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What 1s a Pension Obligation Bond?

A pension obligation bond is a financing used to defray unfunded pension costs.

Pension systems measure assets on hand against the present value of projected
liabilities over the long term.

Il liabilities exceed assets, the difference is known as the “Unfunded Accrued
Actuarial Liability” or “UAAL.”
With lagging investment returns, increases in healthcare costs, and actuarial

revaluations, many public and private pension systems have found themselves
significantly under-funded.

Repayment ol the UAAL is.amortized over a fixed period and tailt into payroll
rates at a given interest rate/8.25 percent in Alaska.

Retirement system thereby Becomes the “banker” for the shortfall, as employers
repay the loan over the amortization period.

Many jurisdictions have used Pension Obligation Bonds to refinance
these system “loans” at rates lower than the amortization rate.
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Why Pension Obligation Bonds
Might be Useful in Alaska

e According to the recently released 2004 valuation, assuming above-average
growth in population:

PERS rates rise to 32% of payroll beginning in 2011, and do not decline until
2029.

TRS rates rise to 50% of payroll in 2011 and continue increasing to 56% by
2028 before declining.

* Pension obligation honds can be an effective tool for immediately reducing
nayroll rates and producing long term savings forjurisdictions.

e In Oregon, jurisdictions are projected to save over $L13 billion from use of
this technique.

SBATTLB-N ORTH WEST
JCTIRTIFX CORPORATION



Alaska Pension System *

Alaska
PERS TRS
Asset base $8.2 billion $3.9 hillion
Covered Employees 71,009 21,865
Average employer rate 16 Nl% 0) 2100% &
Funded ratio 72.00% 3> 50.00% B3>
UAAL as of 2003 valuation $3.4 billion 4> $2.3 billion W

®As June 30, 2004.

(]) Actuarially computed at 28.19% by Mercer and 30.37% by Buck.

(2) Actuarially computed at 41.78% by Merccr.

(3) Beginning in 2011. TRS projected to continue issuing to 56% by 2028.

(4) Projected at $4.4 billion and $2.5 billion by Buck. Rates projected at 32.43% and 42.14% for 2005.
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Bonding a Popular Tool

Many jurisdictions throughout the country have chosen to finance PERS liabilities
with bonds.

In Oregon:
A total of 133 school districts, cities, counties and the State have issued $5.4 billion of
pension bonds in Oregon.
Savings projected at $1.3 billion overall, assuming an 8.00% rate of return,

« Original statutory authority provided to local governments and school districts in 2001
for issuance of “full faith and credit obligations.”

School Districts also granted authority to enter into intercept agreement with the State,
whereby operating funds were additionally pledged. This approached resulted in
“State” credit rating.

State Constitutional amendment approved by voters in 2003 authorizing the State to
issue GO bonds for its share of the liability. Voter approval margin was 55.25%.

Although bonds have to be sold on a taxable basis, interest rates for most borrowings
have been well under 6%.
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The Arbitrage Issue

Issuing a pension bond Is not like refinancing your mortgage...
%uc e%sd from borrowing depends on the market returning more than the cost of

For Alaska borrowers, if investment returns equal 8.25% over 25 year
period over the life ol the bonds, costs will be reduced as estimated.

Il returns aie greater than 8.25%, cost reductions will be greater than
projected.

Il ietums are less than 8.25% cost reductions will be positive, but less than
projected.

Il returns are less than the bond yield, borrowers will be worse off than
those who do not borrow.
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Alaska PERS

Alaska Public Retirement System
D History ofInvestment Results
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In Oregon, PERS has a long history of strong investment performance:
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Oregon Process

* Bond proceeds are placed in a “lump sum account” for benefit of employer.
Earnings and losses direct!" accrue to that account.

Lump sum account is used to provide prepayment credit on payroll rates
charged tojurisdictions.
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Recent Returns - Oregon Lump Sum Accounts

/
*L
Issuer Par Amount TIC Total Return Annuali/ed
Series 2005 - Local Government Pool $ 186 m 5.04% 6.06% 14.55%
Series 2005 School District Pool $ 492m 4.771% 12.43% 18.65%
Series 2005 Community College Pool $ 57m 4.86% 12.43% 18.65%
Series 2004 - Local Government Pool S 126m 6.11% 30.69% 17.54%
Scries 2004 - School District and Community College Pool S 400 m 5.49% 29.88% 14.94%
Series 2003- School District and Community College Pool $ 1,080 m 5.73% 59.71% 21.08%
Series 2002 - School District Pool S 775m 5.60% 67.21% 20.16%
Series 2002 A&B - Local Government Pool S 238m 7.00% 50.42% 12.87%
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Alaska PERS

System -wide Refinancing Analysis

« A refinancing of the $3.4 billion PERS UAAL could result in net present value
savings of over $1 billion.

FY 2007 FY 2008 FY 2009 FY 2010

Total PERS Rate 21.77% 20.77% 3L.47% 31.97%
l.ess: Projected Rate Credit (1550%)  (15.50%)  (15.50%)  (15.50%)
Plus: Debt Cost 12.36% 12.43% 12.43% 12.43%
Net PERS Rate 18.63% 23.70% 28.40% 28.90%
Net Savings in PERS Rate 3.14% 3.07% 3.07% 3.07%
Net Cashflow Savings $51,161,811  $51,944574  $53987,342  $56,147,686

Note: TIC assumed 5.75%
| SEATTLE-NO RTH WEST
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Alaska TRS

System -wide Refinancing Analysis

Present value savings projected at over $650 million.

Total TRS Rate

Less: Projected Rate Credit
Plus: Debt Cost

Net TRS Rate

Net Savings in TRS Rate

Net Cashflow Savings

Note: TIC assumed 5.75%

FY 2007
21.00%

(2.00%)
1458%
14.58%
6.42%

$37,055,731

FY 2008
26.00%

(26.00%)
19.82%
19.82%
6.18%

$37,070,595

FY 2000 FY 2010
3L00%  36.00%
(30.76%)  (30.76%)
UM 24T4%
24.98%  29.98%
602%  6.02%

$37,583,609  $39,089,894
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| essons Learned

1 Payment to PERS does NOT guarantee UAAL will be paid off in full.
2 What happens if UAAL is subsequently reduced or increased?

Reductions: Lump sum payment would put jurisdiction in surplus. Funds will
1rcwot hbe returned to jurisdiction, but surplus is used to reduce payroll rates
urther.

Increases: Lump sum payment would defray total deficit. UAAL would not
be as high as would otherwise be the case.

In any case, arbitrage risks remain the same for existing lump sum payment.

3 Structure of the financing matters

Inappropriate to use unrealistic assumptions about rates of return.

Amortization structure ol bonds should match amortization of UAAL that
PERS system uses.

Not prudent to have back weighted structured where all savings are produced
In early years.
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| essons Learned

4 The “housekeeping issues” are often the most critical

Adequate protection and pioper accounting of lump deposits are critical.

Statutes and regulations needed to ensure that the employers making the
deposit are the ones getting the credit, and that credit is for appropriate amount.

5 Bond Related Considerations

Bonds are not likely to be subject to early redemption.

Rating agencies will scrutinize structure carefully to ensure payment of
liability is not further deferred.

Changes “soft” liability to “hard” liability, which may put some limitations on
financial flexibility.

6 Variations in payroll growth not immediately reflected in debt structure
« Under current structure, if payroll declines, payments to PERS decline.

Using bonds, if payroll declines, payments on the bonds do not change.
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House BIll . . .

Authorizes access to capital markets lor the puipose of financing pension liabilities.

Provides express authorization for all types ofjurisdictions to issue obligations for
this purpose either individually or through another entity.

« Provides authorization for individual jurisdictions to pool together through a state
entity such as Bond Bank or through a Trustee to achieve economics of scale.

« Allows for credit support to enhance access to the market such an:

Bond reserves
Bond insurance

Pennits jurisdictions to enter into intercept agreements with state agencies for
credit enhancement purposes.

Provides protection for lump sum payments made to PERS System and ensures
credit is provided only to jurisdictions making the deposit.

-» We are supportive of HB 278 because it provides a tool for jurisdictions to use
at their discretion to potentially defray considerable costs in meeting pension

obligations.
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Questions?

e Carol Samuels, SNW
- (503) 275-8301
csamuels@snwsc.com

e Lindsay Sovde, SNW
- (206) 628-2875
Isovde@snwsc.com

e John Wanamaker
- (907)278-4804
- Jwanamaker@snwsc.com
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FISCAL NOTE

STATE OF ALASKA Fiscal Note Number.
2006 LEGISLATIVE SESSION Bill Version: CSHB 270(FIN)
(H) Publish Date: /2172006
Revision Dete/Time (Note if correction): Dept. Affected: Revenue
Title Retirement System Bonds 'RDU
Component Alaska Municipal Bond Bank
Sponsor Rep. Mike Hawker
Requester Component No. 12‘.
Expenditures/Revenues (Thousands of Dollars)
Note: Amounts do rot include inflation unless otherwise noted below.
OPERATING EXPENDITURES Fy2007 FY2008 FY2009 FY 2010 FY2011 @ FY 2012
Personal Services
Travel
Contractual
Supplies
Equipment

Land & Structures
Grants & Claims

Miscellaneous . ' '
TOTAL OPERATING '

ICAPITAL EXPENDITURES 1

ICHANGE IN REVENUES ( )
FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts

1003 GF Match

1004 GF

1005 ijF/Program Receipts
Bond Proceeds

Bond Bank Invest aent Earnings

TOTAL
Estimate of any c irrent year (FY2006) cost: 0.0
Check this box 1X if funding for this bill is included in the Governor’s FY 2007 budget proposal:
POSITIONS
Full-time
Part-time
Temporary

ANALYSIS:  (Attach a separate pagr it necessary)
HB 278 expands the ability of the Alaska Municipal BonJ Bank Authority (Bond Bai.x) to borrow money for

loans to communities for the purpose of prepaying their unfunded accrued actuarial liabilities of the
TeTtreiTOfirsystemT The premise of undertaking this type of transaction is providing communities with an
efficient means of borrowing to fund all or a portion of their unfunded liab’li'y. The difference between the
cost of capital and the earnings on the investment of that capital by the retirement system accrue to the

participating community.

Should any transaction be undertaken the fiscal impact on the Bond Bank will be an increase in debt
issuance costs. These include: rating agency fees, financial advice, bona counsel, printing, cusip

Prepared by:  House Finance Committee Phone

Division Date/Time 3/27/06 10:16 AM

Approved by:  Rep. Kevin Meyer, Co-Chairman
Rep. Mike Chenault. Co-Chairman

Date 3/27/2006
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FISCAL NOTE #

STATE OF ALASKA BILL NO. CSHB 278(FIN)
2006 LEGISLATIVE SESSION

ANALYSIS CONTINUATION

service, underwriting, and other related expense Those costs will be funded from the bond proceeds and Bond Bank investment
eamings. The Bond Bank estimates the initial cost ~associated with a hypothetical transaction of one billion dollars would
approximately be $7 million in the year inwhich the ~ msaction occurs, with $40 0 per year in service expenses.

This fiscal note is indeterminate becai  iis unclear at this time if any transaction will take place
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Session
Suit Capitol
Juneau. AK 99801
'>07465-4949 direct
800 1784950 loll Ire
g 46549. fax

Interim
7]o W &hAvenue
Anchoruee, AK 99501
907 269-0244 office
907 269-0248 fax

"Tae Frerce (‘e
i Omiue

House Pisthcl .J.
Eagle p \vr
Anchorage
Rainbow
Ir]dian
Bird
lHirdutind
Portage
Il hilticr

Sunrise

Fope

| Staff Contact; Juli Lucky 465-6587 Paulyn Swanson 465-6820
rep.mike.hawker@legis.state.ak.us  «  http:/mwwv akrepublicans.org/hawker/

Representative Mike Hawker
Alaska State Legislature

House Bill 278
Sponsor Statement

Short Title: Retirement System Bonds

HB 278 provides governmental employers the opportunity to utilize a
financial mechanism generally referred to as a "Pension Obligation
Bond" éPOB) to heIF reduce the ultimate cost of satisfying the unfunded
accrued actuarial liabilities of their retirement systems. A POB is
essentially a legal arbitrage transaction where money is borrowed a
lower rate of interest than the money earns when ‘invested by Ihe

retirement system.

HB 278 clarities the ability of municipal entities to include POBs in their
strategy to reduce the cost of meeting unfunded pension liabilities and
expands the authority of the Alaska Municipal Bond Bank Authority to
support governmental employers wishing assistance engaging in such

transactions.

This bill does not authorize any debt instruments to be issued. Separate
specific action would be required to initiate any transaction under the

authority provided hy HB 278.

Revised 4/6/2006
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Section 1

Section 2

Sections 3 & 4:

Section 5:

Section 6

Section 7;

Section 8.

Section 9:

Section 10:

Section 11

Section 12:

Section 13;

House BiII.278&RL.S) _
Prepared by Representative Mike |iawkers Office
Updated April 20, 20J6

Allows a Teacher's Retirement System ?TRS) empioyer to make a lump sum

payment to prepay all or a part its Share of the accrued actuarial pension liahility:

allows the commissioner to accept a lump sum payment that is less than the ful

amount; allows administrative fees to be charged; outlines how the lump sum

payment and earnings or losses will be credited; and holds an employer who

Brepays its liahility harmless if there are future state discretionary payménts that
enefit multiple employers.

QOutlines how municipalities can join to%ether to issue debt obligations and
allows funds divem™n rgreements between the municipalities and state
agencies.

Adds facilitating !angua?e to two sections of the accounting statute for the Public
Employees Retirement System &P_ER_S? to accommodate the lump sum
paymer s allowed in secuon five of this hill

Allows a PERS employer to make a lump sum payment to prepay all or a part its
share of the accrued actuarial pension liahility; allows the commissioner to
accept a lump sum payment that is less than the ful amount; allows
administrative fees to be charged; outlines how the lump sum payment and
earnings or losses will be credited; and holds an employer who prepays its
liahility” harmless if there are future state discretionary payments that benefit
multiple employers.

Adds to the statutory policies established for the Municipal Bond Bank Authority.
Provides a directivé o assist governmental employers to meet their unfundéd
retirement s?{ste_m obligations by issuing debt instruments goften generally called
Pension Obligation Bonds) on their behalf. Specifies that the bond hank should
provide the lowest rates possible without subsidizing the employers beyond their

means

Grants the Municipal Bond Bank Authority the power to create subsidiary entities
to assist governmental employers as outlined in section eight of this ;ill

New statute defining the powers of the Municipal Bond Bank Authority to engage
in "Pension Obligation Bond" transactions on behalf of governmental employers.

Exempts "Pension_Obligation Bonds" from the current limit for revenue bonds
that the Municipal Bond Bank may issue each year.

Authorizes the Municipal Bond Bank to issue "Pension Obligation Bonds".

Exempts "Pension Obligation Bonds" from the current limit for total revenue
Ponds and notes that the Municipal Bond Bank may have outstanding at any
ime.

Adds a definition for "governmental employer" to the definitions section for the
Municipal Bond Bank.

Immediate effective date
Page 1of 1



ALASKA MUNICIPAL LEAGUE
RESOLUTION #2006-02

A PESOLUTION URGING THE STATE TO PROVIDE FOR A
STATJTORY MAXIMUM EMPLOYER CONTRIBUTION RATE AND
AL 10W EMPLOYERS THE OPTION OF REFINANCING THEIR
PERS/TRS DEBT

WHEREAS, the State of Alaska created tne Public Employees Retirement
System (PERS) in 1962 to provide a retirement system for state and

par cipating municipal employees; and

V'PEREAS, many cities and boroughs have participated in PERS for
[Tu ny years; and

WHEREAS, the basic \orem|se of a defined henefit pension plan is that
e nployer and/or employee contributions are invested by the plan
a inistrator in accord with sound actuarial principles so that adequate
fun Js are available for retiree pensions and health care henefits; and

WHEREAS, the PERS system is seriously underfunded on a statewide
basis; the plan's assets are roughly equal to only 70% of the projected

plan expenses, and

WHEREAS, in response to the underfunding, PERS administrators have
indicated that the employer PERS contribution rate will increase by 5%

compounded annually eVery year for many years; and

WHEREAS, this past March, the Senate Finance Committee of the Alaska
Legislat ire found the following reasons for PERS underfunding:
Inaccurate assumpt.ons o
Historical understatement of system liabilities
Rising health costs

3-year "bear” market downturn

Declining interest rates

Unfavorable demographic changes

Timing of the recognition of market losses
Artificially low contribution rates in good times
Legislation that has increased henefits
Awarding of Post Pension Retirement Adjustments

WHEREAS, by passage of Senate Bil 141, the State has taken a
signiricant step towards a long-term resolution of the statewide PERS
shortfall; effective July i, 2006, the existing defined benefit plan wil
become a defined contribution plan for employees hired on or after that



date; under a defined contribution plan the liability of the employer is
limited to making contributions; and

WHEREAS, all municipalities and local taxpayers face -*ventual fiscal
calamity as the employer rate increases hy 5% of total s ries paid per

year; and

WHEREAS, establishinq a maximum employer PERS rate will enable
municipalities to afford to continue to provide essential public services;

and

WHEREAS, the State government has vastly superior revenue resources
compared to municipal governments; and

WHEREAS, statutory changes to allow municipalities and the state to
refinance. the existing debt could potentially save several percentage
points of interest charges each year.

NOW, THEREFORE BE IT RESOLVED that the Alaska Municipal League
agrees to the followmg: .

» To avoid penalizing local taxpayers and students, the PERS
statutes should be amended ‘to provide for a maximum
employer contribution rate of 20%, with any amount above
20% fo be paid by the State, as part of the changes to
resolve the plan underfunding. _ o .

+ That the State allow employers the option of refinancing their
existing PERS/TRS debt in order to use financing methoc >
that are available at a rate lower than 8.25%.
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City of Soldotna

177 North Bircb « Soldotna, Alaska 99669 + Phone: (907) 262-9107 S oldotna

Representative Mike Chenault, Co-Chair, House Finance Committee

State Capitol, Room 502
~al, AK 99801

Re:  HB 278 and Other PERS Unfunded Liability Bills

The City of Soldotna supports legislation allowing an option. for pension Ijligation
bonds &s a tool in dealing with the PERS unfunded liability issue. But, we feel.
that there_are some broader considerations that should bé part of this or any hil
dealing with this issue. We ask you to submit the following comments to th

Finance Committee.

As the Alaska Leqislature considers options for reduction of the unfunded liability
for PERS and TERS, you should ensure that communities who have taken steps
to reduce thay ||ab|I|t)f, are not penalized The City of Soldotna has taken steps to
reduce its unfunded Tiability and should receive credit for this in any plans

adopted by the Legislature.

The City of Sc'dotna, like all other oartic,iPants in PERS, received notice of an
unfunded liability of approximately $4 million. We were also advised that this
||ab|I|% would effectively accrue interest at 8 25%, That interest charge equaled
$330,000 annually, or $25,000 a month. At that time, the City's total Contribution
rate Set by the State was about 2.5% and was raised to abouit 4.5%. With the
_.->utory limit on increases of only 5% of payroll annuallkl, it would have taken
until FY"2005-06, the current year, hefore the City's contnbution even equaled
the accruing Interest

Faced with this situation, the City Council determined a payment of $1 million
should be made to reduce the unfunded liability. . This Pa ment was made in
November of 2004. So that ¥ou understand the impact of waiting, | want to tell
you how the money was applied to the City's liability. Of the $1 million, $620,000
Wwent to accrued interest back to the date our unfunded liability calculation was
made. Our “principal" owed was only reduced b?/ about $380,000. The City also
elected to aBply the Iegilslanvely provided offset funding for the current year's 5%
increase to pe applied 1o the unfunded liability as well.“We absorbed ttie actual
increase in the contnbution rate in the City's Operating budget.

Many communities asked about our actions  While they saw some benefit, most
were concerned that if the Legislature provided assistance, credit would not be
given for payments made to reduce the unfunded liability. If the State elected to
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pay off the unfunded liahility balance in full and did not give credit for earlier
efforts to reduce the liability, Soldotna would have paid $1 million more than |
other participants  This fear makes it difficult for a community to consider being a
good steward of Its resources The Legislature must recognize this and if an
relief is given, make sure it is not based on just the unfunded I|ab|||tY on the date
relief is given, but also considers the extra payments made prior to thai date

Sincerely,

Thomas R. Boedeker
City Manager

cc.  Representative Kurt Olson
Senator Tom Wagoner
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CHAPTER ONE

Introduction

Itoulon obligation Imuids ("POBS") an- Ixmcls issued liv ,i stale m Itmil government
lo pay Ib obligation to the |xii..lon fund or system in wlili li Il.semployees (or miters
for whose pension Ivnellts Il is tesponslhle) are members POBS arr an Increasingly
pii| mlai way lor stole or lix al gnvernm [lls in a< ninplisli a variety o| linaiH lal ami
oilier (tin lulling pnlitkal) objective*

According lo TllOinvm i'martrial. during Hie pasl (In aile lien Have been al least
275 POB issues by stale and local govmum'M Issuers In ai least 22 si.iips

1 he pugxise of this pamphlet is lo InloxIm ¢ Inleieslcd pailies to .lie reasons why
POBs are Issued advantagr-s/disadvantages. structure aliornallves. federal lax Issues,
anil representative pmgrams In three stales where POBs are pailu nlarly popiil.u

I'he author Ischali ol the Puhlli Finance Depaftmenl al Orrtck, Ilcningloii K
SoullKe I111and has Ixcon bond counsel on more than twenty POBSs In various slates
I krlik Is the nations premier Imnri cuunvl linn, ranked number one lot more llian
(I decade." with evienslve experience Il all IVJies ol POB and stitlllai linaili ings

Raokiniis loi securities transaction’,. various types are (g)erlmmed annually by Truisnman. ll,
whiih has ranked Oruck number tint*in the counliy as bond counsel smie print [u mvo Inan average

year. Omck handles more than s00 bond issLies, agge egating m ie llianijo bilhon.
Qimk n tanked by fhomson financial as the ninnbei one bond counsel Inthe counliy tin in*Hs ovei

the last decade, with mi- e than Hlimes as many stch issues as the set and i.inkrd linn

PENSION OBtIGAIIOn BONOS



CHAPTER TWO

Pension Obligations

K-nsion obligation* gernmally (all Into two categories

A. Unfunded Accrued Actuarial Liability (UAAL)

The unfunded arriued &luailal liability ("UAAL") #* determined by llw nluaiv
for the pension fund lo e (he amount by svhith die pension lund Is shorl of the
amount dial will Ix* necessary, without furtlier payments from llie Male in local
governmem to pay IxMieflts already earned by curreni and former employees
covered by the pension system. The UAAL Is based on assumptions (in some rases
established bv die artuary and In some cases by die (tension system or by die state 0i
local government) as lo teliiemenl age. mortality, projpi led salary Ini leases attributed
lo inflation, across die board raises and merit raises, Increases In rellmnr .11 benefits,
cost iif living adjustments, valuation ol current assets. Investment reium and oilier
mailers In order to avoid volatility in die UAAL. based nn swings in maiket
valuation, Ibe Investment gains and losses on assets In llie [M'i)slon bind are nllen
recogni/ed (sometimes referred lo as ‘smoothed") ovei a | lo DVeai [x'dod  Ibe
stale in loral government Is obligated lo auiorll/C Ibe UAAI ovei a (leflod eslablisbed
by law or agreement with Ibe (x'nsion system, typically at an assigned Interest rale
established b die [ienslon system, which assigned Interest rale is usually die sain, is
die actuarys assumed rate of Investment return 1111 pension bind asvis (Somedmes
relened 10as llie Altuatiil Rale )

Note that llie smopthin? methodo!oqy.relened lo mey result m"unreali/ed" o “lagging inluniled
liability. ¢, discussion ol POB possibilities inloolnole t
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B. Normal annual contribution

In addition In making payments toward any UAAL. llw -lair nr lot al government
ts lequtrcri m make payments lo the (tension fund each year in respect ol the present
value of llw lieneflls Iwing earned by die iurreni employees nw w i bv die (wnslon
fund (dial Is die amiHiui being eamed by those employees with each paydieck
necessary o |mv Inline letlremeni benefits lused on assumptions of mortality rates,
salary Im reuses, assumed rale of Invesimenf Income and the odiei assumptions
referred lo In llw pnseding paiagrapli). generally relenvd lo as die “normal annual

contribution.'
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CHAPTER THREE

Reasons For Issuing POBs

The reasons why state or local governments Issue POBs .arv from issuer [0 issuei
and from lime to lime with economic innditions and other i irrumstanres I (nsvevei
these reasons generally fall Into one or inoie of die following ialegodes

A. Interest Rate Savings

As desertIxtl In Chaplei Two. most iwuslon sysienis assign an Interest rnmpnnem
lo ibe payments die stale oi local governmerit is leijuired to make In respect ol Its
UAAL  Assigned inleiesl rales currently generally range from A%lo s %
depending on ibe particular | enslon system When taxable bond rales an- low. and
as of fall 2003 they aie roughly 5.95% oi less fin 30 year debt, tlien I’<IBs ran
function like a classic interest rale savings refunding. For example, il llw assigned
rale Is 7.5% <na UAAI of $100,000,000. die annual all in cost would lie roughly
$8,500,000 assuming a 30 yeai amnill/allun, tumpaicd lo an all in cost ol
$7,300,000 on POBs amortized over Ibe same period assuming a 5 95% intfiesl
rate and costs of issuance of 1%. | liese savings lo a degree can be limit loaded oi
otherwise structured to mrui when most needed (see Section C ol ( liapiei 5)

()n Ibe oilier hand. because die factors on which llw UAAI Is based aie constantly
changing (such as modality and investment icium). ibe final aniouni ul inieresi rale
savings cannoi lie determined with i eilalnly - Also, die assigned inieresi rale may
change lioui time lo lime during the Ilie ol die bond Issue, and. al leasi ihcuiellially.
die auimmi ol Inieresi rale savings could become negallve (even il all die nlbei
factors leiuaiu (lie same) 1l Ibe assigned Interest rale weie lo diop and remain below
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llw |mini mmm| rale r<a a1 substantial period So f.u this hes no! on uimf. IWI
lIxMipli (n- assigned Interest Mir In Some rasrs Iws dropped Iw more than one
percentage |nil it since dm mid 1990% This possibility is furthermore generally
Innstdercd In Ina unlikely, horanse the assigned Interest rale 2diascd on an assumed
Inveslinenl rale of mum which cellists Investments Willi a highci ilsk (untile and,
ihctefnn  lilglmr pm|e<dnl cetum than ihr POBs

B. Discounts

In snow cases li may alvi lalpossible to negotiate discounts with llie (mitsion
svsiem loc early payment of Ilw normal annual contribution in even the UAAIL
(which may reflect llw |tension fund’sassumed tale of Investment telum or even Its
then current invesimenl opportunity). It may aso he an oppornmlly lo renegotiate
(5e trims of the pension obligation.

C. Arbitrage

Generally, [Hifttlon funds may invesi in amuch broader range of Investments
than ibe stale ni local governments, and llie 3/and diversity of the pension funds
poitinllo allows fui a higher ilsk profile titan the dlate or local government could
prudently sustain wilh ils own investments.  As mentioned above, ibis Is why the
assumed rale of Invest  ni return is generally maletlally highet than (he IKind
iate  1he adnal Invesimenl peiloiiname of most pension systens (]l least in must
sedls) hes substantially esi ended the assumed Inieresi rale | hefcfore, Therr is
siie posslblllly that proceeds of the POBSs will Im Invested by the pension fund
significantly higher retumn than the inieresi rnsl on the POBs (even if Inleiesl on

llie Il 1Bs Is lavatle).

In almost all lasrs llie Im i ol eomings on Invesimenl of liuml ptoeceds in llie
pension lund will I cicdlled 10 llie stale (1 local goveinmenl Ksuei eliber In retlured
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UAAI' nr reduced notmal annual conirlbulton or ImU  In mhiit cases dmallocation
of this benefll Is subject to ncRotlallcai Imtssren die state or loral govrmment and the
pension systemand may even lie derided hv the stale of local government rat ti vesi
llils IMiMji from turnings iswhy Interest on POBS is gentsally 1101 exerrpt fi'tmi
fedisal income lax (sef lupus 6) So tins arbitrage is not ilh- type al miinh ipal
bond arhllrage derived from borrowing al lax exempt tales and Investing a laxahk
rales, but ratlas svliai mighi lie railed risk arhlirage derived from borrowing against
tiw creit of ilk slate (1 local govemmonf and participating through die |nsisioii
fund In a portfolio of Investments dial Is designisl mproduce a hlglier Yield and
menage dm hlglier risk through diversification Of course, tliisc is no guaranty dial
such artilli.ige will Im [josllive

D. Budget Relief

Particularly In llie curt m environment of solntunlial hudgei delit Us. POBs are
being used lor hudgei relief 1 1ls may Im.«eomplislied by

(@) reaiioftl/Ing file UAAI. by icpliHmg die olillgadon 10 die pension fund wilh
POBs having a longer term and/hi lows payments in dm early years (0L even 110
debt service In the early years il capital appreciation bonds (( ABs) 01 capitalized
Inieresi is used); and/or

fival vear (lo the exleiit (lemiliuxl by applicable slate law)

E. Labor Relations Benefits

Some slate (1 eal governments luive used Pi IBs .1l least 1 pail, 10 impulse
relations (. negotiations! with Its employees and limit unions In lundmg iinlurnled
pension liability in those employees
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F. Better Than The Alternatives

In some rases. POBs .irv simply Ixtiei than dsealtermatives: () [laying more
into liw (tension fund; (i) asking enployeesin pay more Into llw pension Uns:
(lIr) redut log benefits: oi (iv) Imping that gains on pension fund Investments will
suhsiamially ex m | the assumed late ol Invesimenl return

CHAPTER FOUR

Possible Disadvantages of POBs

Despite the foregoing benefits of POBs. llierp are a few [Jossil)le disadvantages

A In someJurisdictions, a stale or lixal government may negnilale m even
unilaterally make changes in Its pension obligation, perhaps by postponing
payments or changing assumptions  POBS replace this potentially flexible
pension obligation with a more immutable bond obligation

B Asexplained in Chapter 3. while unlikely, it is possible dial Ibe assigned mleiesl
rale will drop below ibe bond inieresi me or that die pension lund will have
negative earnings, in each <ase for a sustained period

C Ifllw pension fund enjoys higher tlian expected eamings, liw pension fund
may become overtunded and resuit In tcni|x)rary conlribulion holidays, but aso
ran lead to Increases in retirement Iwnefits that may be cosily lo sustain d some
point in the future

D POBs restit in payment to and invesimenl bv lbe [Xnsion lund ol a lump sum
amount that otherwise would have w1l paid and Invested in increments ovei a
period of years, concentrating rather llian spreading market timing nsks

il Almost all P()Rs are taxable and most taxable bonds with fixed mteiest rales
ate sold as iioui allahle bonds Adding a redemption leiiture will oidinai ils
resuli in a m.ileit.illv bigbei Inieresi ‘ale cosi Ilian die same redemption leaiuie
in lax exempt bonds Therefore, (axalile \on<allahle hoods may be exjwusive
1o refund oi defease, allbniigh llwie liave Ixwii a numliei ol successhll lendei
olfei refundings ol laxalile Pt)Bs (dial is. a lendei ollei ss.is made loi llw pnm
IKinds and die lendei price uas paid ssHit pioi eeds of ness icfunding lionds)
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Anotlu-l way to address this concern Isby using vai table tale bonds, which
may nmtam redemption piuvMiins wilbuul additional Inieresi tair cost, and
may Iw actompanlcd by a (Inailng In Used Inieresi rale swap If a hsed rate

obligation Isdesired

Airelli.il mom ti/1bnr Issiesam be <itdrrsvd in whale or In (Kiri br using POBs to

bold In\ t/iuri oil of ibe 11AAI
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CHAPTER FIVE

Types of POBs

A. Security

Most POBs are |>avahle from ibe general lund ul the issuing suite oi local
government Assorb, ihey musi eliliei satisfy 1 tie exempt from die debt liiullaiiiui
provisions lyplcallv found in ibe applicable sidle ionslluliun and. .«iordingly,
generally fall Into one of Ibe following Iline cdiegorii”.

| Gererdl obligation bonds, which term ginerallv teleis in honds dial sadsls .ms
constitutional debl limitation and are baiked by die lull lallli and credit and taxing
power of Ibe issuing slate or lixal gnvemmenl. An example Isibe 110.000,00X,000
Slale of Illinois General Obligation Bonds Pension Funding Series of June 2003
(Taxable), the liugest POB issue in date A variation is full faith and mxlil limited
lax bund' pavable lioin available general funds hut without any obligation h levy
additional taxes See discussion in Cliapter 10

2 Obligations imposed by law; which term refers u- an exceplinn leccigri/ed
lii j few dates from the otherwise applicable debl limilalitui cunlalned in Toe
slate conslilution Il applies lo obligaiipns impased on die slale nr local
government by die constitulion or In slalul”* oi. in vane i asm by coml |inlgnien
asdistinguished from avoluntary exercise of llie liviiowiiig possel hv Ibe Mele m
loi d government  Mnsl pension obligallons would rliialifv and in Mees in \slih
llie obligations imposed hv less lom epi applies. Innds Issued lo loud llluse pension
obligallons (POBs) aremmideied in ha e die sare legdl thaiailei as die pension
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obligations litemsolvr*  1'0Ks Issued In r alllortila (lining Ilw |wsi decade liave all
then obligations imposed hv law See discussion In ( hupter 9

('()Its Issued as obligations UUlarsed by law generally cannol Include teseives «i
iapilull/ed Inieresi lwrause lliose roinpoiwntx ul die obligation aie not considered
in In-iiojmsed by law even on lw liwoiv llie, we essential lo marketing die Ixmcb
(laxative v> many abllgallons Imposed by law POBs liave Iwen issued will tout ilkiii)
(n llw ollm band, rosis of issuance m iv I" Included 1w Inability o Include
capitalized Inlm-si means dial il may Ix- difficult in achieve complete budget relief In
die e.irlv peilix! billowing Issuance ol the Iximls withixit restx! lo tapllal appreciation

Ixinils (("ABs)
3 Annual appropriation bonds, which lenn n*fecs to bonds dial are not

considered debl subferl 10a <onviiioiioii.il ileht limitation Ixxausc die slale oi lixal
government issuer lias no legal obligation to gay dwn and payment Is Iborefoie
siiblis i to annual (or ndwt ixtiimlk ) appropriation or funds fix dial purpose al die
disi uilon ol Ibe legislature im governing txxjy nl llw sialo or kxal government Issuer
I-samples Im hide llw $773 b nillllan P()Bs issued In 19% bn llw Stale ol New Ytak
and Ilw % s billion POBS Issued In 1997 for llw Slate of New Jersey

m Cther. In die mid 1980s and occasionally since, soi >ecities and counties In
(alilouiia tssmxl P< IBs as 50 talk'll asset slilp lease revenue Ixnnls in reillfUalcs

of pailli Ipailou (CfIPs) Ibe «llv or couilly leased existlug facilities (with a valug

al least eclillvalenl lo Ilw ainiiuill nl honds/COft lo Ix"issued) lo « Jolnl powers
Hiilhnrlly in oilwi governmental enlilv in to a nonpiofil coipouiiion. simultaneously
leasing them Ikmk die leaseliac k was asslgniil lo a trustee and Ixmds/COPs were
Issued secured by tlw leavUn | payable lioiil Hwflly or counlv's general fund, and
die puweeds ul Tbe Inmds/('( IPs weie Jiald lo llw pension lund net of costs ol
issuance and icservrs and capiialircxl Inieresi retained bv Ibe Iruslee.

In ceil.iin imumsiances ii may also make sense lo use revenue honds as i'0Bs
(loi example, il die Issuer isa revenue pioduc lug enlerpnv aulboillv oi disliii il
(Sei" also C baplci 10.)
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B. Credit Ratings/Borrowing Capacity

Beante POBs renliHe existing (xmslon nbllg 'lons, Iliev are mil general!" viewed
as adding to die debl burden ol the slate or local government issuer (inurh like a
conventional refunding) 1 To quote die rating agenc ies

Moody* believes llw Issuance ul pension obligailon bemils (POBS) is one
effective way 0f addressing an unfunded liahility Since POBs reduce Ilw com
of funding an unlunckxl lialaliiy, limit Issuance Isnat bv luelf acrrvili weakness
However, llw planning and analysis cuitduned bv a kxal government as pan d
die decision lo grunt expanded Iwncflis. die government's plan lor funding any
unfunded pension liability, and its ability and willingtwss lo budget appropriately
for any attendant higlier rosis. are reflective nl llw quality ol (be governmenis
overall financial management  These facinrs. ilierefore. will Iw considered in out
assessren of agovemmenl's general credli quality.”

"Standard k Poor s facicas die effects of apension obligation Ixmhl slraiegs Into
die long-term rating of die sponsor. Standard 8 Poors lias viewed Pf IBsas a
slralegy foi savings on carrying chaiges as long as the liansarllon was sirm Inreil
conservatively and Ilie assumpllons were reasonable and atlainable IIns
re<|ulres a cleat financing pl.cn mehiding reasonable assumptions and manageable
leverage. Prurient ex{xx unions fm Investment letums and the cautious use nl
resultant savings help Insure a I'OBs success Another positive fartoi foi a
POB Is. of course, lo Ix* fonuiiale enough In sell die bonds in a low Inieresi
i,lie envimnmenl. Iberrby ini leasing die spread IX'lweeu Inieresi i0sls and
Invesimenl reium expeclailniis and lowering die ilsk ol nucleiperformam i

Tlich believes dial POBs. Il uvd mmileralely and Il icnifiiiii lion with a piudeul
appioarb to Inveslfng ibe piucceds anil ailier pension assats. <an Iw auvful lonl
in as# liahillty manageinciil. | tonever, alallim to follow balanced and priidein
Invesimenl piailll es Wilh ie\pxx 1 in POB pnx ends could expose llie sponsai 1o
maiket losvs

« Notelliif to Iheexlen! tlo- polls lund lie normal annual ronlilbulion. new (one. leim debl iscrraleil
which could have analicct ancregiit lalmgs not cxescnt 11" he RaBslund only llw UAA
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Because L spintsors (infill ded pension liability Isalready fa lons! into tix* rallnk.
timissuance of POBs simply moves the ohlig.ii.on from him- pan nf llie balance
slwei 10 anollxx However. Flu li notes that Pf IBs create a hue debt, one which
fiiusi It pal.l on time ami In full, ralliei than a softer prtr lon iialulllv Ifiat ran
Imkdcfernxl m icscjxxluled from lime to time during periods of fiscal stress
Consequently. POBs ran have a signith am effect at financial flexibility ovex lime*

lie j»mal lailngs on llie P( 1Bs will cl>en<f primarily on legal structure General
obligation hon.Is and annual appropriation POBs should lie rale! IP - same as (he
Issuer s nlliei geneial ulillgali<*n oi annual appiopriatioii dehl Oliligalluus imposed
hv law POBs aie geng, illy laced in lietween a notch Mow the Issuers general
obligation bond allng and a n itch ..liovo lls lease oi oilier annual appropriation debl

C. Structures

Because POBs are generally (>ayete directly from llw general fund of the sure
or local governmental Issuer, llw slim lure ol llie Ix.ml Issue Is usually simple and
sualgblforwaid. varying primarily In Inieresi rale inode, using one oi aCombination
ol llie following:

| Fixed rate bonds. Because mosi POBS are Issued, at least in pari, lo achieve
Inieresi rale savings, most Pi I1Bs aie issuel asfixed rale IKinds  1be advantages

are ibe sae  mfixed rale bonds generally, namely, they lexk in Inieresi cosl. and
wlih InteieM rales d historic lows, Ibis is a very altm live prosped In llwll ke
disadvaniages are () die assigned inieresi rale on die pension obligations fondl'd
wiili P()Bs is not fixed, snimprest savings camiol In-fixed willi certainly @ Section
Anf Chapter 3). and (i) fixixl rale taxable Ixmds arc usually sold as noncallahle. so
lliey cannoi bx*easily refunded oi delv.tsed |l tales diop oi clrruinviAiices change (s
div ussion Sxdon F of | haptei o)

Variable rate demand bonds. Vaitahle one demand Ixmds are bonds ibe
holders of ssflicli mas indei (hem hack lo ibe issuri oi Ilsagent upon slim I notice
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(sl v 7 days, but may Ix* | dav. | month annlhoi perimls), fur apuu liasc pure
rqual lo par plus amtied Interest  As aresult, they bx*al inieresi al tales like, and
liss¢* some olhw i baiaeterIslics of. sliorl term olillgallnns.  Vai labk* one demand
bonds generally ti*quire a bank letter i»Tcredll, standby |iun:liasr agteeinenl oi oiliei
facility lo assure liquidity m the evenl Innuds are lendi>tiXl and cannoi Ix* remarkpled
Unksss die Issuer is highly raied. variable rate demaml Ixmds are Ispic.illy alsotiixlil
enliannxl svilb either Inmil Insurance oi bank Inter nl credit or nitwr cm il larllllv
Tlw advantages of variable rile demand POBs are dial () ilwlr Inieresi tales are
gnwrallv lower than fixed rale bonds, and () tliev are usually subject to redemption
al anv linw vcllboul premium and a no extra inieresi rale rust foi die ligbl lo
redeem However, while Ibe Inieresi rale usual. slarlSOui luwei than fixed rale
bonds. Ibe rale is variable and suljects (issiipi 0 inieresi rale exposure and ilsk 1o
die Interest rale savings objective and lo llw lisk arbitrage (tension fund Imesliiienl
objective for Issuing the POBS (vr discussion In Sections A a d C nf Cimprer 3).
Inietus! tales mav Iwalcex led not only bv maikel ronrllilons but also b\ the Imanclal
rondlilon of llw Issuer or ilw credll [>rovider or lignalliy pmvliler. In addition there
arerisk, costs and aggiavallon ascxlattd willi renewal ol any bank ligtlidilv oi credit
facilities, wlie b usually liave aletm =one (o fve*years, compand lo die PORs wfuch
(ypkally have a lerin of more titan 20 years

3 Auction rate bonds. Auction rale bonds appear lo IX' llie most popular curreul
variable rate mode d Ibis lime because lliey do not require a bank letlpi of i red.,
slandby pun bese agreeinenl or simllai llquldliv fecility reguired foi variable tale
demand lioiuis or commercial paper, lliis Is Ixxause amlion rale bonds aie not
pullable back (o die issuer but Instead aresill Ja( lo pi*rlixlic andlon (ivpn ally every
7. 2800 B days) il the Imidei would like to dispose of its bonds ailier ib.ui In dnx i
se The inleiesi tale is leseil bv die auction prre and lends to Ix- m.uerlally less
llian die dwn current fixed rae* (for exarple, in die fall of 2008, 7 day amlinn rale
taxable POBs bore tales ul roughly 1.05% | 15" >eompared lo 30 yoai taxable Used
rdfs of appioximelcls 5.95%). (lowevel. ibere Is no assurance dial uuclicin tales will
mil liciease In ereced die Iixed i.Ue al which die 1,()Bs could have lax i nilgluallv
issied 1l ibeie Isan .millon wllli no buyers (/% alallixl .mitionl (be interest i.ne
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usually goes in llw maximum rale (typically 12 to 15%) Failed am lions are ran*.
I'hr piminis reason Iw may ocxu. is (1) a i loud of simiw kind oil Il»* lax exemption
ol Iwlxmds (lot esample. .10 IRS audit of flwillenge to llw tax exemption of similar
Ixmds) which is not a risk fix most POBs because llwv aie taxable: or (i) a slinrk
10 ilw senility foi tlw Ixumls Ilia rwnple. bankrupicy ol an important sourer of
imnillt) which Is Impnlikable wllli »iiit.il fund obligations like POBs unless the
Issuer goes bankrupl (which states rnnno’ doundff U.S banktuptcy law. and rules

and eoiuiiles do very rarely)

4 Indexed bonds. Indexed bonds are sailabe' rate Itomb Ihai are not subject lo
1nder Inkk lo Ilw issnei and. llwrefoie. do not irqulrr a bank Ilijuldlty fa llitv. and
Immi Inieresi &l a fixed spread over a maikei Index (typli ally elllwi three in Six month
LIBOR) reset ai the end of each accrual period (typically quarterly Il three momh
I.IROR s used oz semiannually If six month LIBOR Isused). LIBOR lefers to llw
London Inte-rhauk OfTered Rale and ts published daily as page 3750 on the lekra*"
Inc news and Inlnnruiilon seivice (referred 10as the Official LIBOR Page). Indexed
Iminis ol ibis av|ware used primarily to facilitate marketing ol POBs outside of llw
U.S. where Investors aie more accustomed lu LIBOR based Investmenis. bui are also
atlijcttve 20many U S Investors as svell Like auction rale bonds. Index Imncts may
Iw subjet 110 redemption Without iwnally. 1lowever. also like auction rale IHinds
there Is 110assurance Iliit LIBOR Indexed tales will not Increase lo exceed the fixed
rale al which llie POBs could have Iteen uilginallv Issued. However, unlike audlon
rali*s, llw LIBOR Index Is not affected liy events affeding Ibe POBs Issnei ot tlw
POBs. Index Ixmds may also Iwswapped lo lixcrl more” effldenlly and willi link' or
no basis ilsk compand inam lion m oilat vaiiable rale Ixmds because the global

swap market Is primarily LIBOR based

5. capital appreciation bonds. 1 apual appreciation bonds (CABS) ace bonds
iliac Ixsir no currc'nl linen's!, whic h instead is accrued, compounded (usually
semiannually) and [>aid u llw maturity of the Imnds  Ifiey aie used piimaillv to
seduce debl vivue mdie early veins A variation is xoiiverllble ( ABs dial function
as CABs foi sevei.il seats and ilu-n museii on a certain dale lo current Interest
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ikvXh (Wil Inieresi viia on liw liwn acriued valuel.: Il.. Ininds, wmg ‘Iw Wiglll1
print ip.il ann "ini plus llw amount of accrued. remipourkk'd Inieresi up lo thw
conversion dale) Tlw disadvantage of CABS Is dial higher ratesnl Inieresi are
recliilird in order to market them.

G swops. If varigble rale hoods aie u-ed. llw mulling Interest tale es|xi»ue mu
lie swepped to afixed rate, m whole or In pl11 using a lki.amg in fixed lineu-a
rale snep WIilk  waps may often meke agred ik..il of seine Iniilils loniexi lws
are complex financial Investments and wye .y! Ifw soope of tills pampblei i Is
Im|xiriant to meke sure dial Il aswep is 10 w used. II lsconsistent with the Ixwitts
objectives and dues not Itsell expose tixIssuer to risks or consequences tiw Issint
does 11 Iullv understand (1 are inconsistent with Its objectives  Im exanrple, il liw
puaxise of using variable rale POBs is lo allow lor refunding or eailv redeinplion il
rates drop or ailier circumstances ritange. the ii-nulnallon pjvuieiil dial may Ix- dm
on early termination ol Ibe swap may offset the Iwnelil of and efits lively prevent
refunding or redemption There are also ailier drcumstances in which a substantial
termination jiavnietii may b» due from the state or local government such as defaulli
of (lie swep provide! (1 dowiirating of elllwi parts, aswell as oilus terms lli.it can Iw
modified to suit II*'state anlocal governiwnis objectives  I'X|xil advice slkhiM Fe
vmghi before enieting Intoanv \s y

D. Payments to the Pension Fund: Whole or Part

['(1Bs may Ix- issued lo pay all ax any pan ul llw UAAI m Idepeuduig a
applicable slale law) llw normal annual conirllxilion ' Frequ mis. issueis rboose
lo wse- POBs lo lund emly a ponton ol die 1IAAI geneTally 10 old or reduce fin
coiiceins described Int haptu 4 The portion nf tlw tJAAI funded may I* 1) a
percentage of the total 11AAI as of tlw dale of issuance of die I'OBs or (2) all of

 Peepi'infing on slale law end financial; sun lute. <may 1K1 he parable |.. ftnaexe luluic yejit's
itunn.il annual contribution unfunded liability crc.itfd by inviMmmt times not yol fali/nl
dnt*lo aduanal smoothing mtihodolOf e Yawhich phase in investment g.un* axLlossrs o«d L period

of. usually 1lo s. years).
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.retain 1ears ccwitMhutions to i UAAL 17 Agreed to by W pension system. the
mtikki K« li can nilill In suspension ol all UAAL contributions during those
wars (foi example, thw next succeeding 10 years). At (hr end of Iw (erOd. llie
UAAL will Ix- nialrulaied and amorosrd an im»remaining original term nf tw
UAAL Tiw risk Ni diis second approach 1o partial payment of llw UAAI  which
Is much less ruinmixi llian tlw llrsi approach. s iliat Il Invesimenl performance nf
llw pension fund is sulnianltally Iwlow il*" assumed rale of refun. tfwrr could e
asigniriranl m>easr In llw amount of UAAL lo Iwamnitlzrd nvei llw remaining
Imil. To adegree, lliat ilsk can Ix- atklrrssed by Subsequent issues of PoBs (Iwforo
oi after llie dale of recall ul.itifwV/
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CHAPTER SIX

Tax Issues

A. Taxable Bonds

Most POBs are taxable Thai 15 interest on tiw Ixxids is included in gniss income
for fedei d lax purposes, although thrv aie s ‘ally exermpt from Income f.bes ol tiw
siale In which tlw issnel ts located  Lfils afeeis no) only liw Inieresi rate at which
tiw POBS. re sold hill aso llw types of Investars to willi h tliov ate ntaikeled (fa
exanyle, cor.xir.ite [wnslun funds, i liaritabk’ endowments ..id oitiers not sniffed lo
federal Income lax ami lor some ol llw laiger IssLes, non U.S. Investors).  TTwir air.
however, a fewrlrcunislames in wifilch POBs may Ix- tax exenyt

Why most POBs ate taxable, willi these few exceptions. Isexplaiiwd Ixlow

B. Tax-Exempt POBs Prior to 1986 Tax Act

Pilot lo (liegii.MItiirl of llie *ax Reform Ail ol 198h (the “I!)s®> lax Al I").
POBs dial were piopeilv structured could wai Iniwesi dial Xes e<dimk-d limn gioss
Income foi fedetal lax purposes However, logel tax-exermpt irealnwnl. imesliiwm
of bond proceeds .oi liw IwiuTii ol llie coveied employers and former employeii
hed lo lie designed so dial Ilw Issuer/Zemrployer did not Ix-iwdit Irons die investrment
Marv wes oilier llian relieving llw issnei til llw tes|xmsibilltv of [>ayliig Its rrilren

Il pf Meeds deposited In llw |Xrsion fund serexjweted In In- invested in ssill Hes
in obligations with 1yield lilgliei lb.ni llie yield nadie I’ )Bs. the Issuit's ..bligall.m
lo meke additional lonlliliulinns ii..'o die fund would Ix-ii-duced in Ibe liiluie a
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prohibited anticipated illnct Iwnehi fritt tiw Investment ol the Ixmrl puxrcils h\
[lw pension hind

llowest?. lIw sllu.ilmn wes different wiwir llw issuer iiinlrar till with somerxie dse
In lake ovei Ilw responsibility *1 nuking payment to Ibe rellnws and paid bu Ibal
iransfei ol ilsk wilb prmeetisol Aills  fm example. b>pun basing an Insurance
rompanv arinullv whereby llw Insurance company look overall liability for tlw
pavownl of llw pension benefits. In Ibal rase, llw Insurance company bore Ibe risks
and benefits ol invesimenl return  thw Issuer got no Iwiwlll bom investments mede
bs tin- Insurance company even | llw ex|iected invesliiMTil return wes reflected In
the price paid by Ibe e loi Tlie annuity pedicy. lll adition, 1hw purr bese of an
annuity wes not treated astiw puu li.iv nl a “'security oi “'obligation™ under tiw tax
‘aw A numtx'i ol lax exempt POB transactions were consummated in tiw early
1980's In which die pint eerls were deposited Into a pension lund and were used to
nmuire Irisuraixe com|Xiiiy annuily contracts.

C. Tax Reform Act of 1986 Transition Rules

| Stopping New Issues of Tax Exempt Pension Bonds. Asa result of die
threat of a proliferation nl lax exempt POB issues. Congress decided lo amend the
las law lo prevent die Invesimenl ol lax exempt bond proceeds in annuity contrac ts
New rules were adopted in tlhw 198CTax Act “liivustmenl type properly.” Inclu* g
jinnuilv 1onliat ts was added In sixunites" and "obligations" as potential arbitrage
imcsinwnis  In addition. Manse of llw urgent v svidi wlilrli il viewed llw matter,
('niigiess Imlulled a s|xx lal effts live dale rule in llw 198(> lax Acl I- iiing lo annuily
tonirai is which applied In all bonds Issued after Seplemlier 25. 1985 Ilie 1980 lax
A i essentially eoded die Issuance of lax exempl POBs fm tiw puipov ol depositing
tiw pttx txds into a (Mil ton liltnl or lot die putpose til puichasing annullles lo replace
die ivsuei s tes|Xiiisll lilies lo lls reilnws. exccpl as descritx'd lielow

2 Transition Rules for Refundings of POBs. 1lwstains ol lefttndliigs ol pre 1980
las At F<Ills was not spix dually addressed In die 1980 lax At Inronncr lion
willi twn lalet las ails die leibimalf nuei lIOMSiliNol 19.5K.ind let hullal and
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Misr dlaneous Revenue Acl of 1988, Congress attempted to clarify Its position on
refundings While tint statutory language and legislative biviorv aie a hit confused
llw related Home. Serdle. and (awifiTeni e Committee Rdnnis lodnale dial (axignis
Intended generally to Jwmiit one advance refunding nf pie Sepiemixi ?i 1985 POlls
(@ least where die amount of thw refunding Is nut greater titan the amount nif prior
Ixmds), Addidonjilv. dw legislative history Indicates dm f ixigrew Inlenrksl lo
permit any numiwr of current refundings of pie September 25 1985 (ills where
dw refunding Ixmds do not additionally burden die lax exempt market. but warely
replace existing tax-exeinpl deht.

D. Columbus Case

Tlw Stale nf Ohio created a slale lund lulu sImlimunicipal lorpoiaboiis In die
Slale were requited to transfer, on January |, 1907, al existing asset' and liabilities ol
Ilielr local (x-nslon funds for polke ami firefighters t Intler tiw Slate law all (wmlim
liabilities accruing aftei die transfer would Ix- supported by current employer and
employee contributions. However, while the Slale lund completely assumed die assets
ami liabilities of a ritvs retirement fund, llw law mandated die <tty pas to tiw lund
either immediately or over time, an amount equal in llw present value ol dw aruued
lint unfunded liability determined al dw time nf die iransfei Ilie City nl'f.i lumlms
opted to satisfy ils oliligalion ovei lime Mgedwi willi llw icqulicd inigiesl

In 1993, llie Slale iiuxlilled die law lo allow any cils still owing money in llw
lund lu extinguish lls remaining UAAI in return lor a single payment equal in b5%
ul die Mion unpaid piinclpal lialance. 1he City rk-rlded lo prepay its obligation
[ luyvever. upon Iwaring dial dw ( Ilv was going lo Issue lax exempt Ixmds in lund us
prepayment, repieseiuatlves of die Internal Revenue Service nniificd da-1 llv dial
Iliey would assert dial Interest on these bonds would lie taxable [lwt Ilv sought a
private letter ruling from dw Internal Revenue Service and received ai, advetv mimg
which Il ap|x-aled In llw lax Cotlll

In dwrouil proceedings llie Service aigueil. among nlher ibings il dlerlivroiinl
die ( liv reiclved on die prepayment ol us nblig.. nil lo die lund wasa bum nl
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Investment return and dim in-aicd luijxnni\sllil<- arbitrage proftt Flw Service
nsisraw-d dial the |HK mg nl llu* prefMVnwni rafter nil tiw expec (alltxi nf tw Stair fund
lli.il il would Iw able tn Inm 1 llw amount nl ifx- po-payment at a yield materially
higher itian ifw vield on llw City's hi nds As a result, tfw Service Iwlleved dial Ixvih
llie ( lls and Sttie fund would Ix-ncfli form Ilw earnings on llw liivrsiiiwnls In
jtldiilnn. llw Service aigoed dial tix [Me|iaviTKTil rnstltiiled llw use ol Ixuiil proceeds
in acquire investment lyjx" pnilxny" al a yield lilglx-i ilian tliai on ilx" bonds (after
(aklug Into an num the discount lerelved on llu- prepayment) in ilwn aliseni the
discount lull ing of tlx- pn-paynmn" -lwre would Ix- no economic savings for tix- City.

[ Inniaiely die Clly pievailed on gpjx-d as llw Cmirt of Apjwals lonrluded llial
date was an existing obligation of dw Clly to dw Slate fund, die City would not
Ix-nefit bran dx* Investment ol amounts by die Slale lund and dw |«e|xiymriil of dw
City's own debl obligation lo die Slale fund did not eonslltute die acquisition ol
investment ly|x- piojwily liy llw Cltv Ilie Clly wes dun able lo refund lls obligation
in die Stale lund by Issting lax exempt PCIIIs

While dx- unusual lai is In thbcase liave application Ix-yond dw City of Columbus,
such application is likely lo Ix- (alily limited and lo altnu | unfavorable attention

from die Internal Revenue Service

E Tax-Exempt Working Capital Bonds

While dins llv issuing bunds (0 ik jhisll llw piinreds Into a |N-nslon lund dm-s not
dppr.t to Ix- pcimilled under cuiieni lax law gmemlIng tax exempt Ixmds. in certain
rases it may lie possible lot a slate ni lixal government in Indlrecilv fund the curreni
year's |hdisirui deposit Im example, a stale nr lixal government may Issue short
Ofill las ni revenue aiiluipaliun miles or long term working capital Ixmds tn finam e
arash flow Imdgei delli il or aso-called structural budgei ill-licit. |lw delicit analysis
would im lode any <ash flow ilelii Il n-lalliin die stale or local govemmenl's
ollligaliiitl In deposli amounts Hilo lls pension limit

li irav Ix- dial ibis Ivpr ol lliam lug is Ixs done so Ib.il die bond pukCed- are
inaii-quin-d lo Ih-ilipiislled m Iw pension bind, but raltii-i, are usi-il 1o lund delliils
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created liv woikIng capll.il expenditures Imfoiling Ilv de(Kisll ol amounts into tlx-
pension fund. Innthn vorth. Il Isimportant that I bond pm mk mil Ix- “trotrd
Into tlw pension fund nr required in Iw deposlied ilx-re and dw | onrs stimild mu Ix-
called Pension Olillgallun Bonds

Among other tilings, long leu., 'muds til dm tvix- would bung Into play dx-
application ol some cninplrx federal tax tules it'lailug to wiwii proceeds can Ix-
neaieil as spent. alUxailun of tiw dali. Uin sl/ing dw issiw permuted amord/ation
siruriure. the applicailon of so called “'odiei replacement prixreds rules, applicable
yield and odwi Investrment n'slriflldiis. |xisl issuance tonipllanri- mailers, plus the
Interst-cllon In string and in post-Issuance compliance willi tix- Issuance of mutual
tax or revenue anllr Ipaiion miles anil any ullx-i Smil term or long term winking
mapllal obligallons

F Investment of POB Proceeds in Municipal Obligations

Tlw pi Unary lax problem In lix- use ol lax exempt POBS In make adeposit to a
|x-nston lund Is Ibal die prot'mis are mil treated asspent, but ralltei aie treated as
Invested  Moreover, undet dw so called “proceeds six-m lasi role applii able 10
working capital financings these proceeds cannot Iw Heated as (Mid out in Jienliiii
recipients unul all otlwi available amounls are first exjx-nded. vshii h as a pidfiic .i
inatu-r, means that die proceeds will never bx* deerri-d ex|x-uded | "ulus die
liivestinent yield on die Investments m tlw [x-nslon lund is not moie than dx- yield
on llie bolide, die bonds will Ixsome tc ible dbillagebonds  In addlllun. Ibe
“iedge bond’ rules vso . li in ilx- bonds being ire.Tlpd &s taxable wdge Ixmds
urless llw issnel actually expected to spend die pmctsdis within atim-e oi five-seat
time frame, taking Into account (lie “proceeds s|x-t lagt' rule

liowevif, under bulb llw arbitrage rules and the bislge Imud rules, inieresi on die
bonds used 10 luiul Ilw pension lund could Ix- lax exenpt il llie issnei invested liw
proceeds ol liw bonds in municipal obligations die Inieresi on whit h is mil subjet| In
die aliernailve miuimuiu lax (o called "“non AMT" munli Ip-dbmids) | miei ilwv
provisions &s long &s Ilw anmuiil ol mill AM 1 itiuiili ipal ljoihl uivesliueiils in die
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[MOMor (iuhl Is al Ir.tsi ix]iial in 95% ol I+ amount ol POBS outstanding a any
lime. Intern* on dx- FC)Bs will In- la* exenpt As ilh- POBs an- Amotlirrd, there is a
similai reduction In ilx- amount required lo Ix- invested only In non AM | numx ipal
Ixmrh In [hr pension fuix|

WItllt- Gils structure allows fix POBs lo Iw issix-d as las exempt, dw Ix-ix-lu of
dx- tax exemption on llw bonds may Ix- outweighed by die llmliaiion on die type
ol Investinenis allowed ssidi Ilie (inweeds

G. Other Considerations: Effect on TRANs

lax and revenue anticipation notes (I RANS), are typically issued liy slale and
governmental units nf all sires lo fund tix- annual cash flow deficit winch allies due
lo tlx- liming mismatch between annual revenues and annual exfiensn  TRANS aie
almos| always Issued as short term notes with maturities of 13 months or leu and are
repaid al < shoillv after dx- end ol dx- fiscal year In wliicli lime I Is expeeled dial
revenues will liave ">augfil up" with exjwnses. To die exlent the POB prorocels are
useel to luud a deposit to tix- pension fund tlut otherwise would liave lwen made out
ol current year's revenues, die deficit will Ix- likely Ix- reduced liy the same amount,
imparling dx- siring ol any TRANS Issued fix dial year, Ilie one i Inuinstance where
lIns would nnl happen Is if ilx- calculation of tix- maximum cash flow deficit used in
slfIng die TRANS shows dial It Is Inclined prim lo the lime of die |x-nsloil deposit
In dial "axe, die ov- of proceeds lo make dial dclxisll would not liave anv Impact on
(lie sife ol die (RAN Issue
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CHAPTER SEVEN

Federal Reimbursement Issues

Certain costs of slale aixl local government in administering programs under
grants from oi i unlit* is with dx- federal g]ﬂmﬂ'[aie ellgihle lor relmixirsemeiil
from the ledeial government Such costs Include rniii[)ons.i(ton and I«-uelils,
Including pension Ixmeflls, of ﬂ&teoi lix al government employees for die time
devoted lo Ox- administration of sudi programs Sudi allocable [x-nslon Ix-ix-fll 08s
even Include tlx- inieresi assigned lo die stale oi lixal government's unfunded tialiillly
TIx- principles governing sudi relmhursenxtni rue set out In Office ol Manageiiu-nt
and Budge! Circular A87. Sonx- Sa&Shave similar programs lor letbaivTinl o
Irx:al governim-iiLs lor costs related to the aominstiaiH of state programs

POBs replace the slate or local govemnxijnt s paynMitl ol souk-rx all of these
pension costs with payment of tIx- pdncij>al of and interest on tlx- POBs. Issixis
will want to Imromfortahle dull die federal governineiil will (real debt senrtrc on
die POBs as ilx* suiiogale loi die pension obligations funded ni refunded with die
POBs and will conllnue lo reinibiiiv- lls allocable slum+ Slalemenls base Ix--n
Issued bv Ibe Office nf M.inagenieul and Budget and (be Dep.iilmeiil ol I le.ilth
and Linman Serin s In die effed dial die POBs mrludiiig piux ip.il (teprevrntlitg
amnunls paid lu Ibe [x-nsloii lund). Inieresi and costs ul Issuance, will Ix- allowable
as die pension costs funded or reltirided dieieby, vi long as dx- PCIBs an- not mure
costly to tix* ledi-i.il government Ilian die tegulai pension Costs luuded ix refunded
over die ii-malniog life ul ilx- unfunded liahililv IIx- same prim iples sbunld apply
loirlunding POBs Flintier del,ills ol federal and stale rcimhuisomoni programs .lie
lieyntid die xo[x- nl ibis [Niinpblei
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CHAPTER EIGHT

New York

A greater number of POBs (toughly 95) hwve been brood by tlx- state anil lixal
governments In New York ovet Ibe pasl deeatle (111 IttHil any nllx-t state

1 lie issuance of POBs by lor.il governments in New Yixk was llisi authorized in
1989. TIx? Slale and Lrxal Employees Retirement System of tIx- Slate ot Ness Yoik
("ERS"). the New York State Police and Fire Retirement System ("PFRS") and tlx-
New York State Teaelx-rs Retirement System (“TRS"; in lIx- aggn-gale referred to .is
ilx- "NYS Rellrcrnenl System") were all modified In 1989 wilh respect in ux hx-ilkml
by which llie annual contribution amounts were lo Ix- calculated In ilx- fulim- Asa
lesult. each system was significantly underfunded, requiting a ‘catch up payment in
return to actuarial full funding. Partx Ipxling lixal governnieiilal mills ssere uffetetl
tx? opilon of (1) amortizing tix- UAAI amount due by a date rertaln through a
direct loan from tlx- State which carried an 8% (lor TRS) or s'/(% (few ERS and
PFRS) rate of Inieresi until the liability was fulls met. m (2) llnaix tug tix-1 1AAI.
through the Issuance of general obligation Ixmds over a statutory |x-inxI (applicable
to the particular retirement system), or (3) paving cash by tIx? date certain, lew lixal
governments, except smallJuttsdictlons wlilt few employees, look ilx- thiul option

Dining die perlixl 1989 through 1993, i utilities, cities and l.nget school dlslilt Is
In particular, issued general obligation Ixmds to pav nil dx-li iben current balaixe
of unainorti/ixI UAAI. whenever Interest rates dipped sufficiently to [x-rmlt a lower
net Interest cost on dx-Ir own bonds than tix- 8% ni *“o rimt Ix-mg i lunged by tix-
State During ibis |x-rind, lix al giiveriiim-nls lould issue ten veal geneial obllg.illoii
bunds wilb net inleicsl costs In Ibe range ol fi% lo 7375% depending on then imill
rating. TIx- 1989 legislation further provided Ibal ai six h dine as die remaining
amortization peilod was less Iban five seals, kx.il governments nxild no kmeei issue
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then owt. rfcl In pay n(T Ilir outstanding balaiHes ~ 1hus. 'soil 3 permit ...
maximum statutory amoM/ation period of seventeen ycat-. fix most Uz Vv tix-
possibility uf financing of ilm 1989 UAAI sended in dx- 2001 2002 fiscal star of
most Inc.il gnvplllliu-tlls

Beginning In 199.9, die Si.nr adopted IcliiticMi almost w iy year muting new
rrtliemeni Incentive programs for v,iijhu caiegories nf Stale anil local govrrnnieni
employees. laigely in suppon a go ' of efficient downsizing of government  Generally.
Ihr legislation establishing (hesc programs did not at tin* time Include provisions
Im (Inani ing of tin- resulting unfuoder! liabilities. Sudi costs, which addi-il lo tiny
existing UAAL.. were paid i-liliei hy amortization ihrotigh tlie NYS Retirement

SvMeni or hy rash.

Concurrently In this time [MTtod, another ivjk- ol pension-related program was
developed hy the Sate leglslamre willi h authorized lixal governments to create
servin- award and defined Ix‘neflt programs fix vnlunteei ambulance and lie lighting
personnel  Hie legtslaiion |ierniltled die fmancing nf conlrlbutlons m certain of
sin li programs altritnilahle lo years ol volumeer vrvli o tendered during the five years
pilor lo adoption nf sui h programs  Snrli financing cannoi In- amortized ovet a
|HrIml exceeding five yeais

In 20103 new legidalion wes adopted fca (lie puipir.e of structural reform In tlir
metlux| and inannei of employer raiiltlhullons to tlic NYS Retirement System
whir It legislaliou also Included two provisions for die Isv.irice of POBs:

| laxa goveriimenls aie now permiiferl in Issue POBs for any outstanding
obligations io im- Stale fm any existing retirement incentive program (r e,
the retirement Incentive programs established annually in the wars from 1999
ihuiiigh 2002) (This provision wes drafted hv Qirli k aitorneys on In-hll
ol die New Yk Slale Asux iaiion of Counties.) llie amortization peilml is
limited lo five sedts.

Siiuilii lo llie 1989 legislation, a Imal government (and die Slale Itself with
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to amortize tix- amount due on Deeembei 15. 2004 lo tix- FRS or PFRS
component of tix- NYS Rrilicmenl System (exrrpt deficient - payments.
adJustriH'nts relating in prim year (lavusents. ofillgailons Im retirement Incennses
nr oilier simitar amiHinls) lo the exlcnl dial such amnuui exceerls 7% of die
estimated "penslonahk’ salary" Iwsr fm dx- ilx-n rurtenl fisi-al seat [2tKI{ 2009)
7his 'amount eligible for amortization* mas Ix- amorll/rd uvtx a live year peilml
at 8% with tlx- State, m Imal govrrnnunis are aullioiize<l to issue then own ik-bi
uhligatiuns to pas suchamount, with maximum maturity not to excess) five
years. On ot ala.ui October 19, 2003. the State Coinpirollis Isto determine
the "amounts eligible lex amortization ’

The only Iyjxt of IIn.ux Ing sjxx ifu ally uutlKirlzed for POBs In Ness- Yoik State
are genetal obligation Ixmds (which obligations Include apledge ol die lull laltli anil
credll and taxing power ol the kxal government) 1 liese Ixituls must Ix- issued m
Ilie same manner, untktr the same procedural requirements and \ubjtx t to the > tc
debt limits and other i onstnilnts as loi any capital project nf the kxal government
Mandatory or pernUvslve reltsendum usjulremenis applicable in geixsal olillgalinn
honds ol (lie particular type ol kx al government apply in bond icvilullons
authorizing POBs  Fm example, sclimil districts must receive voter at ,>rov.il Ixtfoie
Issuing delil lor any [iui|xtse authorlztsl by llie 2003 leglslalluii  (Note It llie
leglslatlo i in 1989 exempted such si Ixxil dislricl POBs from llie voter appmv.il
requirement; tins omission In die 2003 legislation limy Ix- corns nil during a future
legislative session ) l.ikewfse. Ilie dlslikls would need print voter approval The Innvl
resolutions ol counties, towns and villages which aillliotlre p.ivmem foi five ye.us
0i lessaie noi »ubjet | to mandatory or [X'intlssive referendum  Siinilaily. clly Ixiud
ordinances should not I»- subjix t lo mandatory or [X'rmissisr leleremlum unless
specified hy applicable special city rhartet provisions

Once a Ixmd resoluiion has been adopted liya k« al gos-ernment authorizing
ilx- Issuance of P()Bs It is generally necessary lo piihhsh a legal nnllce ol eslup|x-|
Im hiding a summaiy ul ilx* Ixmd lesolullun and allow llie i’ll day i-sioppt-l [x-rl<xl
lo ci.ijAe prior lu Ibe sale ul llie I'T IBs lie puilxise of the esloppel notice Islo
ensure th,,i debl Issued by die lot al government iannul he ihellcnged on any Imsis.

PFNSION OBLIGATION BONDS 29



procedural oi ottwiwiw. cxrrpl on (ncisiuiiuoii.il grounds once liw estoppel [wrkxl
rhpwl

I Im New York State Legislature has also audtorlzrd tim Slale Itsell lo Ixxrow In
order to fuixl Ib UAAL on al least two <xcallom In 1996. llm Stale ihnxigli lire
llixmitnry Aullmniy ol tim Slate ol New York Issued $773,475,000 of POBSs as
anini.il apMnprialinu ileln 11irse IMinds liad a final maturity in 2003. TIm 2003
legislation (leserllied alsove also amended (lie Slate Roliremeni and Soi ,al Serurtty
law to autliori/e tim State lo amortize a portion of tim States contribution bill for
tim Ov al yeat ending March 31. 2005 'TIm amorllzahle portion Iscalculated in the
same manner as dial permitted Incal goverumenb. Likewise, the Slate may eiiliei
amortize that ixirtion tfinxigh the i Tve of tim State Comptroller ha Use years at
8% i* Issue POBS
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CHAPTER NINE

California

Pension obligation 1xmds lud timli start with the famous City of Oakland.
Callh  i*pension Ixmd financing in 1985, llie first POP In llw touniry, whith
Orric Iped io Invent and for which it served as Ixmd counsel I lial lin.uu log
and a nuiulmr nf copy cats that rapidly followed were tax exempt and primarily
driven by then legal arbitrage possibilities As explained in Chaplei li. lax exempt
POBs Liigely canx' lo an end wllh dm Introduction ol lax legtslallon dial became
pari of die Tax Reform Acl of 1986

A nessltaxable version nl POB . sortaied In faic 1993 During dm last riocade
since, thirteen or so illics and seventeen or so counties in California have Issued ovei
60 POBs (second only lo Now York) aggregating more than $1 | billion (mine than
from any other state). With tim exception of one lax exempt transaction rule (s
Chapter 6C) POB transactions Issued as lease revenue Ixmds. all of limse POBs
hasv been Issued under dm kxal agency refunding law (drafted liy O'irlik a less
years Imfore lor other purposes) California cities and counties do not have sjxx I
authority to issue P( IBsk I lowever. the local agency refunding law is asallahle to
all local public endues in California to refund prim bonds ot “oilier evidence ul
indebtedness.” Tile pension obligation lo Ihe county pension system, die ( alllomla
l'ublic Employees Relireinent System ui olhet retirement system Is memorialized as a
"delienluie," (lieroby Imcoming an "evidence of indebtedness.” svliit i can Im refunded
by POBs under tix- lixal agency refunding lass

die Slale ol California enacted specilX auttiorily lor Slale IXills in jooi
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CITY/COUNTY
ISSUER INDCNTURF

[lw P1)Bs Hie lyplially structured .is obligations payable liom llw general lurid
nl llw flly or county Issuer Tiwv art' not lull lallli and credit (axlug [lower general
obligation Ixmds backed v tw Issuers taxlug power. Iwxauv tix California
( (institution's debt limitation rrtjulies such tyjx- of Ixmds to lw approved by two
Ihtrds of llie elerlorate. Instead. California POBS liave generally lieen designed lo
Iw valid without voter approval under aJudic ially created exception to die Stale
("(institution debt limitation, which exception is generally referred to as "obllgallons
imposed by law" See dlv tixslon In Section A2 ol Chapter f) Because tills exception
lo llw Constitutional debt limit was and is much less developed in llw rase lass (few
rases nol directly on point) llian llw ollwi two judicially crt 'led exceptions (lor
lease finaiK ing and revenue bonds) each P(IB Issue in ( alifomla lias Iwen validated
pursuant in | aluminas validation statute (Code ol ¢ Ivil Procedure tycHCO rt snry

While ilwre have lwen many validation arlluns lor P()IK. so far they have all
ended with a default lodgment and no published opinion, meaning ibal lliey liave
no piecedenlial value m applli allou in any Iransa. tlon other than the spin tin
liaovM llon(s) validated

Wliai is valldaled in sutb validation a. lions is iioi legal prim ipti". bin die bonds
and die ollwi print ipal legal dix'tinients appilived In a bond lesululion Before Ibe

AN INIRODUCTION TO

validation action Is filed. Il Is necessary fnr llw slate in local government Issnei to
lIrst adopt the resolution and authorl/e the lkmuls. tiw documents and ilm validation
acHoti  Tlw validation action K filed In llw siijwrtor inurl ol llw county In whti h lim
Issuer 1s located, and an order fnr publication of summons is received Summons
ran llien Iw published (usually In a news|viper ol general circulation in iin city m
county In which Ilw Issuer Is located), which takes a minimum nf 21 days n no one
answers W complaint by tlw date specified In thw summons, which must he at least
If) days after completion of publication, tiw clcik ran enter a default, and schedule a
bearing Iwloie tiw Judge for (lie default judgment (the liming ul which will depend
on (be jurisdiction, and may be a day or two or, In some jurisdictions, at least 1S days
after llw clerk enters llw rk'faull)

So assuming (Iw very lust case, obtaining a validation judgment takes a minimum
ul 31 to Ifi days (dcjwndliig on (Iw Jurisdiction) alter tiling tiw validation complaint
Of couisc. Issuers are at die mercy ot die judge and the rlerk. and il sometimes
lakes a week oi more luger an order for publication of summons, oi longer ilian
|5 (lavs after die rlerk enters a default in s hcdulc the bearing In addition, tiw
judge could take tlw matter under submission for an indefinite amount ol time,
0i even disagree wflh tiw proposed default judgment, and decline in validate llw
transaction Once granted, the default judgment may Iw appealed on jurisdictional
grounds within 30 days Tlierelore. n is typically assumed dial die validation <«lion
will lake approximately bO days (not Including llie apjwal period) 1l Is generally
considered reasonable to sell llw I'0Bs without walling &N Ilie 30 day appeal perlud
to run, assuming no one luc answered the complaint, lrau.se Ibe grounds Iw appeal
are so narrow, but usually llw bond closing d ws not occur until after the ap|wal

period lias expired.

If someone does answer ibe complaint, then there is true tsso party litigation mi
the merits. While some evjwdited procedures ari* available, the timing loi icvilutlon
nf Ibe llligallon cannot Iw predicted, and may take many nionlbs unless settleil oi
abandoned So far. no one lias answered llie iuiilplailll and delaull judgilH'llls liiwi
lawn obtained Iw every citv and <aunty POB Issnei Iloweser. the same was uni true
ol the Stale ol ( allfiiiui.i. whose validation complaint was answered b\ llw I lowan|
larvls lavpavers Assw latino and resulled 111 a do islon on Scplemliwi 23, 21)111hv
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the Sacramento County Superior Court declining to validate tiw States roposed
POBs which decision, as of this writing, is Ix-ing appealed hy the State

| he validation actions can and usually do validate not only tix* POBS to Ix*
issued hut also any future POBs or refunding POBs. Not all validation actions
are as inclusive or as flexible as they could be (some leaving out future ness money
or refunding POBs i costs of issuance or lex king In semiannual interest payment
dales, etc.). and must Ix* carefully reviewed before relied on for future POBS or
refunding POBs.

Nole. as mentioned In Section A2 of Chapter 5. that the "obligations Imposed by
law" concept that Is generally used to support POBs in California does not support
reserves or capitalized Interest because inclusion of such components in live bond
issue are considered volitional not mandatory (as evidenced by the numerous
California POBs issued without them) and therefore not “obligations imposed by
law." Costs ol issuance, on the other hand, can be included on the theory that they
cannot be avoided. The Inability to Include capitalized interest makes achieving
current budget relief more challenging (sec discussion of structure options In Section
( of Chapter5). Alternatively, the POBs could Ix? issued as annual appropriation
bonds or asset strip lease revenue bonds (see Section A3 and *Lof Chapter 5). which
can include reserves and capitalized interest

AN INTRODUCTION TO

CHAPTER TEN

Oregon

Slate and lircal government issuers in Oregon have been among ibe mnsl active
users of POBs lo finance (heir share ol unfunded liability to the Oregon Public
Employees Retirement Svstetn. POBs .ae issued in Oregon either as limited ta\
bunds or as revenue bund',

Prior to the passage of the Pension Bonding Act In 2001 llie ( ilv ol Portland.
Multnomah County and Jewpblne County issued significant sized POBS under
Oregon's Uniform Revenue Bond Act. In 2001. Ibe Oregon Legislative Assembly
approved die Pension Bonding An (which Orrick allorneys were Involved In
drafting). The Pension Bonding Ad granted authority lo "governmental units,"
Including tines, counties, school districts, S|xsrial districts, public corporations and
intergovernmental corporations, to sell full faith and credit obligations for the
purpose of refinancing pension obligations. POBs issued under the Pension Bonding
Act are not subject to voter approval or annual appropriation and mas Ix" issued by
Im il governments individually or jointly

Significant pooled I'0B issues have been clone by Oregon s bool disirlc is
conn in. ity college districts and local governments In these transac tions the
participants pledge (hell full faith and credit within die limila‘ions ul the Oregon
Constitution and issi " limited lax bonds, payable from available general funds ul lire
Issuer. Available general funds include ill ad valorem properly lax revenues received
from levies under each isson s permanent rale limit and all other unrestricted taxes
lees, charges and revenues legally available o pav debt service on (lie PEIBS Ilie
issuers are nut authorized tn lew .icMilliin.il laves to pav the ’<IBs
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lii tim pixiled v Itool district mid community college district transactions. individual
district!! Issued llmiind tax POBs in favor of a Ixmd Truster, which In turn Issued
obligations thiit represent 1 prop*3linnate and undivided Interest In and right to
uselse POB payments pursuant to a liust Agreement 1 lie P(1Bs wore further
setuied liy all Inlen cpt Agreement lielweert the Slate Department of Education and
the school districts and community colleges under which tire Trustee was authorized
to Intercept spccHIc education revenues otherwise paid hy the Slate to the school
districts and community colleges in an amount equal lo the debt service on each
Issuer's POBs. Specific examples of recently completed Oregon pooled POB Is'ura
include S1.53,582.299.60 Oregon Community College Districts Limited lax
Pension Obligations. Series 2003 (Federally Taxable); $927,079,763.45 Oregon
School B'iards Association Limited Tax Pension Obligations, Scries 2003 (Federally
Taxable), and $238,743,093 40 Oregon Lixal Governments Limited Tax Pension
t Mitigations. Series 2002 (Federally Taxable). Each of the pooled transactions have
Iteeit enhanced by Ixmd insurance. By pooling these transactions, the issuers were
able lo increase llie amount ol Ixmds sold, which increased access lo Investors, and
to lower interest rates and reduce costs of issuance

AN INTRODUCTION TO

Other Jurisdictions. Including the Citv of Portland, City of Corvallis, Multnomah
County. Marlon County. Josephine Crneev, Eugene Water and Electric Board and
Portland Community College District ha e mid POBs on a stand-alone hasis

As an alternative to Issuing POBS as limited tax Imtids puistiaui to llie Pension
Bonding Act as desciilied above, Issuers have the option to issue I'OBS as revenue
bonds pursuant lo the Uniform Revenue Bond Act ot the Pension Bonding An
The Uniform Revenue Bond Art a'lows municipalities to issue revenue hoods Im
any public purjxrse secured by designated "revenues,” which may Include taxes and
The Uniform Revenue Bond Acl requites notice and a 60-day referendum perlix
during which revenue bonds are normally suhjeci to refenal to a vote of the electorate
If within I1x160-day pcticxl 5% m more of the voters lile pelilions icquesling a
vote on the bonds Revenue bonds issued pursuant to the Pension Bonding A>| aie

exempt from this requirement

in a special election on Seplemlrci 16, 2003, Oregon voters approved m
amendment to the Oregon Constitution that authorizes the State Treasurer to issue
POBs as general obligation bonds ol the State ol Oregon lot the purpose of paying
substantially all of the States UAAL. The amendment provides drat the general
obligation of the State must contain a direc. promise on behalf of llie Stale lo pas
the principal, premium, il any, and Inieresi on tlial Indebtedness. 1 lie State also
will pledge us full fault and credit and taxing power to pav that Indfhledmres
however, the ad valorem taxing (towei ol the State may not lie pledged io pay that
Indebtedness. The amount nf POB Indebtedness aulhoii/ed hv llie amendment that
may be outstanding at any lime ranttni exceed 1% ol the real market value nl all
property in die Slab  1lie Stale presently cxpc ts lo issue approximately S2 billion
in POBs and to list them on die | ttxemixHirg Slock I.st liange in oidet tn Lx tlitale
sales to Eorupean investors.

n 2003. the Oregon Legislative Assembly made substantial <h.inges * . Oregon
PTRS. Tne amount nl litigation surrounding PERS In Oregon ts ImTeasing, and a
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number Ol i liallengos to tlie legislative changes are pending In ilte courts Several
lawsuits have been filed in the Oregon Supreme Court and in the federal district
<'ml In Oregon seeking to liave changes that ssrie enacted (o PERS enjoined or
declared rat unronstltutional Impairment of contract or unconstitutional taking of
projierivAlthough these casesarr not directly related lo any (wrllcular Ixmd Issues,
their unit tine could have far-reaching implirallons w-ith respect lo PERS and related

iabilty

AN INTRODUCTION 10

CHAPTER ELEVEN

Similar To POBs

Pension obligations ate similar lo oilier slate and local government non bond
obligations, svltidt it may lie possible to fund in a manner similar th POBs While
this pamphlet is intended to cover primarily POBS, and they are the most frequently
used and highly developed of this category, it is useful lo note, at least briefly, that
titere may Ix* other applications of the same concepts discussed alxrve Several
exai.tples (not an exhaustive iLst) may Include such other actualtally (rased insurant ¢
or trenelil obligations as workers compensation, health benefits and unempk ymenl
Insurance ot such non-artuarial nbligatitrus Imposed hv law as court rendered
judgments lor damages against the state or Itxal government and, in ( .allfornia.
cottniy obligations under the Teeter delinquent property tax program.
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Pension obligation bonds (POBs), the once-arcane debt instrument used to finance unfunded pension
liabilities, have returned with a vengeance after a brief hiatus, and are again making their mark on the
public finance landscape. A number of conditions have fallen into place to spark this resurgence, including

¢ The rapid growth in unfunded liabilities for public pension funds over the last few years, driven by
investment losses, benefit enhancements, and greater longevity of pension plan beneficiaries;

« The relatively low interest-rate environment, which widens the spreads between the POB interest
costs paid by the issuer/employer and the assumed investment return rate of the pension systems,
which makes the economics of the transaction more attractive; and

« The potential cost savings from a POB, as many state and local employers struggle with budgetary

imbalances and other savings alternatives become scarce.

Because of the confluence of these factors, POBs are back, This report details the mechanics of how
POBs work, their history, the special risks unique to this debt instrument, the critical rating factors and

implications, and future prospects.

m How POBs Work

While the financial implications of POBs are complex, the actual mechanics are relatively simple.
Generally, the municipal employer will use the findings from the most recent actuarial valuation, or have
a new valuation completed, to determine the pension system's unfunded actuarial accrued liability
(UAAL). Then, it will decide what portion of the UAAL (either all or a part) will be funded with the POB
In the 1990s most employers funded the entire UAAL, but for various reasons discussed below, many
now tend to finance less than the full amount. Once the POB is sized and sold, the net proceeds a 3
placed in the pension trust fund to be commingled with the ether funds, and usually invested according
to the existing asset allocation guidelines (see Chart). Thus, ‘he pension fund experiences a rapid
increase in assets resulting in a higher funded ratio (actuarial value of assets divided by actuarial
accrued liability). For the POB to generate savings for the employer, the investment return rate on the
i'OB proceeds must be greater than the interest cost of the bonds (and ideally equal to, or exceed the
pension system's investment return assumption), and the larger the spread between these to two rates
the better. The employer, as POB issuer and obligor, would then be projected to achieve lower total
pension contribution and debt service costs than it would have if it had not sold the POB.

Pension Obligation Bond Mechanics

Issuer/employer Sells RB
(stale or local government) POB proceeds
Debt Contributions
servio}
PCB Retirement “»  Pension
repayment benefits 4. — fttnd
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i Brief History
While there were a few issues in the 1980s, the first big wave of POBs really came in the early 1990s.
By the end of the decade about S’ Shillion of POBs had been issued. The years 2000 and 2001 were
siow from a POB standpoint, with 2000 correlating to the apex of U.S. public pension fundln? at an
average funded ratios of slightly over 100%, u[) from only about 80% in 1990. These robust funding
gams were fueled by above-average equity returns during the penod and a general shift in the ,
weqh,tmg of public pension assets to this asset class from fixed-income The corollag, to a high funding
level is & lower or nonexistent UAAL. Fal,hnq,fundmg ratios, now estimated to be heading towards tne
90%, have heen exacerbated by a compination of adverse circumstances, some unconfrollable and
some self-inflicted. These factor's include the decrease in asset values from poor equity returns and the
increase in liabilities from benefit enhancements and demographic changes (for example, members
llvmg longer). The second wave of POBs, driven by burgeoning unfunded lianilities, has come on strong
in 2002 and"2003. As in the first wave, California counties have been leading the pack, and there are a
number of repeat borrowers, but there are also significant new players. The state of lllinois, which
issued in June of this year, now holds the POB record for sheer size at $10 hillion — almost four times
larger |han the previous record. Oregon sold a $2 billion issue last fall, and other states that have
recently completed or plan a POB sale include Kansas. Wisconsin, and West Virginia.

a POB Risks , | |
The principal risks to the issuer of a POB fall into @ number of categories

* Arbitrage (investment return/POB interest cost).
* Leverage;

» Market risk; and

* Political.

POBs are essentially an arbitrage Blay, the success of which is dependent on the premise that the
Bensmn fund assets (including POB proceeds) will earn on averalge more than the interest cost on the
OBs and hoBefully the assumed investment return rate (generally about 8%) or better each year for

the life of the bonds. If the bonds are sold at an interest cost of 6%, for example the spread could
generate handsome savings if the investment returns goals are met over the life of the bonds. The |
Problem is that there is no certainty that the average 8% return will be realized over time, and therein
les the principal risk of tne POB to the issuer.. If the pension fund earns 8% or more on the POB
roceeds, then the result will be success by virtue of having to pay lower pension-roirted costs
Egontnbuﬂons plus POB interest) than without the POD. However, if the investment return is less than
the POB interest cost, the transaction becomes a drag on cash flows. Not only will the employer have
the new POB debt service costs but also higher contribution rates attributable’ to new unfundéd
liabilities from under performing investment returns. If returns are above 6% ,&as in the example above)
out below 8%, the employer will have increasing contribution rate costs, but it would have had them
even without the POB™ When investment returns are less than the POB interest costs, the POB puts

additional strains on financial operations rather than helping.

While the 1990s produced soi ie impressive investment returns, no pension fund consistently earns 8%
or higher every year in perpetuity; returns vary dramatically and ma%/ (or may not) average the
investment refurn assumption or even the POB interest rate cost. The POB paradigm has a qoal to
avera?e or beat the 8% investment return assumption over the long-term. With the appropriate asset
Mocation strategy this ?oal may be attainable, but market experience over the last several  irs has
led some to believe thal an 8% return assumption may be too aggressive.

Another factor in evaluating the success of a POB s that its full effect can only fully be tallied at final
maturily of the bonds. Due’to market gyrations, a POB may look like a great success for several years,
or even a decade, only to see investmént gains erode, and at maturity are pronounced a failure,
Conversely the exact opposite may be trug, with poor results in the early years later overcome to

achieve projected henefits in the final analysis.

In any event, we do know that even if projections are met on average over the life of the POBs, there
will be years with returns that are higher, and some that are lower (gmaybe significantly), than the 8%
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bogey. We do not have to look back,verg far to see evidence of such swings: in fiscal 2001 the S&P500
index of domestic equities fell 16%. in 2002 it fell another 19%, but in 2003 it fell on|¥,1.6%. These
market declines hurt issuers with POBS outstanding: most had to pay increased contribution rates to
cover the new actuarial losses, plus they had the higher debt seivice costs due to the POB

The risk of adding too much leverage is another factor for POB issuers to consider. Borrowm_? for any
purpose increases Ievera?e, and incurring debt to pay unfunded liabilities is no different. While the

ISt "er is substituting one type of long-term liability (POB) for another (UAAL), there is a ditierence. In
most cases, bond debt service is a "harder" obligation than the "softer" contribution payments used to
amortize the UAAL. Bond debt service must be paid in full and on time or the issue falls into default,
with wide ramifications. For certain employers, contribution payments, on the other hand, may be
temporarily deferred or reduced without serious ne?atlve consequences. Therefore, the size of the POB
relative to the total debt structure of the issuer must be measured in terms of what [evel of debt service
can be managed if actual future investment returns do not meet the original POB plan projections

Because POBs generate very large inLins of funds into the pension system compared with the more
steady investment and reinvestment of interest, dividends, and contributions by the fund, the plan for
inves mcrl POB proceeds must be considered Should the monies be invested according to the existing
asset allocation guidelines, or should POB proceeds have a special allocation strate%y hecause of
current market conditions or expectations? If the chief investment officer of the fund believes that
international equities, for example, are overvalued, maybe a delay in filling that allocation would be
warranted. On the other hand, in that pension funds aré long-term investors, most have stuck with their

traditional allocations for proceeds, eschewing market timing strategies. Whatever the strategy may be.
it should be fully vetted before the POB sale.

Another aspect that few envisioned when this instrument was first initiated is the political risk hidden,
almost like a Trojan horse, within the POB structure. As was mentioned in a feature on this subject.
E‘Pen3|on,0_bl|gat|on Bonds: Unique Rating Documentation”. RatingsDirect, March, 4, 1999), POBs can

ecome victims o? their own success. For example, if a POB is issued for the full UAAL, resulting in a
100% funded ratio, and subsequent. gher-than-average retums push the ratio to 110% or 120%, there
will arise tremendous political pressure to distribute the so-called "excess” funding by increasing
benefits, thus incurring new liabilities. The excess funding touted in the late 19905 turned out to be
illusory. Even systems bolstered b}( POBs that did not in¢rease benefits found themselves in under
funded positions following the market declines from 2000 to 2003. Those, that fell victim_to the siren's
song and increased benéfits have even lower funding levels Some pension funding ratios declined to
the extent that the employers' opted to go back to the market to issue POBs for a second time.

1 Analysis
The [ating process for POBs basically parallels that of long-term debt with similar security plus with
certain additional analytical factors pertinent to the POB and pension system. Most POBS issued to
date have a GO or general fund Pledge. Also, a high percentage of those sold have been addi* onaIIY
secured by bond inSurance. In Standard & Poor's analysis specific to POBs we focus on the effect o
the bonds on the issuer's debt structure and its ability fo meet its obligations. The financial review
includes the impact on hoth the balance sheet and the operating statement or cash flows. The status of
the issuer's pension fund on a pro forma hasis is also part of the review as with any similar analysis.

From the balance sheet perspective, we look at how the POB fits into the issuer's total debt plan. Does
the POB dramatically alter the issuer's debt profile? We look at total debt with and without the POB so
as not to penalize a POB issuer in comparison, to another issuer that might have relatively low debt éanc*
no POBs) bul sizable unfunded pension liabilities. Also, we evaluate the Ievera?e added by the PO
Does it markedly increase hard, fixed costs (bond debt service) in place of a softer, more discretionary
obligation (pension contributions)? If sub par investment returns put upward pressure on contribution
rates will they, coupled with the new higher debt service costs due to the POB, put the issuer's budget
under greater strain? The issuer must also be cognizant of the effect the POB issuance may have on
statutory debt limits. Will the POB use up debt capacity that might be needed for other, more pressing

needs?

From a cash flow standpoint, Standard & Poor's reviews projected debt service and contribution costs,
with and without the POB, including the validity of the assumptions including those for POB interest
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costs and pension fund investment returns. How do the projections compare in total and on an annual
basis? The spread between interest costs and investment return qenerates the savings expected from
the transaction. What is the magnitude of annual savings and total present value savings? Where (in
Wwhat year,s? are the savings taken? Are the savings front-loa n attempt to mask budgetar
stress? Will any front-loa |n%lead to higher, unsustainable Cc .u.  on rates in later years? Do the
potential savings form the POB outweigh the risks involved? The analysis of the cash flows is a critical
component to Understanding the full impact of the transaction

As part of the POB analysis we also review the current status of the recipient of bond proceeds — the
ﬁensmn system itself. What is the statutory relationship between the issuer/employer and fund? How
nave the faws and precedents for making contributions affected funding progress and how do they play
into the POB strategy? Have funding levels gen,erall){ been increasing over fime? What are the funding
goals and how will the POB impact these objectives®

The pension fund's general actuarial methods and assumptions also will De reviewed for comparative
purposes. The fund's asset allocation strategy will be studied for consistency with the POB assumptions
and for the general risk profile An aggressivé investment strategy may make the POB objectives more
difficult to achieve on a consistent basis.

H Rating Implications _ o _

Emoloyers looking to help manage their unfunded liabilities through the issuance of a POB should
weigh the pros and cons very carefully Any applicable risks fromthe above list should be evaluated.
There should be a clear POB plan with, attdinable actuarial and investment assumptions and a
conservative structure. Prudent allocation for projected savings over time limits the chances for

problems

It is possible for POBs to have a negative effect on credit quality, especially in the investment
environment over the last several years or if they were structured poorly af the outset. Standard &
Poor's will continue to evaluate POB risks in light of each employer's individual profile at the time of sale
as well as their projected effects over time. POBs may work as planned over the long-term, but short-
term fiscal dislocations resulting from these structures are part of their baggage.

1 Special Rating Documentation Requirements for POBs
tThe unlfqu% nature of POBs requires certain additional documentation not normally requested for other
ypes of ratings:

* POB financing plan, including its effect on the overall debt plan;

Projections of UAAL contributions and debt service with and without the POB;

« Latest pension fund annual report;

* Most recent actuarial valuation and experience studies of the fund; and

« Pension fund's current asset allocation strategy and plan for investing POB proceeds.

Copyright <61994-2003 Slandard & Poor's a division ol The McGraw-Hill Companies ;
All%g%ts Reserved Pnvacv Policy P TheM cGraw HIU Companies
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State governments have a Ion% history of providing retirement security for their employees-and in many
cases certain local government employees-through large, defined benefit pension systems, which,
throughout the 20thcentury, had been’successfulin meeting their intende ?oals. However, after state
pension funds reached thelr apex of financial soundness, based on funding Tevels, in 2000, they have
since deteriorated-m many cases precipitously-leaving most funds with thie problem of managing new.
large unfunded liabilities. The rapid qrowth and significant magnitude of these liabilities has become an
increasing credit concern for many state ratings, reaching crisis proportions in some cases.

This article provides a brief overview of public pension funds in the U.S., along with the factors leading to
their current status and some of the options available for managing pension liabilities. In addition, the
status of a number of state funds, with a range of funding levels, and some of the strategies states have
used to address their respective pension situations, will be examined

1 Historical Background

Defined benefit pension plans, as used by most states, provide a systematic method for se'ting aside
sufficient monies to_pay promised retirement benefits to employees in the future. The benefits are
funded by contributions, usually from both employer and employee, and the investment income derived
from such contributions. Most States have two gnnupal funds; one for state employees, and possibly
certain local government emploYees, called public employee' retirement s_Ys_tems; and one for teachers,
referred to as state teachers’ retirement systems. Some have one, monolithic system for al! government
employees (state and local), while others have multiple systems for individual job specialties, such as
judges and safety officers.

Public pension funds in the U.S., of which the lion's share of assets beIonﬁ to state funds, have come a
long way from their humble beginnings-some datgnﬁ to the beginning of the 20th century. Starting with
little or no assets to offset liabilities, and some initially operatm? ona p%y-as-you-go-baSJs pension
funds gradually improved their fundm&raﬂos (actuarial value of assets divided by actuarial accrued
||ab|||ty% lo the 50% level in the mid-1970s, and further to around 80% by 1990. Early on, pension assets
were invested largely, if not exclusively, in fixed income investments. Gradually, investment strategies
became more diversified, however, and by the end of the 1990s public funds had increased their
allocations to equities and other higher yiélding asset classes significantly. This shift.in allocations
coincided with, and to some extent was fueled by, the bull markets in domestic equities that lasted frcm
the early 1980s through fiscal 2000. At June 30,{the fiscal year-end for most public pension funds),
2000, the average funding ratio for all U 1 public funds was slightly above 100%, and was even higher

for state funds.

The party to celebrate the final defeat of unfunded pension liabilities was short-lived, unfortunately, as
dark clouds soon began to appear. Trends that would adversely affect actuarial balance impacted both
liabilities and assets.”Liabilities were being inflated not only by hormal growth and inflationary pressures
but also by overt changes in henefits and"actuarial assumptions. The late 1990s saw a number of
improvements to pension benefits, which automatically boosted liabilities, and the actuarial ,
consequences of many of these changes really kicked in after 2000 due to the normal delayed reaction
in contribution increases. Demoqrapmc and lifestyle trends-along with the resultant assumption
changes, such as retirees living Tonger (a ?Iobal phenomenon) and more e,mplo;{ees taking earlr
retirement-had a similar, expansionary effect on liabilities. However, the b|g%es component in the
steep decline in fundm? levels from_fiscals 2001 to 2003 came from the asset side, and was caused b
the bottom falling out of the domestic equity markets. The investment return assumption requirement for
most public funds to maintain actuarial balance, about 8%, could not be sustained when the average
allocation to domestic equities stood at 40%-50% and the annual retumns of the S&P 500 Index were



ne atrve 16%. negative 19%. and positive 2% in fiscals 2901 2002, and 20 % respectively The net
res t 513 that, h June 30. 2003, average funding ratios for state funds ha aHei ff]oma average
overtunde e 2000 lo an estimated 80%-90% in éustthree short years. While the S&P 500 aw a
1% %un at fiscal vear end Jyne 30..2004. puolic pension und actuarial results, on avera e for é
ear, Will not repar Jnajor undmg qains due'to eeﬁectso the %ctuanal smoothmg of ﬂa S an

0sses over a period of years used rvmost With five-year smoot Ing, for example, a fuid in fiscal 2004
would still be accounting for a portion of the losses (or gains) from the prior four years

a Alternatives to Improve Funding

The ra d?f? Ptrons tofixa Jaensron n: match of assets and ||ab|I|t| S IS reIatrve narrow, and almost
Lare cult ormolement ue to Ie economrc or political Impediments. or t)emeas res
ould act to stop or slow en lon |a rovvth or rwassets or oth From It ornt
ost state ! constrtutona or, statut pensron ene fit protections that recu ean euctron in
enefits areav promised to existin em 0yees. ne way around these restrictions is to close off the
current benefit onew emp| Zesa rnew empl ntl sared ced level of benefrts Thrs tactic of
creating a new tjer of benefit been used bv]anu ber of funds oreduce |ao| it o]

Complétely closing existing, plans and creating hew, less generous efrned benefit plans, and even new

defined cantribution plans,’is another option.

Chan%rnro actuarral assum tions to reduce liabilities has been used in the past; the current demooraphrc
onomic realities related to the major variables, however, make these options drftrcult The arlsm
of the actuarial investment retHrn assumption to 8.25% from 8.00%, for example, would automatical
Iower actuarial liabilities, all other assumotions etng equal, However, the Investment experience over
the past three or four years and current expectation would tend to preclude such a change at this time

The principal options to improve pension balance by increasing assets fall into three main categories

» The pension fund may alter its asset allocation strategy to enhance investment returns;
» The pension fund sponsor may sell pension obligation bonds (POBs), placing the oroceeds in
the pensron trust and thus reducing or eliminating the unfunded actuarial accrued liability

E\nnua? contribution rates for sponsors or employees may be increased.

Pension funds in the U.S.. as major global investors with more than 52 trillign in assets, have developed
sophisticated asset allocatron Plans ver the (vears and, with access to orofessron | asset managers,
attempt to maximize ret urnsw hin their re? rbed tolerance for risk. n individual fund to
dramatically enhance yrelds atenng its, allocations, there would most | elv need fo he a sea change
|n thmkr g(about the undsvr w of risK. Minor twe(ak no straée Ies IS a mofe regular oceurrence as
funds seek to k eeP Ipwrt changing markets, risk profiles, and expected retums of various asset
classes, but major strategy changes leading to markeaiy improved results are rare

Some stﬁtes as sponsors, have 0 ted to pursue the POP lout to significantl boost ass]ets in one bold
move while at the same trme takr adva tage < the roIre ted lower carr m charges this veh |ce
oferst0as onsor. (For urt er Inf rmatron ee nport titled "Pensjon Obligation Bands Are %ur
After Btne atus blish et Jan. 20, 200 4 on Rating stDrrect While no { nacea POBs are
an arbitrage pla se on the premise as arestlt o being investe
ex(_r\)%cted1 g/red albovet e cost ol??t Bongs net avrn swrlvhe arghéer the s 8nscr overéhe ||eo
onus’ In other words, alter the issuance of the POB, combined de tservrce lus pension
contrrb tion costs erI be lower than they would have been without a POB. The succ Ss of this formula
depends on the realization o acertam mvestment retum, whrch 1SN no way uarai,. 2d. Whethera
P Bsucceeds cr fails cannot ullv he evaluated untrI the final maturity o fthe ond and itisa |ven that
some ears will oe winners and ehr ser% ra Ke%rs m(ay ad] short- term sca stress 10 the
B iSsuer r% nsion sponsog whrc could esr|gn| cant hased on t eamounto evera e the POB
exers With most POBs having been issued over the past 10 vears or so, it would Premature fo
Pronouncet em an unqualif |e success (or arlurel) The hest that can be sarﬂ fo date Is that POB
esults have been mixed, with some having met of exceeded expectations while others have come up
short based largely on the vicissitudes of market timing.

The last maj or option for mcreasrng assets, and the most common alternative used to, manage nc v,
unfunded libilities, Is,to érm ly Jncrease annual contribution, rales. Indeed, ama[[]or rinciple of an
actuarially funded defined benefit plan is that, if assets and liahilities become unbal ced increasing



or decreasing | fthe system is overfundedg contrtbuttons will brmg the system bﬁck into balance
ometimes e PO eec ntrtbuttons are mr fusua Oly It 13 the sponsor that stepsu tot e
late;, the investment risk of a public defmed %neftt gan and'the burden to make 90&1 on eneft
romises are uttmateythe re onS|b| ities of the sponsor, Thus, the é)rmupa b¥|p uct of the curent
fate pension undmgecrtas ha 3% n Increasing contribut J N COStS ¢ me gen states, In
recent years, have been squeezed by weak re enues and burgeoning expenses, including security and

health Care cost pressures.
How Are Some States Managing Their Pension Liabilities?

Ariz
The Arizona State Retirement System, a mulliple-employer def med bene it pIan rﬁJrowdes pensmn

benettts for emplayees of the state, Boltttcal subdmsmns and public Sﬁ 00ls, with more than 500

employers and 222,000 active members. The system’s flinded ratio fell to 98.4% at June 30. 2003

after a decade of more than 100A)tundmg As feported n the June 30, 2003 a&tuartal valuation, the

major contrtbutor to this decline was investment losses for the year that resulted in adecrease in the

actuartal vaueo asset* b% $1.2 bl |on In November 2002 the stat rettrement stem 51

removed teret?]uwement at actuaral assets be within 20% ?f market value, an change

period for reco gnizing mves tment 3glams or osses to_10 years from |ve ears, At June 30,

gftems mar et vaéue of gssets ($18.1 hillion) was Z7° Lacu alrta vaue The %003 a tu(aéta
uation developed hypot ettcal contribution rates for both employees and employers (odd-year

calculations are not actually implemented) of 6,96% each, compared with 1.92% each in 20

Calif orrn
CaI| orma has two lar e%e state pension kmdf one for shate and certam local emooIoP(ees -Calif omta11
iflion er

Public mpo&e ' Retirement_ System CaPERS% -with assets xcee In %1 £ %
for teache alifomia Stute Te chers” Retirement System t}Ca STRS)-wit moret 115 |on

In assets. These systems have heen experienc e same pressur sion
othersates and have ex ertence deanes in Pu(hc? ?evehs For ex mB?e th ?Sn Hrattolhor
state member cat%%o aPER a fallen to 84 as of June 30 2003, compared with 111% m
2000 State contributions to Ca PERS for |ts em ges asactuartaly determined, have risen from
160 m||I|on m |sca 2001 o 2b|| jon in fiscal 2004. In the same véin, the funded ratio for the
alSTRS defined bene % lan te from 110% in 2000 t%82% in 2003. However, total amounts
contributed to CalSTRS m mbers, employers, and the state, as et by statute, increased just
10% during the same period.

Anumbero changes for both (Pensmn s(}/stems have been proposed over the last year. In relation tn
CalPERS, the stafe's 2005 bu et inclugled certain pensmn e orms such as atvvo -year delay of
contrlbu ?ns Into CalPERS f rom new miscel an%tf] and industrial employees thus obV|atm%
state's 0 ﬁ]atton 0 m(ake contributions %n thelr behalf over that p en% A’$900 million POB Was
pro 0sed, e proceeds of which woud eusedtop ap(a portion” of the current contribution agment
|p se 0] r]'oa}(mg a %ortton of the unfunded actuarial accrued ||ab|I|ty ||ke most other POB
Court validation of the POBs Is bemg souqht The 2005 state budget also Included Ero 0sals to
increase employee contribution rateS and lower benefits for new employees to pre-1999 levels
In De&ember 2004, CalSTRS Brogosed a_number of or%ttons fo help address the unqu deficienc
In its defineq benefit plan. AtJ 30, 2003, the system's unfunde actuanal ob|| atton ofaled $23.1
b||||cn The ttrst optton was for {he state to |ssue a POB to pay down the entire liability, Other options
mcu ed ac ange mt eamorttzatton Rertod of tr un unded liability and anumber changes to
ow ene |ts are calculated, One OP'[IO that could have a large eftect on the amortization cost is lo
eliminate the 2% henefit adjustment. Several alternafives included increases in contribution rates by
all three contribution bases: members, employers, and the state.

On July 12003 the state did not make its full contribution payment to CalSTRS' supplemental
henef |t maintenance account, although It did maket ere tured L}(ment to the seystems defined

benefit program. The state paid $59 thono the $]559m ? 3 red SUPap ntal benefit .
mainteniance account amount, In October 2003, CalSTRS filed suit In Sactamento County Superior

Court to have the $500 million uayment restored. The state Is currently defending the action

Of late, proPosaIs to replace the two California state defined benefit plans with defined contribution
pans and to eliminate state contributions to CalSTRS, have been actively debated.



Flor|da,
he Florida Retrremen t System was created In 1970. The system was created to provide a defined

benefit é)ensron plan for artrcrbatrn emI%onees The plan is admrnrstered by the state division of
retirement |n the dePart ento ma ag tservrces Partrc r%atronb oca overnments in the
state IS optrona but Is generally irrevocable once the government opts to pafticipate |nt epan
Currently there are 866 Partrcroatrnér emploé/ers and 956.875 Indrvrdual articipa ts Of thet ta
gartrc t) nts, 23.5% are retirees and benefiCiaries. Contrary to frends Tor most ot er state ,
ctuarial value of assets In the s;/s]em has consistent| h exceedeét the actuarial accrued liabilities in
recent ?/ears The funded ratig of the pensron system as ranged fro 112A) I trscal 2004 to 118A>
In fiscal 2000 Investment performance In fiscal 2004 was stro g with a return of 16.6% c%m(grare
wrih the 7.75% Cjassumed rate of retum The actuarial value of assets at July 1 2004, wa:
pillion. The solid asset position of the Florida Retirement System has provi ed budr%et re lef In the
form of lower contnbutron requirements for the state and participating Iocal governments

lllingis
I?nor S Sp onsors five defrnec benefit retirement plans for about 630,000 members and annuitants,

ncludin 0yees, teachers university personnel, and judges. 3, the furded ratio of
t Ilingis uncfs rarﬁ]ke}c/t near the bottom com Xrgg wcr)th oher st teg?n thr,y U.S. Contributing to the
$2 6 bI| on increase in unfunded liabilities from 2000 to 2003 were:

» Contnbution shortfalls ($4.8 hillion of the total),
+ Investment losses ($14.1 billion), and
» Benefit improvements ($3.3 billion)

ﬂdrn g to the state' s 6ﬁ)ensron woes is a 2002 early retirement incentjve plan for state emplo%ees
ich resulted In a liabilit that at $25b||||on was, quadruple the original estimate. Part of
vanance was due toamuc larger number of emplo ees 11,032) takin art In the r% ram than
on?ma ey ProHected g 2153 Due tot e requirement. ofa 10-year amortiz ton off the early
ret rement program contribution for 2005 1S $382 mrIIron co pared with the origina Iy projécted $70

million.
In 2003 the state s)ol a$ 0br||ron PO?, the [ar on record, using the proceeds to fund a Portron

of the UAA ll on% and to pa ﬁs 9b|| estates current pensron contribution for fiscals
2003 and 20 4 The POB Increase e Co m rne system's funded ratio g/seven ercen
points. At the end of fi Cﬁ| 2003, he e rtro orthe combined systems was 57% (after |vrng
effect to the POB), an 35.8 hillion.

New York State.

The New York State comptroller is the sole trustee of the state's common retrrement fund, which
inc udes al assets of the New York Siate Retrrement Syftem Members of the s stem are tgﬁ(ca
emp oR//Ieeso New York State or emg 5yeeso munrcrpa fiesint estate éexclu ing New York Cit}).
As of March 31, 2004, there were2 85 partic %overnmg nt employers in the“system. The
overall membership in the system excee S 97 000 this Includes 641,/ 1 members and 328 357
retirees and peneficiaries. verall membership asexrl)jande confinuiously, but the growth from
retirees nas been most srgnr ficant. Retirees now make Up 34% of the systém’s mem ers, compared
wrth 26% In 199? Bene it a%ments contrnue forise, reerctrng |mgrovements in final average
salaries, cost of rvrn?a ust ent and henefit improvements: The increased, bene It Pa%m nts,
couPed with the performance of fhe stock market after 2000, have required significant employer
rlbution | rncreases with significant increases forecasted for the next two éears as weII At March
31, 2004, about 63% of the pension System assets were rnveste In various So< ks, For the ar?est
comPonent In the system- éhe NewY Ik Statle and Local Ew gees Retirement Syst sem employer
contrbutions ha a eraq 1.75% from fiscals 199 throu? 3. Contributions will Increase In
fiscal 2004 lo 5.9%, totaling $1.2 brllron This rate Is projected to more than double in fiscal 2005 to
12.9%, or a s2.6 billion ¢o nbuAron oIIowedb an stima éed 11.4% contnbutron rate. in .iscal 2006
Similar | rncreases are forecaste lnt e New York State angl Local Police and Fire Retirement
System &PFRJ or fiscal 2004. The contribution rates f rfrscals 2005 and 2006 are prorrlected to be
even ste [ PFRS, however rowing to 176/0 nd 16.3%, res ectrveI[y These co tn ution
crease ave been, and wil continue to be, a]s icant sourceo % gressure forth estae
and. ts local governments The Ie rslahure as al ortion of the increase to be fund e Wit
the issuance of bonds or a loan 1rom the state comptro er. For overnmentst at ch ooset IS option,
fixed costs t0 service pension contributions will include an interést component, with the fixed cqsts
extended for up to 10'years. The system uses the aggregate actuanal unding' method, which does

con



nol jdentify or separately amortize unfunded actuarial liabilities. Due to the use of this funding
method, there is o disclosure or schedule provided on funding progress.

Orr(e)qr
egor ashrstorrcally deIrvered ensron benetrts for state and local em onees through a single
system ca le e re on uthrc mpl ogees Retirement System EOPERB fter e>83errencrng
rélatively h ? un ng eveIst rou h'th 19903 the UAAMof OPERS at Dec. 3 ﬁ
estrmat d at $9.7 billion, almost th etrmest e prior LYear With 2002 rnvestment losses, this figure
was estimated to be almost $15 hillion—ef which abo one thrrd Wwas the ‘ate’s share. Contrrbutrng
factors lo the increase in UAAL included some of the usual suspects: benefit | !)ncreases inthe late
9905 and poo" investment refurns. In addition, under the rnn tier-one membe-s were uaranbee
a minimum 8% in their reqular account assets regaraless o actual investment i 2tums earned by the
system, and in 2001 and 2002, like most other furids, the system generated neg ative retums.

In 2003, the state initiated @ number of reforms to OPERS, including:

» Modernizing the mortality tables and requiring regular update*;

Shifting future employee contributions to a defined contribution plan;

» Conver _ the annual 8% guaranteed rate of return to an assumed 8% lo be received over
the lengui of members' servrce

» Temporarily suspending future cost of living increases for retirees in certain instances; and

» Creating a new, more independent, retirement system boaid.

In additior for new emplog(ees hired after Aug. 29 2003, the state created a new retirement plan
calleq the Oregon Public Service Retirement Plan, which includes both defined benefit and defined
confribution components, Employer contributions fund the defined benefit plan, and employee
contributions fund the defined cantribution plan.

The Ie?rslatrve changes to OPERS resulted in an egtrmated re uetron in the states UAAL t0 $2.2
billion from $4.6 hillion Anumbero awsuits have een filed cha 8rng someo the OPER

chan e? The state intends to continue to defend the challenges. In ? ber 2003, the state sold S2
brIIro GO POBs to further reduce its UAAL. The preliminary results of the OPERS 2003 actuarial
valyatign orted th%gensron s%/stemstunded rafiQ at about 97% Empilyer contribution rates

under the valuation showed an Increase to 18.27% from 9.96%.

West Vir
Tshe W%st Virg rnra Teachers Retirement System (TRS) is a muItrpIe employer, defined benefit plan
tor 55 count sc %0 sgatems certain state higher education em lo ees and the state boards of
educatiop a d higher éducation. The state provides su stanéra all tunding for the system. TRS has
occupred the hotfom run among state plans in terms of fundled"ratios for some time.”As of July 1,
2003, the funded ratio was 19% and the UAAL was $5.1 billion. The state supreme court has ruled
that the UAAL of TRS is a public debt, and has required th state fo fund TRS In an actu J% ey
sound manner This requirement entalls the elimination of the UAAL over a 40-year period beginning
July 1, 19y4. enabling TRS tc meet cash flow requirements to fulfill future oblrgatrons to members.

WhrIe oranumbero Mears West Virginia has attem te lo cle rthe wa t) issye a POB to hel

lower or eliminate the UAAL In TRS d other state n S, Ifs e orts have been blocked brra

Issues, including the requirement orvoter ap roval. I bonding is not an option, the state may have
S,

0] prSUG other‘avenues to cure its pension |l

B Lookrng Ahead

ates are under van(rng de reeso pressure to fund the bur eonrnd liahilities of their pension systems

The common theme Ties in developin %rate(gres [)o manage increasing contribution rates at a tine

when other demands are .conspiri g reak’the uddet rowrn% hea hcare edycation, and security

C0sts, to name a few. Options fo re d P nsjon ljail res r even slow their growth and thus moderate

contrrbutron rates, are few and usuayd icult to bring fo fruition. Even wrth dequate investment

return Joensron unding 8rob em'will be int et etront tor at least a few more ears and possibly
onge the marketsd

ooperate. As If ens ion liabilities were not eno , States
an othey overnmentsw SOOH% \}()Bf (?e FGS?

al with fundl ng Issues related to lia rom Ot er
Postem Iuyment enefits %OPEB%) g IZ retiree heath
ihg on br

e cos s. The GASB has estab ished new
accoun ng rules for report ities. (For further information, see report titled "Reporting &



Credit Implications of GASB 45 Statement on O,\h,er Po_ftemployment Benefits," published Dec. 1, 2004,
on RatingsDirect.) Both pension and OPEB liabilities will act'to tonstrain ratings over the foreseeable

future.
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Public en3|on lan costs are becom| goer drain on U S. sfate arkt]d local
ﬁov rnment resources. nly oca ovetn ents have oee It particularly
inthe past several years as ey struggl thelr worst deficits In decades

Whil curren Qvernment em onees watch their pen jon. an other post-retirement .
benefit contr t|ons nse shar (& &rv(r)]nnn numb ero retired employees are becoming
eir

concerned anout the future oft pensions

Asthev rious governm ntalﬁun ?ICIIOHS deage]howthe will raise the mone eeded
gn% Eiahon A0 o\évtt ltra getthe ro %ause o

t fund these niountin neto

H In % tand ar a closer o atg t(]jSIon and

ot men ene 1S ah HFS |s art examtnes redt

|m |c t|ons or SIOﬂ benert Igat |on ow accountants are revisiting
ne way municipalities can best reflect the true bene It obligations.

m Credit Implications

When St Pard&Poors reEn anal st eermlne he credltl hcatlonse P P‘debt

enS|ono ations thely tthe e |a tles |nt e t|)8 B
trucé an eye fo weﬁt1 onse fnces may be on the em o ersa ly 10
pav de tserwcet meeting these ene obligations.

"We want o have areasonablg %urrerh acco ntlng of the retirement system's Pndmg
stal (}J% n derstand W eem oye pFans 0 aﬁet tles
said Stan SO na St P Ay %tg ension t|e he an
empl erscre e ant n| e of the: cur

tribute.to rattnﬁ \fvn rad es som previous [ent W ngg ansé gtr%log
E andle

EHEF OSF][IOH 10 e new lial d“% fiven E or mvestment ret ms
ene en ncements, most plans and thelr sponsors are between a rock and a hard

place," M. Young said

Otper than agln%déhe m v:?n Increasing con |burt|tohs the 0 t|ons ore fJo ers

gcr(g estom es nificant fu | ores are
mlt| nt dger, reddcing benerit leve |c wo Wer
lanilities, is very di

% |de ort
utto accomp ish and frequéntly constttutlona yproh| |te

For example, in the state of Oregon's retirement system, member account

3 i ntvmumBA) an r\ret rn eV nt?)th ?L]tng] arLet s?e elow
t eve {0 refor and certain oth tures orthe system,
(i oul re uce s stem's total |a |I|ty y billions 0 do Iars These changes
would be tested In the courts

Chansqlnﬁ actuarial asse 'ions could also result in decreased Iab|||t|es however, the
frend ect someo e ma sum tions are r%omrgam the vvro rﬁ% vect]on For

'.'J.

exa e W|t m oyees en ﬁ/ VI on er, demo lon changes
usu serve onl credgs ah tie asb OME Sponso %
aﬁ\ltnetgtlon te mortality tables, but this only ays th |neV|tab|e impact

On the asset side, becau e 0 t]he weak investment performance ovey the Iast ?everal
¥ars e Upside potential for higher Investment return assymptions 1S rath er3|m
Ee only recen ctian%es 10 Inve tm rturn assumptions ave een downward

agjustments, which again mcreases |a t|es
Another option for states is to defer or adjust contributions. Ir many cases, however,
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the st tes must make the_full payment. Partial payments ossible inany 0
here‘tro 7‘V@oy90% 0 emrr@% § S enernﬁl h }ull act%é(r:rlagg

Xeq reH cortﬁ'v ribution Il nors a continul %)ro ration ?nce e actual
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What do the volatility in equity prices and the decline in market indices over the past year or two mean for
the security ofpublic pension investments and, further vhat is their effect on the strateqy, used by a
number of governmental pension sponsors over the last decade, of selling pension obligation bonds to fund
the unfunded Iiabilitz of* "ir pension funds? Specifically, given the current and expected market
conditions, was the POB . -ategy a good idea and, if so, does it still have validity, and does this technique

represent a viable opportunity for governmental sponsors who may find themselves wrestling with
unfunded liabilities asaresult of the declines in equity performance?

Brief History

While a few POBs were done in the 1980s, they rca.i> came into their own in the 19905 with more than S10
billion being sold Over the last two years, only a few, relatively small, POBs have been floaled. The
average principal amount for POBs ranged from S100 million to $300 million with a few exceeding SI
billion or more. Most POBs issued to date have been genera, obligation or general fund secured,
capitalizing on the credit quality of the pension system's spon.or.

The POB Experience Through 2000

With this kind of debt instrument, timing is very important and issuers of POBS in the early- to mid-1990s
could not have had better timing While Eubllc pension funds during the 1990s were boosting their average
allocations in domestic equities from 33%to almost 50%, the returns on this asset class were sustained at
levels well above the historical experience. The average annual increase in the S&P 500 index for the 10
fiscal years ended June 30, 2000 (most public pension funds have June fiscal years), was almost 16%
compared to a historical average of about 10% Lhe five-year total portfolio return for public funds has
averaged more than 13% These performances should be viewed in the context ofaverage investment
return assumptions for public pension systems of only about 8%

Following the isst e of POBs to increase the funding status or to fuly fund a system, this excess return
phenomenon could easily result in funded ratios greatly exceeding 100%. However, in that actuarially
funded pension systems tend to be self-balancing, this overfunding imbalance would have been corrected
by actions taken to affect either the pension fund's assets or liabilities, or both. In these cir. umstances,
pension fund sponsors would, upon the recommendation of theij actuaries, decrease or temporariI?/
eliminate pension contributions (contribution holiday), thus slowing the growth of assets On the liability
side, some sponsors made the decision to improve employee benefits, instantly increased liabilities but also
balancin? overfunding Regardless ofhow the "problem™ of overfunding was managed by sponsors or
pension funds that used POBs prior to fiscal .1000, POBs produced, as promised, an economic benefit and

In most cases it was substantial.



2001: Harbinger of Tough Time* for POBs?

For the fiscal year ended June 30,2001, the S&P 500declined 158% (and fell a further 15%in the next
quarter), which was its worst performance since fiscal 1982 This fiscal 2001 result followed the below-
average performance of positive 6% for fiscal 2000 Following two decades of above-average equity
returns, itis probable that these returns will approach tiic historical pattern going forward

While a long-term environment of weak investment returns will lower pension funding levels, it may be
premature for issuers of POBS and pension fund:; in general to adjust investment expectations based on the
most recent results As more data become available, if it is apparent that a trend is developing, some
reactive changes made be needed. Regardless ofthe causes, any investment undcrpciformance over an
extended period of time will lead to actuarial losses and new unfunded liabilities, resulting in the need to
increase contribution rates to bring the systems back into balance It should be kept in mind that such a
need would be in sharp contrast to recent years, when a decrease in the needed contnbution rates actually
provided budgetary flexibil;*y for fund sponsors Many funds now use smoothing methods for actuarial
purposes in valuing assets lo spread investment gains and losses over up to five years This practice would
temper the effects ofthe fiscals 2000and 2001 investment return experience. With five-year smoothing, for
example, >nly 20%of the fiscal 2001 losses would be included in the June 30, 2001 valuation, which
woula still be taking into account prior year gains as far back as 1997

No matte; how sponsors who utilize a POB strategy choose to manage their actuarial gains from the excess
investment returns following POB sales (lower contributions or increased benefits), most are likely still
fully funded, albeit with a lower cushion In along-term lower return environment wiih declining funding
levels, those systems that have taken the bulk of their excess funding out of their POB suucturc may see

trouble ahead

For example, say astate sold POBs in 1985 with a 30-year amortization to fully fund its retirement system
and had a\ rage annual investment returns of 12%against its investment assumption of 8% However,
instead of permitting the natural increase in the funded ratio that these conditions would have caused, the
stale managed its funding ratio, through contribution holidays and benefit improvements, to maintain the
ratio at around '00% If we are in fact heading into a lower return period (the average annual increase in
the S&P 500 foi the 16years from 196610 1982 was a meager 2 7%, for example), the stale may have
already reaped all its gains from the tran""ction structure and be headed for losses. If actuarial losses start
to be inclined, contributions will have k irease If returns fall below the interest cost on its POB that will
mean that the POB will have become a net financial drair. If investment yields fall below POB interest
cost, total debt service, including that on the POB, plus normal and new unfunded actuarial accrued liability
(due to low returns) contributions, will now be higher than if the POB had not been sold. Tojudge the full
effect ofa POB, however, any future losses have to be weighed against prior Eeriod gains. With a POB, its
ultunate success, or failure, can only bejudged at its final maturity is approached The financial dynamics
may be a winning formula for 25 years, for example, and then a losing one in the last five years (or vice

versa)

POBs Going Forward

Standard & Poor's factors the effects ofa pension obligation bond strategy into the long term rating of the
sponsor Standard & Poor's has viewed POBs as a strategy for savings on eanymg charges as long as the
transaction was structured conservatively am! the assumptions were reasonable and attainable. This requires
aclear financing plan including reasonable assumptions and manageable leverage. Prudent expectations for
investment returns and the cautious use of resultant savings help insure a POB's success. Another positive
factor fora POB is, of course, to be fortunate enough to sell the bonds in a low interest rate environment,
thereby increasing the spread between interest costs and investment return expectations and lowering the
risk of underperformance The long-term expectations for investment returns have not yet changed because
of the recent return experience or current economic and political conditions and public funds will rely on
diversification of investments to maintain necessary total returns Thus, a sound POB plan today should be
as viable as it was 10years ago. The 2000 Public Pension Coordinating Council Survey of State and Local



