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The Department of Revenue is considering the sale of pension obligation bonds as a
means for the State to reduce annual expenditures of general funds. Although a bond sale
can occur without legislative approval, the department intends to discuss the sale of
bonds with legislative leaders. Legislative approval is crucial because debt service would
require annual appropriations. This paper is intended to provide information to help
legislators evaluate the potential sale of bonds.

Pension Obligation Bonds (POBs) are bonds that can be issued by state or local
governments. Although bond proceeds are deposited in, and invested by, retirement trust
accounts, the government is responsible for paying debt service on the bonds. There is no
doubt that cash infusions from POBs (or any other source) always improve the financial
health of retirement systems; the question is whether or not a government that issues
POBs will be better off.

Proponents (and bond sellers) point out the following advantages of POBs:

1. Infusing bond proceeds into retirement trust funds increases the funding ratio—
the ratio of assets to liabilities—and can allow participating employers to avoid
reporting increased liabilities on their financial statements and/or paying higher
contribution rates.

2. The interest rate on POBs—between 5% and 5.5% in the current market—all but
guarantee financial gain for the issuer because the investment earnings on the
bond proceeds—assumed to be 8% for Alaska plans—exceed the debt service on
the POBs. In short, the government can reduce net expenditures because the debt
service payments on the POBs will be more than offset by reduced contributions
to the retirement plan.

Regarding the first point, Alaska state and municipal governments are now subject to
pension reporting standards recently imposed by GASB (the Government Accounting
Standards Board).! By limiting the rate of return on investments that poorly funded
pension systems can use to project the future value of assets, GASB reporting

' New (FY14 and FY15) GASB standards no longer provide guidance on calculating the ARC
(the actuarially determined Annual Required Contribution). Traditionally, payment of the full
ARC has been a critical measure of retirement system health; by providing a clear path to
eliminate unfunded liability, the ARC offers an easy way to determine whether pension
obligations are being appropriately funded. Alaska—and other public retirement plan sponsors—
used the ARC not only to budget pension plan contribution rates, but also to prepare financial
statements. GASB has severed the relationship between pension accounting and pension funding.

Although not required to do so, Alaska continues to calculate the ARC (which will be reported to
the leoiclatiire dnrino the FY 17 hndoet nrocee)
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As with PERS, there are concerns that issuing POBs for TRS might limit the
ability to raise the statutory cap on employer contribution rates without affecting
ad hoc pension adjustments. This level of concern grows with the probability that
the legislature addresses K-12 costs via increases in the statutory TRS
contribution rate rather than by reductions in the base student allocation.

There are alternatives to POBs that offer lower risk and greater benefits. Although
a pure cash infusion is probably a non-starter given our declining reserves,
general obligation bonds have lower costs of issuance and lower interest rates.
Although general obligation bond proceeds cannot be deposited into retirement
accounts, we could select a number of large capital projects that are currently
funded with general funds, change their source of funding to bond proceeds, and
deposit the general fund savings to TRS. There is about $4 billion appropriated,
but unspent, for capital projects. The lower interest rate on general obligation
bonds (relative to POBs) would greatly
e reduce risk by widening the spread between the interest rate on debt and
the rate of return on invested funds and
e increase the potential gain associated with using debt to provide a cash
infusion to retirement accounts.

General obligation bonds have an interesting twist: they must be approved by
voters. This provision offers an opportunity to gauge the risk tolerance of citizens
for what some citizens might call “speculative use of public money for the benefit
of rich state workers.”

The impact of POBs on Alaska’s credit rating and bonding capacity should also
be considered. Issuing POBs can be viewed as an act of desperation intended to
address fiscal problems. If raters believe that taking on additional debt to address
fiscal problems is not in the best interest of the state, POBs could contribute to a
rating downgrade and consequent increase in the cost of issuing future debt.
Raters might also conclude that a small sale of POBs is a prudent reaction to our
fiscal crisis and be neutral (or even positive) about such a sale.

Actuarial models show that state assistance in FY 17 will be about $215 million,
which is a substantial reduction from the $260 million required in FY16 and is far
below the more than $700 million that would have been required before the
legislature’s action in FY15. While 1) expenditure reductions without service
reductions are always welcome and 2) consideration of financial strategies should
always be encouraged, retirement assistance is no longer one of Alaska’s three
primary cost drivers and the risk inherent in issuing POBs may be less attractive
as a result.

Timing is critical to the success of PC™ i, Si may argue that interest rates are

likely to  up in the near future and that Alaska is on the ve : of a credit rating
downgrade. Their conclusion is that “if you’re going to issue ¥YOBs, now is the
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