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New Issue Summary

Sale Date: Aug. 14, 2019 by competitive bid

Series: General Obligation Refunding Bonds, Series 2019A

Purpose: Refund outstanding general obligation bonds for debt service savings.

Security: General obligation, full faith and credit of the state of Delaware.

Delaware's 'AAA" Issuer Default Rating (IDR) and GO bond rating is based on strong financial
operations that are supported by proactive management and institutionalized protections
designed to ensure surplus operations. The state has considerable economic resources, which
have grown through deliberate policies to maintain a climate attractive to banking and related
entities; however, revenue growth has been slow and is expected to only track inflation. Long-
term liabilities are above the state median, reflecting in part debt issuance for purposes that
are addressed at the local government level in other states. Pensions are well funded.

Economic Resource Base: Delaware's economy is largely based on service-providing
enterprises, including financial activities, professional and business services, and education
and health organizations. After several years of robust growth as the state emerged from the
Great Recession, employment began to slow in 2016 and remains slightly below the pace of
the U.S. Per capita personal income is slightly below the national average and while increasing
continues to lag it. Both population and labor force growth remain solid and the unemployment
rate remains low.

Key Rating Drivers

Revenue Framework: 'aa’

Financial operations are supported by a diverse array of revenue sources with the personal
income tax (PIT) accounting for the largest share at approximately one-third. Delaware also
leverages its status as the legal home to over half of all publicly traded corporations in the U.S.
and assesses taxes on limited partnerships, franchises, and other business entities. This
structure results in a revenue framework that is sensitive to national economic trends.

Expenditure Framework: 'aaa’

While carrying costs for debt and retiree benefits are above the U.S. state median, Delaware
has demonstrated ample expenditure flexibility and the broad expense-cutting ability common
to most U.S. states. Moreover, the state abides by its statutory restriction to budget 98% of
expected revenue, providing a cushion for revenue variability. Education is a key cost driver,
as the state is highly involved with funding local education, including funding employer pension
contributions for school district employees.

Long-Term Liability Burden: 'aa’

The state's long-term liabilities are a moderate burden on resources. Debt levels are above
average for a U.S. state given the state's role in issuance for projects usually funded at the
local level and have modesily ticked upward following years of decline. Pensions are well
funded although other post-employment benefit (OPEB) obligations are sizable.
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Rating History (IDR)
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Related Research
Fitch Rates Delaware's $107MM GO Bonds
'AAA"; Outlook Stable (July 2019)

Related Criteria
U.S. Public Finance Tax-Supported Rating
Criteria (April 2018)

Operating Performance: 'aaa’

The state has exceptional financial resilience and institutionalized protections are designed to
ensure surplus operations. Strong financial management results in the maintenance of ample
financial cushion even through economic downtumns. The ongoing monitoring of revenues and
operating expenditures mitigates the effect of volatility in revenues and allows for rapid gap
closing.

Rating Sensitivities

The rating is sensitive to shifts in the state's fundamental credit characteristics including
continuation of the state's conservative budgeting practices and strong economic foundation.

Credit Profile

Revenue Framework

General fund (GF) revenues are dependent on an unusual array of taxes related to business
endeavors and financial institutions, linked to companies being legally domiciled in the state.
Revenues include franchise and other fees levied on businesses and banks organized under
state law as well as corporate income taxes and other fees. These combine to provide
approximately one-third of general fund revenues. Abandoned property, which includes
accounts and securities derived from the business domiciled in the state, typically accounts
another 10% of GF revenues and is subject to significant volatility.

The state levies a personal income tax but not a general sales tax. The personal income tax
provides about one-third of GF revenues and has recorded moderate growth over the past
several years, offsetting more variable results in corporate-based taxes. Lottery revenues,
which include gaming and account for just below 5% of revenues, have been pressured,
reflecting growth and competition in nearby gaming venues outside the state.

Historical revenue growth, adjusted for the estimated effect of policy changes, has been near
the rate of inflation over the past ten years. Based on the current outlook for economic growth,
the June 2019 Delaware Economic and Financial Advisory Council (DEFAC) meeting forecast
essentially flat revenue growth (0.75%) for fiscal 2020, followed by slightly higher growth (2%)
in fiscal 2021. The lower forecast for fiscal 2020 reflects in part the impact of the federal tax
changes that resulted in higher than expected fiscal 2019 revenues. Fitch anticipates the long-
term trend for revenue growth will remain in line with inflation and trail the pace of national
economic growth given the rate of growth in Delaware's economy.

The state has no legal limitations on its ability to raise revenues through base broadenings,
rate increases, or the assessment of new taxes or fees.

Expenditure Framework

As in most states, education and health and human services spending are Delaware's largest
operating expenses. Education is the larger line item, as the state provides significant funding
for local school districts and the public university and college system. The state's education
commitment includes sharing the annual employer pension contribution for local school district
employees with school districts. Health and human services spending is the second largest
area of spending, with Medicaid being the primary driver.

Fitch expects that the pace of spending growth, absent policy actions, will be in line with to
marginally above that of natural revenue growth, driven primarily by Medicaid, and require
regular budget adjustments to ensure ongoing balance. The fiscal challenge of Medicaid is

State of Delaware
August 5, 2019

2



common to all U.S. states and the nature of the program as well as federal government rules
limit the states' options in managing the pace of spending growth. Federal action to revise
Medicaid's programmatic and financial structure appears less likely in the near term given
divided control in Congress. In other major areas of spending such as education, Delaware is
able to more easily adjust the trajectory of growth.

Overall, Delaware retains ample ability to adjust expenditures to meet changing fiscal
circumstances. While Medicaid remains a notable cost pressure, spending requirements for
debt service and pension obligations are manageable and pensions are well-funded. The
state's contributions to OPEB have approximated its contributions to the pension system in
recent years, reflecting a large unfunded OPEB liability relative to the stronger pension funded
ratio. Pension contributions over the past several years have generally approximated the
actuarially determined contribution.

Long-Term Liability Burden

As a small state with a minimal number of local governments, Delaware's service functions are
highly centralized, leading to above-average long-term liabilities for a U.S. state. Per Fitch's
November 2018 State Pension Update report, the state's total debt and net pension liabilities,
as adjusted to a 6% return assumption, equaled 11.8% of 2017 personal income, a level of
long-term liabilities that is above the state median but moderate overall. Based on the most
recently available data, Delaware's long-term liabilities remain approximately 11.7% of 2018
personal income.

Pension reforms for the state employees' pension (SEP) system effective Jan. 1, 2012 aimed
to bolster funding ratios through targeted benefit reductions and increased contributions by new
employees. The unfunded actuarially accrued OPEB liability of over $7.6 billion equals 15% of
2018 state personal income. While Fitch views the OPEB liability as a more flexible obligation
as compared to pensions, the relative size of the liability in the context of its relation to personal
income and already above-average long-term liabilities is a concern. The governor has formed
a commission to study OPEB, identify options to address related liabilities, and to report to
DEFAC at its March 2020 meeting.

Operating Performance

Delaware's ability to respond to cyclical downturns rests with its conservative budget practices,
maintenance of reserves, and proactive approach to tracking and forecasting revenues and
expenditures throughout the budget cycle. For details, see Scenario Analysis, page 5.

Delaware has exhibited strong budget management throughout this extended period of national
economic expansion. lts conservative budgeting practices helped it to rapidly rebuild its
financial resilience after the Great Recession and to maintain strong balances and financial
cushion on an ongoing basis. The state has maintained the BRA above the 5% target and
sizeable levels of unencumbered cash, although balances of the latter fluctuate with revenue
performance and spending needs. Combined, the unencumbered cash balance and the BRA
equaled a very strong estimated 14% of fiscal 2019 revenues at year-end, although this is
expected to be reduced to support non-recurring expenditures, including for capital.

The state closely tracks revenue collections and expenditures during the year and forecasts
are updated six times each fiscal year through comprehensive reviews by DEFAC. Frequent
forecast updates have allowed the state to quickly respond to changing economic conditions,
an important aftribute as most of the state's revenues are economically sensitive with some
baseline sluggishness that has required tax policy changes to fund rising expenditures. The
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Public Finance

state proactively reviews its tax policies and makes adjustments to ensure its budgets are
balanced. These practices have proven to be critical to sustaining financial balance and
support the state's strong operating performance.

The enacted operating budget for fiscal 2020 increases spending by approximately 4.2%,
slightly higher than the governor proposed. The budget assumes some use of the accumulated
cash balance, in part to finance non-recurring expenditures, and funds many of the governor's
priorities. These include increased funding to schools with a higher concentration of low-
income or non-English speaking students, increased school positions, and a 2% pay raise for
teachers. State workers also will receive $1,000 pay raises. The budget sets aside just under
$100 million per the constitutional 98% budgeting requirement, $252 million in the BRA, and
$125 million in a budget stabilization fund, that was new in fiscal 2019 and is intended to
provide additional buffer against revenue variability.
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Finance

Delaware, State of (DE)

Scenario Analysis
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Scenario Parameters: Year 1 Year 2 Year 3
GDF Assumption (% Change) {109} 0.5% 0%
Expenditure Azsumption (% Change) 2.0% 205 0%
Revenue Output (3 Change) {55%) [1.5%) 24%
—=
2010 2011 2002 2013 2014 2015 2016 2007 2018 Year 1 ‘Year 2 Year 3
Expenditures
Total Expendituras 5,806,118 5,786,671 6,133,635 6,413,081 6,577,485 7223 687 T.A05.424 7.828,772 E.214.573 7.818,111 BO75473  BZI38003 BADLTES
% Change In Total Expenditures 19% [D.13¢) 58% 4.6% 2.6% 5.8% 25% 71% 3.6% (3.6%¢) 20% 2.0% 0%
State Expenditures 4,586,045 4,355,345 4407424 4,885,047 5,047,584 5,286,190 5,326,981 5732338 6,011,766 5,542,502 5,653,352 5,766,415 5,881,747
5 Change In State Expenditures (0.0%) [5.05¢) 1% 10.8% 335 47% 0.E% 7.5 a9 [7.85¢) 0% 20% 20%
Revenues
Total Revenues 5,040,205 5,358,006 5,934,308 5,848,027 8,135,404 £,454,330 6,555,374 7.106,315 7.368,150 7.870,802 7514430 7.580,ET0 7751382
3 Change In Totzl Revenues (0.45) 3% 10.7% 11.5%) 49% 5.2% 7.8% 23% 3.7% 6.8% (3.3%) (D.4%) 2%
Federal Revanues 1,220,072 441712 1,725,141 1,528,034 1,528,521 1,935,497 2,078,443 1,186,434  2,703207 2375609 2,423,131 2,471,584 2,521,005
% Change In Federal Revenues 9.8% 1B8.2% 15.6% {11.3%) 0.1% 26.6% 7% 5.8% 0.3% 7.8% 0% 2.0% 2.0%
State Revenues 3,820,133 3,916,284 4,208,767 4,318,553 4,605,483 4,515,453 4,878,931 4,508,882 5,184,343 5,495,183 5,151,309 5,108,285 5,230,376
3 Change In State Revenuss (3.3%) 235 755 8% 5.5% (1.95¢) 0% 0.5% 52% Ean (5.55¢) (153 za%
Excess of Revenues Over Expenditures (765,913)  (439,865)  (198,727) (365,054 (442,081 (767.697) (448050) (322436  (846,323) (47.309)  (#52.083) (857.133)  (651371)
Total Other Financing Sources 588,512 586,484 842485 602,011 516,165 466,286 511,010 474585 485,030 528,199 435,019 500,765 488,716
Net Change in Fund Balance (177.401) 145,818 443,738 35357 74084 (300,411) 52,950  (347.887)  (35L783) 480,550 32976  (156.368)  (152.655)
3 Total Bpenditures (3.1%) 235 7.3% 0% 11% (8.2%) 0.5% (2.4%) (4.3%) 6.1% 0.4% {15%) (1.8%)
3 State Expenditures (3.5%) 3.5 10.1% 0E% 13% (5.7%) 13% (5.1%) (5.9%) BT% 0.6% (2.7%) (2.5%)
5¢ Total Revenues (3.5%) 7% 755 0% 17% (8.7%) 0.5% (a.5%) (4.8%) 6.1% 0.4% 2.1%) (2.0%)
5 State Revenues (2.5%) 373 10.5% 0% 1% (8.79%) 13% (715 (5.8%) BE% 0.6% 13.1%) (2.9%)

Motes: Scenarto analysis represents an unaddressed stress on Issuer finances. Fitch's downturn scenario assumas & -1.0% GDP decline In the first year, followed by 0.5% and 2.05 GDP growth In Years 2 and 3, respectively. Expenditures are assumed to
grow st & 2.05 rate of Inflation. For further detalls, plesse see Fitch's US Tax-Supported Rating Criterfa.
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The ratings above were solicited and assigned or maintained at the request of the rated
entity/Issuer or a related third party. Any exceptions follow below.

ALL FITCH CREDIT RATINGS ARE SUBJECT TO CERTAIN LIMITATIONS AND DISCLAIMERS PLEASE READ
THESE LIMITATIONS AND DISCLAIMERS BY FOLLOWING THIS LINK:
HTTPS//FITCHRATINGS.COM/UNDERSTANDINGCREDITRATINGS. IN ADDITION, RATING DEFINITIONS AND THE
TERMS OF USE OF SUCH RATINGS ARE AVAILABLE ON THE AGENCY'S PUBLIC WEB SITE AT
WWW . FITCHRATINGS.COM. PUBLISHED RATINGS, CRITERIA, AND METHODOLOGIES ARE AVAILABLE FROM
THIS SITE AT ALL TIMES. FITCHS CODE OF CONDUCT, CONFIDENTIALITY, CONFLICTS OF INTEREST,
AFFILIATE FIREWALL, COMPLIANCE, AND OTHER RELEVANT POLICIES AND PROCEDURES ARE ALSO
AVAILABLE FROM THE CODE OF CONDUCT SECTION OF THIS SITE. FITCH MAY HAVE PROVIDED ANOTHER
PERMISSIBLE SERVICE TO THE RATED ENTITY OR ITS RELATED THIRD PARTIES. DETAILS OF THIS SERVICE
FOR RATINGS FOR WHICH THE LEAD ANALYST IS BASED IN AN EU-REGISTERED ENTITY CAN BE FOUND ON
THE ENTITY SUMMARY PAGE FOR THIS ISSUER ON THE FITCH WEBSITE.

Copyright © 2019 by Fitch Ratings, Inc, Fitch Ratings Ltd. and its subsidiaries. 33 Whitehall Street, NY, NY 10004.
Telephone: 1-800-753-4824, (212) 908-0500. Fax: (212) 480-4435. Reproduction or refransmission in whole or in part is
prohibited except by pemmission. All rights reserved. In issuing and maintaining its ratings and in making other reports
(including forecast information), Fitch relies on factual information it receives from issuers and underwriters and from other
sources Fitch believes to be credible. Fitch conducts a reasonable investigation of the factual information relied upon by it in
accordance with its ratings methodology, and obtains reasonable verification of that information from independent sources, to
the extent such sources are available for a given security or in a given jurisdiction. The manner of Fitch's factual investigation
and the scope of the third-party verification it obtains will vary depending on the nature of the rated security and its issuer, the
requirements and practices in the jurisdiction in which the rated security is offered and sold and/or the issuer is located, the
availability and nature of relevant public information, access to the management of the issuer and its advisers, the availability
of pre-existing third-party verifications such as audit reports, agreed-upon procedures letters, appraisals, actuarial reports,
engineering reports, legal opinions and other reports provided by third parties, the availability of independent and competent
third-party verification sources with respect to the particular security or in the particular jurisdiction of the issuer, and a variety
of other factors. Users of Fitch's ratings and reports should understand that neither an enhanced factual investigation nor any
third-party verification can ensure that all of the information Fitch relies on in connection with a rating or a report will be
accurate and complete. Ultimately, the issuer and its advisers are responsible for the accuracy of the information they provide
to Fitch and to the market in offering documents and other reports. In issuing its ratings and its reports, Fitch must rely on the
work of experts, including independent auditors with respect to financial statements and attorneys with respect to legal and
tax matters. Further, ratings and forecasts of financial and other information are inherently forward-looking and embody
assumptions and predictions about future events that by their nature cannot be verified as facts. As a result, despite any
verification of current facts, ratings and forecasts can be affected by future events or conditions that were not anticipated at
the time a rating or forecast was issued or affiimed.

The information in this report is provided “as is” without any representation or warranty of any kind, and Fitch does not
represent or warrant that the report or any of its contents will meet any of the requirements of a recipient of the report. A Fitch
rating is an opinion as to the creditworthiness of a security. This opinion and reports made by Fitch are based on established
criteria and methodologies that Fitch is continuously evaluating and updating. Therefore, ratings and reports are the collective
work product of Fitch and no individual, or group of individuals, is solely responsible for a rating or a report. The rating does
not address the risk of loss due to risks other than credit risk, unless such risk is specifically mentioned. Fitch is not engaged
in the offer or sale of any security. All Fitch reports have shared authorship. Individuals identified in a Fitch report were
involved in, but are not solely responsible for, the opinions stated therein. The individuals are named for contact purposes
only. A report providing a Fitch rating is neither a prospectus nor a substitute for the information assembled, verified and
presented to investors by the issuer and its agents in connection with the sale of the securities. Ratings may be changed or
withdrawn at any time for any reason in the sole discretion of Fitch. Fitch does not provide investment advice of any sort.
Ratings are not a recommendation to buy, sell, or hold any security. Ratings do not comment on the adequacy of market
price, the suitability of any security for a particular investor, or the tax-exempt nature or taxability of payments made in respect
to any security. Fitch receives fees from issuers, insurers, guarantors, other obligors, and underwriters for rating securities.
Such fees generally vary from US$1,000 to US$750,000 (or the applicable currency equivalent) per issue. In certain cases,
Fitch will rate all or a number of issues issued by a particular issuer, or insured or guaranteed by a particular insurer or
guarantor, for a single annual fee. Such fees are expected to vary from US$10,000 to US$1,500,000 (or the applicable
currency equivalent). The assignment, publication, or dissemination of a rating by Fitch shall not constitute a consent by Fitch
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Financial Services and Markets Act of 2000 of the United Kingdom, or the securtties laws of any particular jurisdiction. Due to
the relative efficiency of electronic publishing and distribution, Fitch research may be available to electronic subscribers up to
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For Australia, New Zealand, Taiwan and South Korea only: Fitch Australia Pty Ltd holds an Australian financial services
license (AFS license no. 337123) which authorizes it to provide credit ratings to wholesale clients only. Credit ratings
information published by Fitch is not intended to be used by persons who are retail clients within the meaning of the
Corporations Act 2001.
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