to sell the bonds the week of May 27. Proceeds will be used for the construction of a new courthouse in Augusta and renovations to a courthouse in Machias. Moody’s has also affirmed the Aa2 rating on the state’s outstanding general obligation bonds (approximately $472 million) and the Aa3 rating on the MGFA’s outstanding lease rental bonds (approximately $170 million). The outlook is negative. 
SUMMARY RATING RATIONALE

The Aa3 rating on the lease rental revenue bonds reflects the security provided by the State of Maine's absolute and unconditional pledge to make lease rental payments, subject to annual legislative appropriation, and the state's established track record of making payments for appropriation-backed debt. The lease rental rating acknowledges the limited remedies available to bondholders in the event of non-appropriation or default. Additional rating factors include the essential nature and strong legislative support of projects that have been funded with lease rental bonds issued through the MGFA, as well as the credit quality of the State of Maine. The one notch distinction from the general obligation bond rating (Aa2) reflects the subject-to-appropriation nature of the lease rental bonds. 
The Aa2 rating is supported by Maine’s manageable debt levels; the resolution of budget shortfalls in recent years with largely recurring actions; a weak economy; and pension reforms that have improved the state’s funded ratios and lowered the annual required contribution (ARC).  
The negative outlook reflects Maine’s recurring challenges on the spending side of its budget, primarily in the Department of Health and Human Services (DHHS) which includes Medicaid; minimal budget stabilization fund (BSF) balances and chronically negative GAAP-basis combined available reserves, a large portion of which is related to significant Medicaid reimbursements due to hospitals; and a weak General Fund liquidity position reflecting the lack of reserves. The legislature is reviewing the governor’s proposal to address the hospital liability with the proceeds of bonds that would be backed by revenue from a new private contract for the state’s wholesale liquor business after the existing ten-year contract terminates at the end of fiscal year 2013. Proceeds from that contract for the liquor enterprise provided $125 million in one-time funds to resolve the state’s fiscal 2004 budget deficit.
STRENGTHS: 

· Historical budget-balancing actions largely based on recurring savings

· Below average debt ratios (per capita and personal income) and rapid 10-year retirement of principal (general obligation bonds) provide flexibility to shift from pay-go to debt capital financing

· Pension funded ratio improved following reforms and recent investment performance

· State makes pension ARC payment each year and often makes additional contributions to retirement systems; ARC reduced by recent pension reform 

CHALLENGES: 

· Weak GAAP-basis balance sheet reflecting negative position of state's General Fund unassigned balance and significant Medicaid reimbursements owed to hospitals

· Modest BSF balance leaves state with limited options to resolve unexpected shortfalls 

· Liquidity remains very narrow due to lack of reserve funds 

· Voter initiative activity adds a periodic element of fiscal uncertainty 

· Demographic challenges may slow Maine’s economic recovery and revenue growth 

DETAILED CREDIT DISCUSSION

AUTHORITY FUNDS ESSENTIAL PROJECTS WITH BROAD LEGISLATIVE SUPPORT 

The Authority was created in 1987 and was known as the Maine Court Facilities Authority (CFA) until 1997, when its name was changed and purposes were broadened to finance design and construction of government facilities. The statutory language creating the MGFA subsumed the assets and liabilities of the CFA. The legislature has historically supported projects financed with these bonds, granted majority approval for the projects, and appropriated amounts sufficient to pay debt service. 

MASTER LEASE SECURES CURRENT AND FUTURE PROJECTS 

MGFA lease rental revenue bonds are issued under a master lease with security derived from rental obligations subject to legislative appropriation. The state's obligation to make lease payments is absolute and unconditional, regardless of whether or not the lessee possesses or uses the leased premises. Pursuant to the lease agreement, the state agrees to seek appropriation in the budget process sufficient to make full and timely lease rental payments. In the event of non-appropriation, the authority may elect to terminate the lease. However, the authority and bondholders have no lien on project facilities and have no right or interest in the properties financed. 

The terms of the lease are net, and the state is responsible for operating and maintenance costs of the facilities. The supplemental bond resolution has no provision for a debt service reserve fund, but debt service payment dates in October and April are sufficiently distant from the beginning of the fiscal year (July 1) that late budget passage is unlikely to threaten timely lease rental payments. 
LEGISLATURE DELIBERATES 2014-2015 BIENNIAL BUDGET TO CLOSE LARGE GAP 

At a time when many states are seeing revenue improvement and little or no budget gaps, Maine faces a $755 million budget deficit for the upcoming 2014-2015 biennium, representing about 12% of projected revenues. While smaller than the $1.1 billion gap the state addressed going into the 2012-2013 biennium, the shortfall underscores Maine’s continuing challenges with spending pressures, especially in social services, and revenue underperformance. The governor’s proposed plan focuses on the spending side to balance the budget. Education funding, the state’s largest spending category at about half of General Fund expenditures, would continue to fall short of the 55% state contribution approved by voters in a 2004 citizens’ initiative. This would save the state $250 million over the biennium. The 2004 initiative was aimed to provide some property tax relief at the local level. In light of the state’s fiscal challenges, the legislature has repeatedly approved a delay in achieving the 55% state education funding level. In addition, state spending on teacher retirement as well as retiree health and life insurance is now included as part of the 55%, with the net effect of shifting some costs back to the local level. 

The budget plan relies on one-time savings of $198 million from the temporary suspension of municipal revenue sharing, which would create additional challenges for local governments to fund education. The governor’s proposal also includes a plan to streamline government to save $50 million; a reduction in the local property tax relief program to save $53 million; and flat funding of healthcare which would save $50 million. 

MEDICAID REIMBURSEMENTS OWED TO HOSPITALS

Maine has managed its slim liquidity position in part by delaying Medicaid payments. While updated billing systems have improved the timeliness of more recent payments, the state still owes its hospitals about $484 million in Medicaid liabilities accrued over several years. The legislature is reviewing the governor’s proposal to address the hospital liability with the proceeds of bonds that would be backed by revenue from a new private contract for the state’s wholesale liquor business after the existing ten-year contract terminates at the end of fiscal year 2013. The proceeds would enable the state to pay its portion of the liability ($181 million) and the remainder would come from matching federal Medicaid funds that cannot be accessed until the state funds its portion of  the obligation. Some legislators would like to tie the approval of the hospital reimbursement plan to Medicaid expansion pursuant to the Affordable Care Act, which the governor opposes. Failure to resolve the hospital Medicaid liability in the near term would jeopardize the level of matching federal funds and also leave the state’s balance sheet in its current weak position. 
BUDGET GAPS EMERGED IN FISCAL 2013; LIQUIDITY IS ADEQUATE TO AVOID CASH FLOW BORROWING
Earlier this year, Maine passed a supplemental budget to close a $153 million gap that emerged in the fiscal 2013 budget. The largest portion of the shortfall ($87 million) was due to additional Medicaid payment obligations. As it has in the past, the state adopted a plan to cut spending, particularly in DHHS.    

Fiscal 2013 revenue trends through March were flat year-over-year and slightly under budget. Strong income tax revenues in April helped offset weakness in the state’s sales and corporate income tax receipts. As in other states, the April income tax boost is largely due to income recognized in calendar year 2012 as taxpayers sought to avoid pending adverse tax changes in tax year 2013. Most of the additional revenue ($43 million) will be spent on a $35 million gap that recently opened up for Medicaid provider payments due in June. The gaps that Maine has faced recently come at a time when many other states are expecting balanced operations or surpluses for fiscal 2013. 

Despite its negative GAAP balance position, the state does have sufficient cash available from pooled special funds outside the General Fund. It has made use of these funds to manage its cash flow for operations and avoided external cash flow borrowing for the past seven consecutive years, including fiscal 2013. The state will likely continue to rely on these additional sources of liquidity until it eliminates its negative General Fund balance position and increases its BSF to an adequate level. 

BALANCE SHEET REMAINS WEAK; MODEST LEVEL OF RAINY DAY FUNDS 

Audited results show that Maine ended fiscal year 2012 with an operating deficit of approximately $114 million. While the BSF had $44.8 million at fiscal year-end, combined available balances (unassigned operating balances plus BSF) were negative $350 million. Maine has recorded GAAP-negative combined available balances since fiscal 2002. The unreserved, undesignated General Fund balance (UUFB prior to GASB 54) became significantly more negative in fiscal 2006 following several accounting changes and increased Medicaid accruals to hospitals. Maine benefited from the increased Medicaid match rate in the federal stimulus plan during the recession and used a portion of those funds along with General Fund money to address some of the backlog of hospital payments in fiscal 2011. 

Maine's GAAP-basis balances will likely remain negative over the near term and weak relative to more highly rated states although combined available reserves could improve if the state succeeds in reducing its Medicaid liability related to hospital settlements and rebuilding the BSF. Rebuilding the BSF to an adequate level and improving the state’s balance sheet position will be important indications of stable financial operations as Maine recovers from the recession. 

2011 REFORMS HELP IMPROVE PENSION FUNDED RATIOS; LOWER ARC PAYMENTS

As a result of pension reforms in 2011 and improved investment performance, Maine’s pension funded ratio increased from 66% as of June 30, 2010 to 77% as of June 30, 2011, and 77% as of June 30, 2012. The pension reforms also reduced the ARC annually until June 30, 2028 when the UAAL is paid off as required by a 1995 amendment to the state constitution. The state saved $320 million in ARC payments over the 2012-2013 biennium. The constitution also requires that any new benefits must be funded in the year offered. Maine has a strong track record of making its ARC payments and often makes modest additional contributions above the ARC. 

In February, a class action suit was brought by the Maine Association of Retirees and four of its active members against the MEPERS Board of Trustees. The complaint asks the District Court to declare that the 2011 COLA changes violate the Contract Clause and/or the Fifth Amendment to the Federal Constitution. In the event that the plaintiffs are successful, the state could face additional pension costs.

Maine’s liability for other post-employment benefits (OPEB) is approximately $1.18 billion for the state plan and $670 million for the teachers’ plan. Maine is one of a small number of states that has contributed to an OPEB trust fund (for state employees) which had $136 million on deposit at the end of fiscal 2012. As in most states, Maine makes its OPEB payment on a pay-go basis. Recent reforms require participants who retire early to pay 100% of health insurance premiums, until they reach normal retirement age. In addition, a new plan for employees hired after June 30, 2011 has a slower benefit accrual. 

VOTER INITIATIVE ACTIVITY CONTRIBUTES TO ENVIRONMENT OF FISCAL UNCERTAINTY

Over the recent past, Maine has faced increased fiscal uncertainty associated with voter initiatives. Under the state constitution, voters may use the powers of initiative and referendum to change existing statutes, although the constitution may not be amended by this process. Any initiatives or referenda approved by a majority of voters may only be amended or repealed by a majority vote of each house of the state legislature. 

Two taxpayer bill of rights (TABOR) initiatives have been rejected by voters, one in November 2006 and the other in November 2009. In 2004, voters did approve an initiative that requires the state to increase its portion of K-12 education spending. State spending levels were increased prior the current recession but in recent years the legislature has repeatedly approved funding levels that are less than required by the initiative. 

MAINE'S ECONOMY SHOWS SIGNS OF MODEST IMPROVEMENT BUT JOB GROWTH LAGS NATIONAL RECOVERY  

Maine has generally lagged the nation in employment growth over the past decade, although it also avoided the volatility seen in other states that were affected by the bursting of the housing market bubble. During the recession, Maine’s job losses were slightly lower than the nation but the pace of job growth is lagging other states as the recovery takes hold. Maine’s unemployment rate remained below average, at 6.9% in April 2013 versus 7.5% for the country. Unlike many states, Maine did not borrow federal funds for unemployment insurance during the recession. 

The state's education and health service sector has continued to add jobs, and to some extent these have helped offset further declines in the state’s other employment sectors, especially manufacturing.  However, Maine’s employment growth was a modest 0.5% in 2012 while the national pace of job growth was 1.7%. The state’s efforts to reduce spending on social services, especially Medicaid, may reduce future employment growth prospects for that sector.      

While Maine did not participate in the housing boom that many states experienced, the construction sector has not been immune to job losses. With a lack of major economic drivers beyond tourism and continued reliance on manufacturing, prospects for Maine's economy appear modest over the near term, even when the recovery gains momentum. An aging population and recently slower population growth also present challenges for Maine’s long-term economic growth.  

MANAGEABLE DEBT RATIOS; RAPID PAYOUT; NO EXPOSURE TO VARIABLE RATE DEBT OR DERIVATIVES 

Maine continues its conservative approach to debt, with an aggressive payout structure and capacity to accommodate unforeseen borrowing needs. Below-average debt levels are in part due to the state's general practice of using available cash rather than new debt to fund approximately 50% of annual capital expenditures, providing additional flexibility to shift to borrowing during periods of economic stress. General obligation debt amortization is scheduled for a rapid, but still affordable, 10-year payout, shorter than in most other states. Maine has no exposure to variable rate debt or swaps. 

At the end of calendar year 2012, Maine had approximately $1.1 billion in outstanding net tax-supported debt, all fixed-rate, and gross debt equaled about $5.2 billion, reflecting a large amount of debt supported by a state moral obligation pledge. Maine's debt ratios for 2012, based on 2011 debt levels, were below average as they have been for the past 10 years.  The state’s net tax-supported debt was 2.3% of total state personal income, lower than Moody's 2012 50-state debt median of 2.8%. Net tax-supported debt equaled $845 per capita, also below our 2012 state debt median of $1,117. 

Outlook 

The credit outlook for Maine's long-term obligations is negative reflecting recurring spending  challenges, primarily in the Department of Health and Human Services, which includes the state’s Medicaid budget; minimal rainy day fund balances and chronically negative GAAP-basis combined available reserves; and a weak General Fund liquidity position reflecting the lack of reserves. 
WHAT COULD MAKE THE RATING GO UP 

· Achievement and maintenance of higher GAAP-basis combined available reserve levels

· Established trend of structural budget balance

· Evidence of stronger economic performance

· Improved General Fund cash margins

WHAT COULD MAKE THE RATING GO DOWN 

· Failure to resolve hospital Medicaid liabilities 

· Increased reliance on one-time budget balancing solutions 

· Emergence of significant budget shortfalls in the upcoming  or future fiscal years   

· Absence of meaningful improvement in the state’s available reserves 
· Cash-flow strain stemming from reduced liquidity

· Slower than average economic recovery leading to weak employment growth and  revenue underperformance
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