




( HOUSE COMM ITTEE REP tf ?

Date Referred to Committee: March 26, 2007 FURTHER REFERRALS:

Date of Committee Action: 3-0 ~ 6~7_______

The FINANCE Committee considered: IIB 13

HOUSE BILL NO. 13 RETIREMENT SYSTEM LIABILITY/BONDS/CORP.
"A n  Act relating lo prepayment* of accrued actuarial liabilities of government retirement systems; relating to the Alaska Municipal lloud Hank Authority; permitting the Alaska 
Municipal Homl Dank Authority or a subsidiary of the authority lo assist stale anil municipal governmental employers by Issuing bonds, notes, commercial paper, or other 
obligations In enable the governmental employers to prepay all or a portion o f the governmental employers' shares of the unfunded accrued actuarial liabilities of retirement 
systems; authorizing a governmental employer to Issue obligations lo prepay all or a portion of the governmental employer's shares of (be unfunded accrued actuarial llabilillrs 
of retirement systems and to enter Into a lease or other contractual agreement with a trustee nr the Alaska Municipal Horn! Hank Authority or a subsidiary of the authority In 
connection with the Issuance o f obligations for (hat purpose, and relating to those obligations; and providing for an effective dale."

Recommends it be replaced with [ 1 IICS or IX J CS for l- I '$  I 3)_____________________ ( I r / f i l  )
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F I S C A L  N O T E

STATE OF ALASKA
2007 LE G ISLA TIV E  SESSION

Revision Date/Time (Note if correction): 
T i t l e  P e n s i o n  O b l i g a t i o n  B o n d s

F i s c a l  N o t e N u m b e r :  1
Bill V e r s i o n :
( H )  P u b l i s h  D a t e :  3 / 7 / 0 7

C S H B  1 3 ( W & M )

D e p t .  A f f e c t e d ; _ _ _ _ _ _ _ R e v e n u e
R D U  T a x a t i o n  a n d  T r e a s u r y
C o m p o n e n t  T r e a s u r y

S p o n s o r
R e q u e s t e r

R e p r e s e n t a t i v e  H a w k e r
H o u s e  W a y s  a n d  M e a n s C o m p o n e n t  N o . 121

Expenditures/Revenues (Thousands of Dollars)
N o t e :  A m o u n t s  d o  n o t  i n c l u d e  i n f l a t i o n  u n l e s s  o t h e r w i s e  n o t e d  b e l o w .
O P E R A T I N G  E X P E N D I T U R E S F Y  2 0 0 8 F Y  2 0 0 9 F Y  2 0 1 0 F Y  2 0 1 1 F Y  2 0 1 2 F Y  2 0 1 3
P e r s o n a l  S e n / i c e s  
T r a v e l  
C o n t r a c t u a l  
S u p p l i e s  
E q u i p m e n t  
L a n d  &  S t r u c t u r e s  
G r a n t s  &  C l a i m s  
M i s c e l l a n e o u s

T O T A L  O P E R A T I N G 0 . 0 0 . 0 0 . 0 0 . 0 0 . 0 0 . 0
C A P I T A L  E X P E N D I T U R E S
C H A N G E  IN  R E V E N U E S  ( )
F U N D  S O U R C E _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ ( T h o u s a n d s  o f  D o l l a r s )
1 0 0 2  F e d e r a l  R e c e i p t s
1 0 0 3  G F  M a t c h
1 0 0 4  G F
1 0 0 5  G F / P r o g r a m  R e c e i p t s  
B o n d  P r o c e e d s
B o n d  B a n k  O p e r a t i n g  B u d g e t

T O T A L 0 . 0 0 . 0 0 . 0 0 . 0 0 . 0 0 . 0

E s t i m a t e  o f  a n y  c u r r e n t  y e a r  ( F Y 2 0 0 7 )  c o s t :  0 . 0
M a i  k  t i n ' s  b o x  ( X )  i f  f u n d i n g  f o r  t h i s  b i l l  i s  i n c l u d e d  i n  t h e  G o v e r n o r ’s  F Y  2 0 0 8  b u d g e t  p r o p o s a l :  
P O S I T I O N S  _ _ _ _ _ _ _ _ _ _
F u l l - t i m e
P a r t - t i m e
T e m p o r a r y
A N A L Y S I S :  (Attach a separate page if necessary)

T h e  b il l  e x p a n d s  t h e  p o w e r s  o f  t h e  A l a s k a  M u n i c i p a l  B o n d  B a n k  A u t h o r i t y  ( B o n d  B a n k )  a n d  t h e  S t a t e  B o n d  
C o m m i t t e e  ( S B C )  a n c  c r e a t e s  t h e  P e n s i o n  O b l i g a t i o n  B o n d  C o r p o r a t i o n  ( P O B C )  f o r  t h e  p u r p o s e  o f  i s s u i n g  o b l i g a t i o n s  
t o  p r o v i d e  f u n d s  t o  p r e p a y  u n f u n d e d  a c c r u e d  a c t u a r i a l  l i a b i l i t i e s  o f  t h e  r e t i r e m e n t  s y s t e m s .  T h e  p r e m i s  o f  u n d e i t a k i n g  
t h i s  t y p o  o f  t r a n s a c t i o n  i s  b o r r o w i n g  a t  r a t e s  t h a t  a r e  a t  l o a s t  1 . 5 %  l o w e r  t h a n  t h e  a c t u a r i a l  a s s u m e d  r a t e  o f  r e t u r n  o n  t h e  
p e n s i o n  f u n d s  ( 8 . 2 5 % ) .

T h e  f i s c a l  n o t e  i s  i n d e t e r m i n a t e  in  c o s t  a s  it i s  u n c e r t a i n  h o w  o r  if a  t r a n s a c t i o n  w i l l  d e v e l o p  if t h e  l e g i s l a t i o n  i s  
p a s s e d .  If  a  t r a n s a c t i o n  i s  u n d e r t a k e n  it I s  l i k e l y  t h a t  it  w i l l  b e  o f  c o n s i d e r a b l e  s i z e ,  u p  t o  s o v e r a l  b i l l i o n  d o l l a r s ,  a n d  
o c c u r  i n  F Y  2 0 0 8 .  C o n t r a c t u a l  c o s t s  i n c l u d e  r a t i n g  a g e n c y  f e e s ,  f i n a n c i a l  a d v i s o r ,  b o n d  c o u n s e l ,  p r i n t i n g ,  c u s i p  s e r v i c e ,  
u n d e r w r i t i n g ,  &  o t h e r  m i s c e l l a n e o u s  c o s t s  w o u l d  n e e d  t o  b e  f u n d e d  i n  t h e  y e a r  o f  i s s u a n c e  a s  w e l l  a s  o n g o i n g  c o s t s  f o r  
a d m i n i s t r a t i v e  m o n i t o r i n g  a n d  c o s t  o f  c o n t r a c t o r s  o v e r  t h e  l i f e  o f  t h o  b o n d s .

P r e p a r e d  b y :  D e v e n  M i t c h e l l _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _  P h o n e  4 6 5 - 3 7 5 0
D i v i s i o n  T r e a s u r y _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _  D a t e / T i m e  3 / 6 / 0 7  1 2 : 0 0  A M
A p p r o v e d  b y :  J e r r y  B u r n e t t _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _  D a t e  3 / 6 / 2 0 0 7 _ _ _ _ _
A g e n c y  D e p a r t m e n t  o f  R e v e n u e _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

iRovnt-IO/lftVOOflOMM) Page 1 of 1



FISCAL NOTE
S T A T E  OF A L A S K A  Fiscal Note Number:
2007 L E G IS L A T IV E  SESSION Bill Version: CS HB 13 (FIN)

() Publish Dale: ______________

Revision Date/Time (Mote if correction):________________________ Dept. Affected:_____________ Administration_________
Title Retirement System Liabilily/Bonds/Corp._________RDU Centralized Administrative Services
_________________________________________________________Component Retirement and Benefits__________
Sponsor Representative Hawker_______________________ ______________________________
Requester House Finance Committee____________________ Component No. 64

Expenditures/Revenues_________________________________________ (Thousands of Dollars)___________________________
Note: Amounts do not includo inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2008 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013
Personal Services
Travel
Contractual
Supplies
Equipment
Land & Structures
Grants & Claims
Miscellaneous

TOTAL OPERATING * * • * •

CAPITAL EXPENDITURES

(CHANGE IN REVENUES ( )

FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF
1005 GF/Program Receipts
1037 GF/Menlal Health
Other (specify typo)

TOTAL * • * • • *

Estimate of any current year (FY2007) cost: 0 .0
Mark this box (X) if funding for this bill is included in the Governor’s FY 2008 budget proposal: I

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS: (Attach a suparatopago itnccossaiy)
This bill will roquiro that tho division develop an accounting structure within both P E R S  and T R S  to keep 
track of lump sum payments and the related disposition of such balances separately from all other 
employer contributions. Staff will allocate operating costs and investment earnings to thoso lump sum 
balances and provido an accounting of activity to omployers at least annually. The division will work with 
the Department of Law to develop regulations to govern tho accounting for such accounts.

The House Finance Committee finds tho cost of implementing the provisions of HB 13 should bo 
recognized as indeterminato at this time.

Proparod by: Houso Financo Commlttoo________________________________  Phono 465-4945_________
Division______ _______________________________________________________ Dato/Tlino 04/23/07 10:50 a.m.

Approved by: Roprosonlativo Meyer____________________________________  Dalo 4/23/2007________
Roprosontntivo Chonnull_________________________________

Pago 1 ol



S ta te  o f  A la s k a
POB Issuance Illu s tra tio n s

M a r c h  2 0 ,  2 0 0 7

Prepared by:
Jason Ellement FSA, CFA 

Investment Consultant 
Michael J. O’Leary CFA 
Executive Vice President 

Calian Associates Inc.



O v e r v ie w  &  D e s c r ip t io n

C a l i a n  w a s  a s k e d  t o  i l l u s t r a t e  t h e  r a n g e  o f  p o s s i b l e  o u t c o m e s  a s s o c i a t e d  

w i t h  i s s u i n g  $ 2  b i l l i o n  i n  P e n s i o n  O b l i g a t i o n  B o n d s  ( P O B s )  u s i n g  t h e  

f o l l o w i n g  a s s u m p t i o n s :

S  P O B  i n t e r e s t  r a t e  o f  5 . 7 %

S  M o r t g a g e  l i k e  l e v e l  r e p a y m e n t  p a t t e r n  o v e r  a  2 5  y e a r  p e r i o d

S  C a l l a n ’ s  s t a n d a r d  c a p i t a l  m a r k e t  p r o j e c t i o n s

S  M u l t i p l e  a s s e t  a l l o c a t i o n  p o l i c i e s  s t a r t i n g  w i t h  1 0 0 %  s t o c k s

W e  a l s o  w e r e  a s k e d  t o  s t r e s s  t e s t  t h e  r e s u l t s  b y  p r e s u m i n g  t h a t  t h e  i n i t i a l  

y e a r  p r o d u c e d  a  n e g a t i v e  r e t u r n .

T h e  r e s u l t s  p r e s e n t e d  o n  t h e  f o l l o w i n g  p a g e s  s i m p l y  i l l u s t r a t e  t h e  o r d e r  o f  

m a g n i t u d e  a n d  r a n g e  o f  p o s s i b i l i t i e s  f o r  i n v e s t i n g  t h e  P O B  p r o c e e d s .  T h e  

r e s u l t s  d o  n o t  c o n s i d e r  t h e  e f f e c t s  o n  a n n u a l  p e n s i o n  c o n t r i b u t i o n  l e v e l s  o r  

f u n d e d  s t a t u s .

Oil i



A s s e t  M i x e s

45/55 Mix 65/35 Mix 85/15 Mix 100% SP500

Large Cap U.S. Equity 34% 49% 64% 100%
Non-U.S. Equity 11% 16% 21% 0%
U.S. Fixed Income 55% 35% 15% 0%
Total 100% 100% 100% 100%

Equity 45% 65% 85% 100%
Bonds 55% 35% 15% 0%

Expected Return 6 .9% 7.7% 8.4% 8 .9%
Standard Deviation (Risk) 8.2% 11.0% 13.9% 16.4%

A  s im p li f ied  ran g e  o f  asse t  m ix es  are  e x a m in e d  in this s tudy .
T h e  65 /35  m ix  is s im i la r  to t rad i t iona l  d ivers i f ied  p e n s io n  fund  portfo l ios .



A s s u m e d  D e b t  S c h e d u le
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Oil

L e v e l  a n n u a l  p a y m e n t s  =  $ 1 5 2  m m .  

T o t a l  p r i n c i p a l  r e p a y m e n t  =  $ 2 . 0  b n .  

T o t a l  i n t e r e s t  p a y m e n t s  =  $ 1 . 8  b n
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P r o b a b i l i t y  o f  E x c e e d i n g  5 . 7 0 %

1 - y e a r  3 - y c a r  5 - y c a r  1 0 - y e a r  1 5 - y c a r  2 5 - y e a r

T i m e  H o r i z o n

• T h e r e  i s  a  1 3 %  p r o b a b i l i t y  t h a t  t h e  6 5 / 3 5  M i x  w i l l  n o t  e x c e e d  5 . 7 %  

o v e r  2 5  y e a r s .



•  •  •

POB Savings/(Cost)
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-2,000

45/55 M ix 65/35 M ix 85/15 M ix  100%  SP500

5th Percentile 3,809 6,632 10,530 14,156
25th Percentile 1,667 2,797 4,284 5,361
50th Percentile 758 1,272 1,837 1,889
75th Percentile 99 190 244 36
95th Percentile -642 -847 -1,189 -1,554

Oil

P O B  s a v i n g s / ( c o s t )  =  P O B  p r o c e e d s  a n d  i n v e s t m e n t  e a r n i n g s  l e s s  

d e b t  p a y m e n t s  o v e r  t h e  e n t i r e  2 5 - y e a r  p e r i o d .

P O B  s a v i n g s / ( c o s t )  a r e  i n  t o d a y ’ s  d o l l a r s  ( d i s c o u n t e d  f o r  s i m u l a t e d  

i n f l a t i o n ) .



D i s t r i b u t i o n  o f  O n e - Y e a r  R e t u r n

7 0 %

6 0 %  -

5 0 %  -

4 0 %

3 0 %  •

20%

10%

0%
<-10% return ■ 1 0 %  <  x  <  - 5 %  - 5 %  <  x  <  0 %  0 <  x  <  5 . 7 %

First Y ear R e tu rn  Distribution

x  >  5 . 7 %

Oil
•  P r o b a b i l i t y  t h a t  o n e - y e a r  r e t u r n  i s  l e s s  t h a n  - 5 . 0 %  =  11 % .

•  P r o b a b i l i t y  t h a t  o n e - y e a r  r e t u r n  i s  l e s s  t h a n  5 . 7 %  =  4 0 % .
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Y e a r s  to  R e c o v e r y  

F i r s t  Y e a r  R e t u r n  <  - 1 0 %

Oil

Y e a r s  to  R e c o v e r y  o v e r  1 0 - Y e a r  H o r i z o n  
F i r s t  Y e a r  R e t u r n  < - 1 0 %

1 Y e a r  2  Y e a r s  3  Y e a r s  4  Y e a r s  5  Y e a r s  6  Y e a r s  7  Y e a r s  8  Y e a r s  9  Y e a r s

U o f  Y e a r s  t o  R e c o v e r y

P r o b a b i l i t y  o f  R e c o v e r i n g  f r o m  F i r s t  Y e a r  L o s s  
P r o b a b i l i t y  o f  R e a c h i n g  B r e a k e v e n . P o i n t  o n  P O B  P r o g r a m

P r o b a b i l i t y  o f  r e c o v e r i n g  f r o m  f i r s t  y e a r  l o s s  i s  e q u i v a l e n t  t o  t h e  

p r o b a b i l i t y  o f  P O B  a s s e t s  e x c e e d i n g  $ 2  b n .

P r o b a b i l i t y  o f  r e a c h i n g  b r e a k e v e n  p o i n t  i s  e q u i v a l e n t  t o  p r o b a b i l i t y  

o f  P O B  a s s e t s  e x c e e d i n g  $ 2  b n  x  1 . 0 5 7 A ( #  o f  y e a r s  t o  r e c o v e r y ) .
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Y e a r s  to  R e c o v e r y  

- 1 0 %  <  F i r s t  Y e a r  R e t u r n  <  - 5 %

100%

9 0 %

8 0 %

7 0 %

6 0 %

5 0 %

4 0 %

30%

20%

10%

0%

Y e a r s  to  R e c o v e r y  o v e r  1 0 - Y c a r  H o r i z o n  

- 1 0 %  <  F i r s t  Y e a r  R e t u r n  <  - 5 %

I Year 2 Years 3 Years 4 Years 5 Years 6 Years 7 Years 8 Years 9 Years
it of Years (o Recovery

■  Probability of Recovering From First Year Loss
■  Probability of Reaching Breakeven Point on POB Program

•  A s  e x p e c t e d ,  p r o b a b i l i t y  o f  r e c o v e r y  i s  h i g h e r  i f  f i r s t  y e a r  l o s s  i s  

s m a l l e r .



C o n c lu s io n

•  I s s u i n g  P O B S  a n d  i n v e s t i n g  t h e  p r o c e e d s  i n  h i g h e r  y i e l d i n g  s e c u r i t i e s  

i s  a  l e v e r a g e d  i n v e s t m e n t  s t r a t e g y .

S  D o e s  n o t  g u a r a n t e e  s a v i n g s  v i a  e a r n i n g s  a r b i t r a g e  o r  r e f i n a n c i n g  o f  

d e b t  a t  a  l o w e r  r a t e .

S  T h e  s u c c e s s  o f  a  P O B  p r o g r a m  w i l l  d e p e n d  o n  w h e t h e r  t h e

i n v e s t m e n t  o f  t h e  P O B  p r o c e e d s  e a r n s  a  h i g h e r  r e t u r n  t h a n  t h e  c o s t  

o f  b o r r o w i n g .

•  O v e r  t h e  l o n g  r u n ,  a  P O B  p r o g r a m  t h a t  i s  p r u d e n t l y  i m p l e m e n t e d  h a s  a  

h i g h  p r o b a b i l i t y  o f  s u c c e s s .  S o m e  f a c t o r s  t h a t  c o n s t i t u t e  a  p r u d e n t  P O B  

p r o g r a m :

S  C o s t  o f  b o r r o w i n g  i s  l o w .  I s s u i n g  P O B S  a t  h i g h  i n t e r e s t  r a t e s  a n d  

b a c k - l o a d i n g  d e b t  r e p a y m e n t  i n c r e a s e  t h e  r e t u r n  h u r d l e .



•  •  •

C o n c lu s io n

S  A m o u n t  o f  d e b t  i s s u a n c e  i s  r e a s o n a b l e .  I f  P O B  p r o c e e d s  a r e  l a r g e  

r e l a t i v e  t o  s i z e  o f  p e n s i o n  f u n d ,  a  P l a n  S p o n s o r  m a y  b e  u n a b l e  t o  

s i m u l t a n e o u s l y  m a k e  l a r g e  p e n s i o n  c o n t r i b u t i o n s  ( d u e  t o  

i n v e s t m e n t  l o s s e s )  a n d  s e r v i c e  d e b t  s c h e d u l e .

^  A s s e t  a l l o c a t i o n  o f  P O B  p r o c e e d s  i s  a p p r o p r i a t e  g i v e n  t h e  c o s t  o f  

b o r r o w i n g ,  a n d  f i n a n c i a l  a b i l i t y  o f  t h e  s p o n s o r  t o  m a n a g e  p e n s i o n  

c o n t r i b u t i o n s  i n  a  w o r s e - c a s e  s c e n a r i o .

^  1 0 0 %  o f  P O B  p r o c e e d s  a r e  i n v e s t e d  i n  P l a n  t o  r e d u c e  t h e  p e n s i o n  

d e f i c i t .  P O B  p r o c e e d s  a r e  n o t  u s e d  t o  c o v e r  f u t u r e  c o n t r i b u t i o n s .

•  P O B  p r o g r a m s  t h a t  h a v e  b e e n  u n s u c c e s s f u l  i n  t h e  p a s t  h a v e  u s e d  t o o  

m u c h  l e v e r a g e  a n d / o r  i s s u e d  w h e n  i n t e r e s t  r a t e s  w e r e  h i g h .

Oil 10
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O v e rv ie w  o f
P e n s io n  O b lig a t io n  B o n d s  (P O B s)



•  •  •

Pension Obligation Bonds (POBs)

■  P e n s io n  O b l ig a t io n  B o n d s  a r e  b o n d s  is s u e d  b y  a  s t a t e  o r  

lo c a l g o v e r n m e n t  to  p a y  its  o b l ig a t io n  to  t h e  p e n s io n  

s y s t e m  in w h ic h  its  e m p lo y e e s  a r e  m e m b e r s .

■  P O B s  h a v e  b e e n  a n  in c r e a s in g ly  p o p u la r  a n d  s u c c e s s fu l  

w a y  fo r  s t a t e  a n d  lo c a l g o v e r n m e n t s  t o  a c c o m p lis h  

f in a n c ia l  o b je c t i v e s .

■  A c c o r d in g  t o  T h o m s o n  F in a n c ia l ,  d u r in g  t h e  p a s t  d e c a d e  

t h e r e  h a v e  b e e n  340  P O B  is s u e s  b y  s t a t e  a n d  lo ca l 

g o v e r n m e n t  is s u e rs  in a t  le a s t  26  s ta t e s .

1



Why Should We Consider Issuing POBs?

I n t e r e s t  r a te  s a v in g s  -  t h e  in te r e s t  r a te  o f  P O B s  is s u e d  in t h e  n e a r  

fu tu r e  w il l  b e  lo w e r  th a n  8 .2 5 %  c h a r g e d  b y  t h e  p e n s io n  s y s t e m .

A r b i t r a g e  -  t h e  a c tu a l  in v e s tm e n t  r e tu rn  o f  p e n s io n  a s s e t  e x c e e d s  

t h e  P O B  c o s t .

P O B s  a r e  n o t  g e n e r a l ly  v i e w e d  a s  a d d in g  t o  t h e  d e b t  b u r d e n  o f  t h e  

s t a t e  o r  lo ca l g o v e r n m e n t  is s u e r  b e c a u s e  t h e y  r e p la c e  e x is t in g  

p e n s io n  o b l ig a t io n s .



POBs Are:

Not...

Golden Bullet

But...

Financial Tool



Alaska Pension Bill/Unfunded Actuarial 
Accrued Liability (UAAL) in 2006

T o t a l  $ 8 . 6  P i l l i o n :  

$ 5 . 5  B i l l i o n  P E R S  

$ 3 . 1  B i l l i o n  T R S

^  w «T1 K'

A K  P e n s i o n  S y s t e m

S t a t e  &  L o c a l  

G o v e r n m e n t s



Paying the Bill/UAAL
O p t io n  A :  P a v  t h e  t o ta l  w i t h  C a s h

Y 25: $ 0 .8 2  B v  /P ? , / t
*  \  Y l :  $ 0 .8 2  B

Y2: $ 0 .8 2  B

O p t io n  B : A  " l o a n "  o f  25  y e a r s  a t  8 .2 5 %  c o s t

$8.6 Billion $ 8 .6  Billion



I n t e r e s t  R a te  S a v in g s



•  •

Interest Rate Savings

C o m p a r in g  t h e  a m o r t iz a t io n  o f  $1 b illio n  d e b t  a t  8 .2 5 %  c o s t  t o  $1 

b illio n  d e b t  a t  5 .7 5 %  o v e r  25 y e a r s :

■  S a v in g  o n  in te r e s t  c o s t  is 2 .5 % ;

-  S a v in g  o n  a n n u a l d e b t  p a y m e n t  is $ 1 9  m illio n ;

■  N P V  o f  s a v in g s  o n  a n n u a l d e b t  p a y m e n t  o v e r  25 y e a r s  is $ 2 7 2  

m ill io n  d is c o u n te d  a t  5 % .

A m o u n t  ($MM) I n t e r e s t  C o s t  A n n u a l  P&l P a y m e n t
O l d  D e b t  $ 1 ,0 0 0 8 .2 5 %  $ 96
N e w  D e b t  $ 1 ,000 5 .7 5 %  $ 76
S a v i n g s 2 .5 0 %  $ 19
N P V  o f  C u m u l a t i v e  S a v i n g s  @  5 % $ 2 7 2

6



#  •  •

Interest Rate History

m 1 0 - Y e a r  T r e a s u r y  y i e l d  i s  4 . 5 2 %  a s  o f  M a r c h  1 4 , 2 0 0 7 . T h i s  r a t e  i s  

e x t r a o r d i n a r i l y  a t t r a c t i v e  w h e n  v i e w e d  in  a  h i s t o r i c a l  c o n t e x t .

20 
15

10

5 

3

1 0 -Y ear T reasury Y ie ld s

Source: YahoolFinance 7





Historical Investm ent Returns o f State Pension 
Plans (PERS)

FY ROR
2006 11.69%
2005 8.86%
2004 14.73%
2003 3.82%
2002 -5.40%
2001 -5.30%
2000 10.12%
1999 10.65%
1998 14.62%
1997 18.07%
1996 13.70%
1995 15.56%
1994 2.66%
1993 14.25%
1992 11.80% ■  T h e  a v e r a g e  r e tu rn  fr o m  1992  t o  2 0 0 6  is 9 .0 9 % .  

b S ta n d a r d  D e v ia t io n  is 7 .2 5 % .



IP
Historical Investm ent Returns o f State Pension 
Plans (TRS)

FY ROR
2006 11.72%
2005 8.90%
2004 14.75%
2003 3.81%
2002 -5.41%
2001 -5.36%
2000 10.19%
1999 10.73%
1998 14.73%
1997 18.00%
1996 14.35%
1995 15.89%
1994 2.61%
1993 14.16%
1992 11.58%

« T h e  a v e r a g e  r e tu rn  fr o m  1992  t o  2 0 0 6  is 9 .1 4 % .  

■  S ta n d a r d  D e v ia t io n  is 7 .3 1 % .

20 .00%

1 5 . 0 0 %

10 .00%

5 . 0 0 %

0 .00%

- 5 . 0 0 %

-10 .00%

TRS H istorica l Investm ent Returns



Long Term Target Asset Allocation

Asset Class Allocation Range

Domestic Large Capitalization 30% ±3%

Domestic Small Capitalization 6% ±3%

International Equity 14% 4:3%

Emerging Markets Equity 2% ± 2 %

Private Equity 7% ±5%

Domestic Fixed-Incomc 20% ±3%

High Yield 2% ±2%

International Fixcd-Income 2% ±2%

Real Estate 10% ±4%

Absolute Return 4% ±4%

Other 3% 4: 3%

Cash 0% ± 3%

Median Return 8 .05%

Standard Devia tion 12 .27%

Source: Callan Associates, Inc. 10



I f

C r e d i t  N e u t r a l i t y



Credit Rating Consideration
C r e d i t  N e u t r a l  -  d e b t  o b l ig a t io n  is a l r e a d y  r e c o g n iz e d  a n d  P O B s  a r e  

n o t  c o n s id e r e d  n e w  d e b t .

" M o o d y 's  b e l ie v e s  t h e  is s u a n c e  o f  P O B s  is o n e  e f f e c t i v e  w a y  o f  

a d d r e s s in g  a n  u n fu n d e d  l ia b i l i t y . "

" S t a n d a r d  &  P o o r 's  h a s  v i e w e d  P O B s  a s  a  s t r a t e g y  fo r  s a v in g s  o n  

c a r r y in g  c h a r g e s  a s  lo n g  a s  t h e  t r a n s a c t io n  a r e  s t r u c tu r e d  

c o n s e r v a t i v e l y  a n d  th e  a s s u m p t io n s  w e r e  r e a s o n a b le  a n d  

a t t a in a b le . "





I k
Risks Overview

I n v e s t m e n t  R is k  -  P O B  f in a n c in g  is s u c c e s s fu l  a s  lo n g  a s  t h e  r e tu rn  

o f  i n v e s tm e n t  o f  p r o c e e d s  e x c e e d  P O B  c o s t .

P o lit ic a l R is k  -  O v e r f u n d e d  p e n s io n  s y s t e m  c a n  le a d  to  p o lit ic a l 

p r e s s u r e  t o  in c r e a s e  p e n s io n  b e n e f i t s ,  w h ic h  c a n  c a u s e  fu r th e r  

in c r e a s e d  p e n s io n  l ia b il ity  in t h e  fu tu r e .

M a r k e t  R isk  -  P r u d e n t  in v e s tm e n t  o f  P O B  p r o c e e d s  in e a r ly  y e a r s  is 

im p o r ta n t .

D e b t  S e r v ic e  R is k  -  W i t h  t h e  is s u a n c e  o f  P O B s , t h e  s ta t e  a n d  lo ca l 

g o v e r n m e n t s  a r e  o b l ig a te d  to  m a k e  a n n u a l d e b t  s e r v ic e  p a y m e n t s  

w h i le  P O B s  a r e  o u ts ta n d in g .

12



•  •  •

Investment Risk Analysis
A s  lo n g  a s  t h o s e  b o n d - f u n d e d  a s s e t s  e a r n  m o r e  th a n  5 .7 5 % ,  w e  a r e  

b e t t e r  o f f  fo r  h a v in g  b o r r o w e d .

■  W i t h  t h e  c u r r e n t  lo w  in t e r e s t  r a te  e n v i r o n m e n t ,  P O B  is s u a n c e  w i t h  

c o s t  a r o u n d  5 .7 5 %  is a c h ie v a b le .

■  H is to r ic a l i n v e s tm e n t  r e tu r n s  o f  P E R S  a n d  T R S  in d ic a te  t h a t  w e  c a n  

o u tp e r fo r m  5 .7 5 %  m o s t  o f  t h e  t im e .

■  S im u la t io n s  o f  fu tu r e  i n v e s t m e n t  r e tu r n s  s h o w  t h a t  t h e r e  a r e  h ig h  

p o s s ib i l i t y  t h a t  w e  a r e  g o in g  to  o u tp e r fo r m  5 .7 5 % .

13



Investment Risk (PERS)

Estimated
Estimated

Cumulative
PF PERS Cost of PERS Net

FY ROR ROR Borrowing Return to 2006
2006 8 .66% 11.69% 5.55% 6.14%
2005 6.30% 8.86% 5.04% 10.47%
2004 5.95% 14.73% 5.02% 20.22%
2003 1 51% 3.82% 4.76% 20.06%
2002 1.17% -5.40% 5.36% 6.90%
2001 5.20% -5.30% 5.77% -6.22%
2000 10.15% 10.12% 6.78% -8.94%
1999 8.95% 10.65% 6.40% -2.03%
1998 14.02% 14.62% 6.01% 9.70%
1997 12.14% 18.07% 7.10% 10.86%
1996 11.73% 13.70% 7.19% 16.47%
1995 6.99% 15.56% 7.32% 23.28%
1994 7.97% 2.66% 7.84% 11.86%
1993 9.55% 14.25% 6.62% 35.35%
1992 8.73% 11.80% 7.76% 23.43%

Estimated Cumula tive Net Return to 2006 (PERS)

di B a s e d  on  P E R S  a c tu a l  i n v e s t m e n t  h i s to ry ,  w e  c a n  s e e  w h a t  t h e  c u m u l a t i v e  n e t  re tu rn  to 2 0 0 6  

m ig h t  h a v e  b e e n  if PO B s  h a d  b e e n  i s s u e d  in a n y  g i v e n  y e a r .  

Fo r  1 2  o u t  o f  1 5  y e a r s  t h e  i s s u a n c e  o f  PO B s  w o u ld  h a v e  r e s u l t e d  in a  g a i n  to  t h e  p e n s io n  

s y s t e m .
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Investment Risk (TRS)

Estimated
Estimated

Cumulative
PF TRS Cost of TRS Net

FY ROR ROR Borrowing Return to
2006 8.66% 11.72% 5.55% 6.17%
2005 6.30% 8.90% 5.04% 10.54%
2004 5.95% 14.75% 5.02% 20.31%
2003 1.51% 3.81% 4.76% 20.14%
2002 1.17% -5.41% 5.36% 6.97%
2001 5.20% -5.36% 5.77% -6.21%
2000 10.15% 10.19% 6.78% -8.86%
1999 8.95% 10.73% 6.40% -1.87%
1998 14.02% 14.73% 6.01% 9.97%
1997 12.14% 18.00% 7.10% 11.06%
1996 11.73% 14.35% 7.19% 17.32%
1995 6.99% 15.89% 7.32% 24.46%
1994 7.97% 2.61% 7.84% 12.99%
1993 9.55% 14.16% 6.62% 36.39%
1992 8.73% 11.58% 7.76% 24.25%

Estimated Cumulative Net Return to 2006 (TRS)

40.00% 
35.00% 
30.00% 
25.00% - 
20.00% 
15.00% 
10.00% - 
5.00% • 
0.00% 

-5.00% 
-10.00% 
-15.00%

t. B a s e d  on  T R S  a c tu a l  i n v e s t m e n t  h i s to ry ,  w e  c a n  s e e  w h a t  t h e  c u m u l a t i v e  n e t  r e tu rn  to 2 0 0 6  

m ig h t  h a v e  b e e n  if PO B s  h a d  b e e n  i s s u e d  in a n y  g i v e n  y e a r .  

For  1 2  o u t  o f  1 5  y e a r s  t h e  i s s u a n c e  o f  PO B s  w o u ld  h a v e  r e s u l t e d  in a  g a i n  to  t h e  p e n s i o n  

s y s t e m .
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•  •  •

UAAL vs, POB Financial Success
■  P O B  f in a n c in g :

■ A s  l o n g  a s  t h o s e  b o n d - f u n d e d  a s s e t s  e a r n  >  5 . 7 5 % ,  w e  a r e  b e t t e r  o f f  
f o r  h a v i n g  b o r r o w e d .

■ H o w e v e r ,  e v e n  i f  t h e  b o n d  f u n d e d  a s s e t s  e a r n  g r e a t e r  t h a n  t h e i r  c o s t ,  
t h e  U A A L  m a y  s t i l l  i n c r e a s e .

■ P O B  f i n a n c i n g  i s  u n d e s i r a b l e  i f  a s s e t s  e a r n  <  5 . 7 5 % .

■  A l l  o t h e r  th in g s  e q u a l ,  w h e n  P E R S  a n d  T R S  a s s e ts  e a r n  <  8 .2 5 % ,  

t h e  U A A L  g o e s  u p .

■  F u r th e r ,  e v e n  if  t h o s e  a s s e ts  e a rn  >  8 .2 5 % ,  t h e  U A A L  c a n  in c r e a s e  

d u e  t o  a c tu a r ia l  a n d  /  o r  a c c o u n t in g  c h a n g e s .

Asset
In ve s tm en t 
Yield (% )

Happy overall with investments although UAAL may still increase

---------------------------------------------------------------------------------   —  8.25%

POBs are desirable 5 750/

POBs are undesirable Unhuppy overall -  UAAL goes up

16
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Investment Return Forecast
Monte Carlo simulation with 10,000 iterations for each scenario.

Conservative -  70/30 Moderate -  80/20 Aggressive -  90/10

Annualized Average 9.02% 
Return

Annualized Average 
Return

9.14% Annualized Average 
Return

9.09%

Stand Deviation of 2.36% 
Returns

Stand Deviation of 
Returns

2.7% Stand Deviation of 
Returns

3.01%

Probability of 91.3% 
outperforming 5.75%

Probability of 
outperforming 5.75%

89.3% Probability of 
outperforming 5.75%

86.45%

LB Govl/Cred, 10%

S&P500 
Max, 90%

w  xan tan tan lio n Dan nan lio n locn ta n ta n no n II an

LB
GovlCrad,
30%

S4P500 
Indtix. 70%
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I t Political Risk -  Key Driver of UAAL
B e tw e e n  1992  a n d  2 0 0 3 , in c r e a s in g  l ia b il it ie s  -  n o t  p o o r  in v e s tm e n t  

p e r fo r m a n c e  -  c a u s e d  t h e  m o s t  d a m a g e  t o  t h e  P E R S / T R S  s y s te m ,

P r e s e n t e d  b y  S t a t e  A c t u a r y  t o  A R M  B o a r d  i n  2 0 0 5

  ip. Assets. Include:
■ Investment performance (i.e . 

investment risk^

Changes in Liabilities Include;

» Health benefits cost 
experience

■ Health assumption changes

• Plan changes

> Demographic experience

• Ncn-health changes

Drivers o f PERS/TRS 'Funding Ratio Changes ( 1992-2003)•

PERS
Change in Funded Status

TRS
Change in Funded Status

Change Due to Assets -3.8"n 'J *71 1/• it

Change Due to Liabilities -18.5% -26.6%

Total Change in Funded 
Status -22.3% -29.3%

18



•  •  •

Political Risk
H ig h  a m o u n t  o f  F O B s  p r o c e e d s  m a y  c a u s e  t h e  p e n s io n  s y s t e m  t o  b e  

o v e r - f u n d e d ,  w h ic h  c o u ld  le a d  to  p o lit ic a l p r e s s u r e  c a llin g  fo r  b e n e f i t  

in c r e a s e s  t h a t  in c u r  n e w  lia b il it ie s  in t h e  fu tu r e .

Risk Control:
■  P O B s  a r e  n o t  is s u e d  fo r  t h e  fu ll U A A L ;  a  f u n d e d  r a t io  o f  7 0 -8 0 %  is 

a n  in d u s t r y  s ta n d a r d .

■  M a n a g e  p e n s io n  b e n e f i t s  a n d  U A A L  w i t h  d is c ip l in e .

19



•  •  •

Market Risk
P O B s  p r o c e e d s  c a u s e  a  la r g e  a m o u n t  o f  c a p ita l  in fu s io n  in to  t h e  

p e n s io n  s y s t e m  a t  o n c e .  P r u d e n t  in v e s tm e n t  o f  t h e  p r o c e e d s  in e a r ly  

y e a r s  is c r it ic a l.

Risk. Controk
u T h o r o u g h  m a r k e t  a s s e s s m e n t  b e fo r e  P O B  is s u a n c e ;

* C o n s id e r in g  w h e t h e r  to  h a v e  a  s p e c ia l in v e s tm e n t  a l lo c a t io n  s t r a t e g y  

fo r  t h e  p r o c e e d s ,  o r  s t ic k  w i t h  t h e  t r a d it io n a l  a l lo c a t io n s .

20



T y p e s  o f  P O B s



I k
Security

General obligation bonds
B o n d s  t h a t  s a t i s f y  a n y  c o n s t i t u t i o n a l  d e b t  l i m i t a t i o n  a n d  a r e  b a c k e d  b y  t h e  fu l l  f a i t h  

a n d  c r e d i t  a n d  t a x i n g  p o w e r  o f  t h e  i s s u i n g  s t a t e  a .  ’ l o c a l  g o v e r n m e n t

Obligations imposed by law
O b l i g a t i o n s  i m p o s e d  b y  t h e  s t a t e  o r  l o c a l  g o v e r n m e n t  b y  t h e  c o n s t i t u t i o n  o r  b y  

s t a t u t e  o r  b y  c o u r t  j u d g m e n t  a s  d i s t i n g u i s h e d  f r o m  a  v o l u n t a r y  e x e r c i s e  o f  t h e  

b o r r o w i n g  p o w e r  b y  t h e  s t a t e  o r  l o c a l  g o v e r n m e n t .

Annual appropriation bonds
B o n d s  t h a t  a r e  n o t  c o n s i d e r e d  d e b t  s u b j e c t  t o  a  c o n s t i t u t i o n a l  d e b t  l i m i t a t i o n  

b e c a u s e  t h e  s t a t e  a n d  l o c a i  g o v e r n m e n t  i s s u e r  h a s  n o  l e g a l  o b l i g a t i o n  t o  p a y  t h e m  

a n d  p a y m e n t  i s  t h e r e f o r e  s u b j e c t  t o  a n n u a l  a p p r o p r i a t i o n  o f  f u n d s  f o r  t h a t  p u r p o s e  

a t  t h e  d i s c r e t i o n  o f  t h e  l e g i s l a t u r e  o r  g o v e r n i n g  b o d y  o f  t h e  s t a t e  o r  l o c a l  

g o v e r n m e n t  i s s u e r .

> HB13 Restriction
P l e a s e  n o t e  t h a t  H B 1 3  S e c .  3 7 . 1 5 . 9 0 0 ( b )  i n d i c a t e s  t h a t  " T h e  b o n d s  d o  n o t  c o n s t i t u t e  

a  g e n e r a l  o b l i g a t i o n  o f  t h e  s t a t e . "

21



P o t e n t i a l  S a v in g s



POBs and Cash Infusion
P a y  p a r t ia l U A A L  o f f  w i t h  c a s h  a n d  b o r r o w  p a r t ia l a t  5 .7 5 %  b y  is s u a n c e  

o f  P e n s io n  O b l ig a t io n  B o n d s  (P O B s ) .

Implications
■  I m m e d ia t e  r e d u c t io n  o f  t h e  U A A L ;

■  I n c r e a s e  in t h e  F u n d e d  R a t io ;

> R e d u c t io n  o f  e m p lo y e r  p a s t  s e r v ic e  c o n t r ib u t io n  r a te .

22
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Case Study (PERS)

Employer Contribution Rates Savings on Annual Contribution Amount (in millions)
POBs (in billions) POBs (in billions)

i ♦ $ 0.5 5 1.5 $ 25 5 3.5 $ 4.5 $ 5.5 J • $ 0.5 $ 1.5 $ 25 $ 3.5 $ 4.5
0% 9% 27% 45% 64% 82% 100% in 0% 9% 27% 45% 64% 82%

. 44.49% 43.91% 42.76% 41.61% 40.46% 39.31% 38.15%
c
o $ • $0.00 $9.65 $28.96 $48.27 $67.58 $86.89

0.5 41.64% 41.06% 39.91% 38.76% 37.60% 36.45% 2 s 0.5 $47.84 $57.50 $76.81 $96.12 $115.43 $134.73
1.5 35.93% 35.35% 34.20% 33.05% 31.90% c $ 1.5 $143.53 $153.19 $172.49 $191.80 $211.11
25 30.22% 29.64% 28.49% 27.34% J Z $ 25 $239.22 $248.87 $268. IP $287.49
3.5 24.51% 23.94% 22.78%

inro
U

$ 3.5 $334.91 $344.56 $363.87

4.5 18.80% 18.23% i 4.5 $430.59 $440.25
5.5 13.09% 5 5.5 $526.28

5.5
100%

SI 06.20

Savings on Employer Contribution Rates NPV of Savings on 25-year Contribution Amount (in millions)
POBs (in billions) POBs (in billions)

$ • $ 0.5 $ 1.5 $ 2.5 . 3.5 S 4 5 $ 5.5 $ $ 0.5 $ 1.5 $ 2.5 $ 3.5 $ 4.5 $ 5.5
0% 9% 27% 45% 64% 82% 100% 0% 9% 27% 45% 64% 82% 100%

• 0.00% 0.58% 1.73% 2.88% 4,03% 5.18% 6.34% if) ,
c  * - $0.00 $136.07 $408.21 $680.36 $952.50 $1,224.64 $1,496.78

0.5 2.85% 3.43% 4.58% 5.73% 6.(3% 8.04%
o

0.5 $674.31 $810.38 $1,082.52 $1,354.66 $1,626.80 $1,898.95

1.5 8.56% 9.14% 10.29% 11.44% 12.53% 15 r 1.5 $2,02292 $2,158.99 $2,431.13 $2,703.27 $2,975.42

25 14.27% 14.85% 16.00% 17.15% 2.5 $3,371.53 $3,507.60 $3,779.74 $4,051.89

3.5 1T98% 20.55% 21.71% if) 5 3.5 $4,720.14 $4,856.21 $5,128.35

4.5 25.69% 26.26% <3 j 4.5 $6,068.75 $6,204.82

5.5 31.40% 5.5 $7,417.37

$1.5 billion POBs issued in 2007 

Assumed $5.5 billion PERS UAAL in 2007

Annual employer contribution amount for Tiers I, II , and I I I  would be $7-15.79 million without POBs starting in 2007 

Funding ratio will be improved from 65.12%  to 7-1.6-1% (based on preliminary $10.27 billion PERS asset as of Dec 31, 2006)
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Case Study (TRS)
-------------------------------------------------------------

Employer Contribution Rates Savings on Annual Contribution Amount (in millions)
POBs (in billions) POBs (in billions)

$ - $ 1.0 $ 2.0 $ 3.0 $ 3.1 $ - $ 1.0 $ 2.0 $ 3.0 $ 3.1

in 0% 32% 65% 97% 100% 0% 32% 85% 97% 100%
C
g $ - 57.65% 54.45% 51.25% 48.04% 47.72% i/i

c $ - $0.00 $19.31 $38.62 $57.93 $59.86

j5 S 0.5 49.72% 46.51% 43.31% 40.11%
o

$ 0.5 $47.84 $67.15 $86.46 $105.77
c $ 1.0 41.78% 38.58% 35.38% J5

£3 $ 1.0 $95.69 $115.00 $134.31

sz S i.5 33.85% 30.65% 27.44% $ 1.5 $143.53 $162.84 $182.15
in
Q $ 2.0 25.91% 22.71%

sz1/1m s 2.0 $191.37 $210.68
w

$ 2.5 17.98% 14.78% <3 5 2.5 $239.22 $258.53

s 3.1 8.46% S 3.1 $296.63

Savings on Employer Contribution Rates NPV of Savings on 25*year Contribution Amount (in millions)
POBs (in billions) POBs (in billions)

s $ 1.0 $ 2.0 S 3.0 S 3.1 $ $ 1.0 $ 2.0 $ 3.0 $ 3.1
0% 32% 65% 97% 100% 0% 32% 65% 97% 100%

10
c S • 0.00% 3.20% 6.40% 9.61% 9.93% in

c S • $0.00 $272.14 $544.28 $816.43 $843.64
o

$ 0.5 7.93% 11.14% 14.34% 17.54%
o

$ 0.5 $674.31 $946.45 S1.218.50 $1,490.73
5 s 1.0 15.87% 19.07% 22.27% !5 $ 1.0 $1,348.61 $1,620.75 $1,892.90
c

s 1.5 23.80% 27.00% 30.21% V—-/ $ 1.5 $2,022.92 $2,295.06 $2,567.20
szl/l $ 2.0 31.74% 34.94%

szin $ 2.0 $2,697.22 $2,969.37
a $ 2.5 39.67% 42.87%

'U
u s 2.5 53,371.53 $3,643.67

s 3.1 49.19% $ 3.1 $4,180.70

$0.5 billion cash infusion and $2.0 billion POBs issued in 2007 

Assumed $3.1 billion TRS UAAL in 2007

Annual employer contribution amount for Tiers !, I I , and II I  would be $347.65 million wthout cash infusion and POBs starting in 2007 

Funding ratio will be improved from 59.9%  to 92.24%  (based on preliminary $4.63 billion TRS asset as of Dec 31, 2006) ^
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#

Taxable Bonds vs. Tax Exempt Bonds

Taxable Bonds
> C a n  b e  is s u e d  fo r  a n y  p u r p o s e

■  C o m p le t e  f le x ib i l i t y  w i t h  u s e  o f  p r o c e e d s

■  I n t e r e s t  r a te  a b o u t  1 %  h ig h e r  th a n  t a x  e x e m p t  in c u r r e n t  m a r k e t

Tax Exempt Bonds
-  C a n  o n ly  b e  is s u e d  fo r  p u b lic  c a p ita l  p r o je c ts

■  E a r n in g s  o n  p r o c e e d s  a r e  r e s tr ic te d  t o  y ie ld  p a id  o n  b o n d s

■  1 %  lo w e r  in te r e s t  r a te  th a n  t a x a b le  b o n d s  in c u r r e n t  m a r k e t

25
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The Difficulty with Tax Exempt
■  V e r y  d i f f ic u lt  t o  id e n t i f y  a p p r o p r ia t e  G F  fu n d e d  c a p ita l  p r o je c ts  t o  

is s u e  b o n d s  fo r .

■  C e r t i f ic a te s  o f  P a r t ic ip a t io n  is s u a n c e  is t h e  m o s t  v ia b le  o p t io n .

■ H o w e v e r  t h e  e x i s t i n g ,  y e t  u n e x p e n d e d  G F  f u n d e d  c a p i t a l  p r o j e c t s  a r e  

s m a l l ,  f o r  p r i v a t e  p u r p o s e s ,  s h o r t  l i v e d  a c q u i s i t i o n s ,  o p e r a t i o n a l  g r a n t s ,  

o r  f e d e r a l  m a t c h .

■ F i s c a l  Y e a r  2 0 0 8  c a p i t a l  b u d g e t  i s  o n l y  $ 1 0 0  m i l l i o n ,  a l l  o f  w h i c h  c o u l d  

n o t  b e  f u n d e d  w i t h  t a x  e x e m p t  b o n d s .

> A n y  u s e  o f  t a x  ^ x e m p t  b o n d s  to  fu n d  c a p ita l  p r o je c t s  w o u ld  h a v e  to

b e  c o in c id e n ta l ,  r a th e r  th a n  in te g r a te d ,  to  a n y  u s e  o f  o n  h a n d  c a s h  

to  fu n d  P E R S / T R S  c o n tr ib u t io n s .

26
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1 .

Take-aways

I f  we can earn m ore than the  cost o f POB, we 
are better o ff fo r issuing it.

2 . We are in a very favorable interest rate 
environm ent -  take advantage o f it!

3 . Risks associated w ith POB issuance are 
quantifiable and statistically justified  by the 
rewards.

4 . Doing nothing is not a viable option.

27
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FISCAL NOTE

STATE OK ALASKA
2007 LEGISLATIVE SESSIOiN

Revision Date/Time (Note if correction):________________________
Title An Act relating to prepayments of accrued actuarial

liabilities of government retirement systems.______

Fiscal Note Number: 
Bill Version:
() Publish Date:

H B 013 -D Q A -R & B -3 -1 2 -0 7 (1 ) 
CSHB013(W&M)

AdministrationDept. Affected:
[RDU ____________________
"Component Retirement and Benefits

Centralized Administrative Services

Sponsor
Requester

Representative Hawker
House Special Committee on Ways and Means,

Expenditures/Revenues

Component No. 

(Thousands of Dollars)

6 4

Note: Amounts do not include inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2008 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013
Personal Services 38.7 38.7 38.7 38.7 3b.7 38.7
Travel
Contractual
Supplies
Equipment
Land & Structures
Grants & Claims
Miscellaneous

TOTAL OPERATING 38.7 38.7 38.7 38.7 38.7 38.7

CAPITAL EXPENDITURES |

CHANGE IN REVENUES ( ) ! j

FUND SOURCE (Thousands of Dollars)
1029 PERS 27.9 27.9 27.9 27.9 27.9 27.9
1034 TRS 10.8 10.8 10.8 10.8 10.8 10.8
1004 GF
1005 GF/Program Receipts
1037 GF/Mcntal Health
Other (Specify Typo-Do not abbreviate)

TOTAL 38 7 38.7 38.7 38.7 38.7 38.7

Estimate of any current year iFY2007) cost: 0 0
Mark this box (X) If funding for this bill Is Included in the Governor's FY 2008 budget proposal: 

POSITIONS
Full-time I

Part-time 1 1 1 1 1 1
Temporary

ANALYSIS: (Attach a separata pngo ifnacossnry)
This bill will require that the Division develop an accounting structure within both P ER S  and TR S  to keep 
track of lump-sum payments and the related disposition of such balances separately from all other employer 
contribu' nns. Staff will allocate operating costs and investment earnings to these lump-sum balances and 
provide an accounting of activity to employers at least annually. The Division will work with the Department of 
Law to develop regulations to govern the accounting for such accounts. The additional work that will need to 
be performed by the Division is estimated to require the addition of one part-time position.

Prepared by: Molanio Millhorn, Division______________________________________ Phone 465-2200
Division Retirement and Bonofits     Dato/Timo 3/12/2007 Rev 3/21/07
Approved by: Rachael Pulro. Deputy Commissioner_______________________  Date 3/21/07 3.00pm
Agency Dopartmont of Administration______________________________  ______________
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WORK DRAFT

CS FOR HOUSE BILL NO. 13( )

IN THE LEGISLATURE OF THE STATE OF ALASKA 

TWENTY-FIFTH LEGISLATURE - FIRST SESSION

BY

Offered:
Referred:

Sponsors): REPRESENTATIVES IIAWKER, Fairclougli, Kelly

A BILL 

FOR AN ACT ENTITLED 

"An Act relating to prepayments of accrued actuarial liabilities of government 

retirement systems; relating to the Alaska Municipal Bond Bank Authority, the Alaska 

Housing Finance Corporation, and the state bond committee; establishing the Alaska 

Pension Obligation Bond Corporation; permitting the Alaska Municipal Bond Bank 

Authority or a subsidiary of the authority, a subsidiary of the Alaska Housing Finance 

Corporation, the state bond commutee. and the Alaska Pension Obligation Bond 

Corporation to assist state and municipal governmental employers by issuing bonds, 

notes, commercial paper, or other obligations to enable the governmental employers to 

prepay all or a portion of the governmental employers' shares of the unfunded accrued 

actuarial liabilities of retirement systems; authorizing a goxcrnmcntal employer to issue 

obligations to prepay all or a portion of the governmental employer's shares of the 

unfunded accrued actuarial liabilities of retirement systems and to enter into a lease or

• 1 *
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1 | other contractual agreement with a trustee, the Alaska Municipal Bond Bank Authority

2 I or a subsidiary of the authority, a subsidiary of the Alaska Housing Finance

3 I Corporation, the state bond committee, or the Alaska Pension Obligation Bond

4 | Corporation in connection with the issuance of obligations for that purpose, and relating

5 I to those obligations; relating to revision of the employer contribution rate in connection

6 || with financed prepayment of unfunded accrued actuarial liabilities of government

7 || retirement systems; and providing for an effective date."

S || BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 14.25.070 is amended by adding new subsections to read:

(d) All or a portion of the employer's share of any accrued actuarial liability to 

the plan any be prepaid in a lump sum. The commissioner of administration may, by 

regulation, establish a minimum amount for the lump sum payment of a portion. The 

administialor shall charge to the employer appropriate and reasonable administrative 

costs to the plan attributable to a lump sum payment that are not greater than 

administrative costs applied to other employer contributions. If an employer is 

grouped with any other employer in accounting for contributions, the lump sum 

payment foi the employer shall lie accounted for separately in accordance with 

regulations adopted by the commissioner. The regulations must provide for crediting 

to each lump sum payment account all earnings and losses received from investment 

of that payment. The lump sum payment shall be used solely to offset contributions 

under this section required of the employer for which the paynvnt was made, taking 

into account earnings and losses from its investment. A lump sum payment made by or 

on behalf ol an employer under this subsection, together with all earnings and losses 

from investment of that payment, may not be considered in calculating that employer's 

share of any discretionary payment authorized by the state that benefits multiple 

employers.

(e) If all or a portion of an employer’s share of any accrued actuarial liability 

to the plan is prepaid m a lump sum under id) of this section, the administrator shall

t*SI111 IM ) •2*
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calculate a revised employer contribution rale for that employer in recognition of that 

prepayment not more than 30 days following the prepayment.

* Sec. 2. AS 18.56.010 is amended by adding a new subsection to read:

(g) The legislature finds that permitting the Alaska Housing Finance 

Coiporation to create a subsidiary to assist in the financing of prepayment of all or a 

portion of a governmental employer's share of unfunded accrued actuarial liability of 

retirement systems serves a public purpose in benefiting the people of the state. The 

Alaska Housing Finance Coiporation may act on behalf of the state and its people in 

serving this public purpose for the benefit of the general public.

* Sec. 3. AS 18.56.086 is amended to read:

Sec. 18.56.086. Creation of subsidiaries. The corporation may create 

subsidiary coqjorations for the puipose of financing or facilitating the financing of 

school construction, facilities for the University of Alaska, facilities for ports and 

harbors, prepayment of all or a portion of a governmental employer's share of 

unfunded accrued actuarial liability of retirement systems, or other capital 

projects. A subsidiary coiporation created under this section may be incorporated 

under AS 10.20.146 - 10.20.166. The corporation may transfer assets of the 

corporation to a subsidiary created under this section. A subsidiary created under this 

section may borrow money and issue bonds as evidence of that borrowings and has all 

the powers of the corporation that the coiporation grants to it. Unless otherwise 

provided by the corporation, the debts, liabilities, and obligations of a subsidiary 

corporation created under this section are not the debts, liabilities, or obligations of the 

coiporation.

* Sec. 4. AS 18,56.110(g) is amended to read:

(g) Notwithstanding AS 18.56.090(a)( 11) and (a) of this section, the 

corporation may not issue bonds in any 12-month period beginning after June 30. 

1983, in an amount that exceeds the amount of bonds authorized to be issued dining 

the preceding period, unless a different amount is authorized by the legislature. This 

subsection does not apply to

(1) the issuance by the corporation of refunding bondŝ

(2) [OR TO) the issuance by the corporation of bonds the proceeds of

O-
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which are intended to be used to refinance mortgage loans held by the corporation; or 

(3) the issuance by a subsidiary of the corporation of bonds to 

prepay all or a portion of 11 governmental employer's share of unfunded accrued 

actuarial liability of retirement systems if the hoard of the subsidiary first finds 

that the actuariallv assumed rate of return on the funds managed by the Alaska 

Retirement Management Board is projected to exceed the true interest cost to he 

paid on the bonds by at least 1.5 percent annually.

* Sec. 5. AS 18.56.390 is amended by adding a new paragraph to read:

municipality or other state cr municipal governmental entity within the state, including 

an agency, instrumentality, district, school district, public corporation, department, 

division, or other subdivision of the state or of a municipality, in its capacity as an 

employer.

* Sec. 6. AS 29.47 is amended by adding a new section to read:

Sec. 29.47.480. Accrued actuarial liabilities of retirement systems, (a) A 

municipality, or two or more municipalities jointly, may issue obligations to prepay all 

or a portion of each participating municipality's share of the accrued actuarial 

liabilities of retirement systems. A municipality, or two or more municipalities jointly, 

may enter into a lease or other contractual agreement with a trustee, or the Alaska 

Municipal Bond Bank Authority or a subsidiary of the authority, a subsidiary of the 

Alaska Housing Finance Coiporation, the state bond committee, or the Alaska Pension 

Obligation Bond Corporation in connection with the issuance of obligations to prepay 

all or a portion of each participating municipality's share of the accrued actuarial 

liabilities of retirement systems. Obligations issued for purposes described in this 

subsection must he secured and payable as provided in the agreement or under an 

authorizing ordinance. The agreement or ordinance may provide for reserves and for 

protective covenants.

(bj Amounts paid by a participating municipality in connection with 

obligations issued under this ruction, together with proceeds of the obligations and 

interest or earnings, may he pooled into one or more funds or accounts, including one 

or more debt service funds. The assets in any of the funds or accounts may he pledged

(14) "governmental employer" means the State of Alaska or a

SMB 13( ) -4-
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to the holders of the obligations.

(c) A municipality may enter into a funds diversion agreement with a state 

agency regarding payment of money on behalf of the municipality that may be applied 

to payments under a lease, other agreement, or obligation issued under this section. 

The funds diversion agreement must provide, subject to any conditions set out in the 

funds diversion agreement, that all or a portion of the funds otherwise payable to the 

municipality by the state agency shall be paid directly to the trustee, the Alaska Bond 

Bank Authority, or its subsidiary, a subsidiary of the Alaska Housing Finance 

Corporation, the state bond committee, or the Alaska Pension Obligation Bond 

Corporation, to satisfy, in whole or part, the municipality's payments under the lease, 

other agreement, or obligations. Noth g in this subsection or in a funds diversion 

agreement entered into under this subsection obligates the state or a state agency to 

pay any amount to or on behalf of a municipality that the municipality is not otherwise 

entitled to receive or to make any payments of principal or interest on the obligations.

(d) For purposes of this section, "obligations" means bonds, notes, commercial 

paper, certificates of participation, or other contractual obligations.

* Sec. 7. AS 36.30.850(b) is amended by adding a new subsection to read:

(45) contracts of the Alaska Pension Obligation Bond Coqmration 

under AS 37.16.010 -37.16.900. j

* Sec. 8. AS 37.15 is amended by adding new sections to read; j

Article 8. Pension Obligation Bonds.

Sec. 37.15.900. Bond authorization, (a) For purposes of financing 

prepayment of all or a portion of a governmental employer's share of unfunded 

accrued actuarial liability of retirement systems, including the costs of issuance and 

administration, the issuance and sale of bonds of the state by the committee is 

authorized as provided in this section and AS 37.15.905 - 37.15.955. The net proceeds 

of the sale of the bonds remaining alter payment of costs of issuance and 

administration shall be transferred to the commissioner of administration lor the 

account of the governmental employer whose share of unfunded accrued actuarial 

liability is to be prepaid for application to that liability. Accrued interest paid on the 

bonds shall be paid into the pension obligation bond redemption fund.

-5-
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(b) The total unpaid principal amount of bonds, including refunding bonds, 

but excluding refunded bonds, may not exceed $5,000,000,000. The bonds do not 

constitute a general obligation of the state. Authorization by the voters of the state or 

the legislature is not required.

(c) The committee may enter into agreements with other state agencies as 

necessary or convenient to implement this section and AS 37.15.905 - 37.15.955.

(d) The committee may contract for the services of underwriters, paying 

agents, trustees, bond printers, rating agencies, bond insurance, credit enhancement 

providers, accountants, financial advisors, and bond counsel, and for other services as 

are necessary to accomplish the bond issuance and sale.

Sec. 37.15.905. Bond redemption fund, (a) There is established a special fund 

of the state, known as the pension obligation bond redemption fund, which is a trust 

fund for paying and securing the payment of the principal of and interest and 

redemption premium, if any, on the bonds, and which shall be at all times completely 

segregated and set apart from all other funds of the state. The committee, on behalf of 

the state, may obligate and bind the state to set aside and pay into the bond redemption 

fund, on a monthly or other periodic basis. The bond redemption fund shall be drawn 

upon only for the purpose of paying the principal of and interest and redemption 

premium, if any, on the bonds, together with related trustee fees, if any.

(b) Money in the bond redemption fund may be invested in the same manner 

and on the same conditions as permitted for investing of money belonging to the state 

or held in the treasury under AS 37.10.070; however, the committee may agree with 

the bondholders to further limit these investments. Earnings on investments must be 

retained in the bond redemption fund.

(c) Separate accounts may be created in the bond redemption fund for the 

purposes of paying and securing the bonds. The accounts may be combined Ibr 

purposes of investment and for financial support to achieve the purposes of 

AS 37.15.910(e).

Sec. 37.15.910. Bond terms’, (a) The bonds may be issued and sold at public 

or negotiated sale in the manner, in the amounts or series, and at the time or times that 

the committee determines. The bonds, or each scries of them, shall be sold at the price

WORK DRAFT WORK DRAFT 25-LS0084\M
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and upon the terms, conditions, and covenants set by the committee after considering 

market conditions. Interest rates may be fixed or variable.

(b) The bonds mature at the time or times fixed by the committee. The bonds 

may be subject lo redemption before their fixed maturities, as determined by the 

committee, with or without a premium or premiums. The bonds may be in 

denominations determined by the committee; may be issued in fully or partially 

registered form; must be payable as to principal and interest at the place or places 

determined by the committee; must be signed on behalf of the stale in the manner 

provided by the committee; and must be issued under and subject to the terms, 

conditions, covenants, and protective features safeguarding payment of the bonds as 

found necessary by the committee.

(c) If the committee finds it reasonably necessary, the committee may select a 

trustee or trustees for the holders of the bonds, or any series of them, for the 

safeguarding and disbursement of any of the money in the bond redemption fund or 

for duties with respect to the enforcement, authentication, delivery, payment, and 

registration of the bonds as the committee may determine. The committee shall fix the 

rights, duties, powers, and obligations of the trustee or trustees. !

(d) In its determination of all matters and questions relating to the issuance 

and sale of the bonds and the fixing of their maturities, terms, conditions, and 

covenants as provided in (a) of this section, the decisions of the committee shall be 

those that are reasonably necessary for the best interests of the state and its inhabitants 

and that will accomplish the most advantageous sale of the bonds. Decisions of the 

committee, as expressed in a bond resolution, arc final and are conclusively 

considered to comply with the requirements of AS 37.15.900 - 37.15.955.

Sec. 37.15.915. Rond resolution. The commir.ee shall authorize the issuance 

of bonds by adopting a resolution and shall prepare all other documents and 

proceedings necessary for the issuance, sale, and delivery of the bonds or any part or 

series of them, 'flic bond resolution must fix the principal amount, denominations, 

date, maturities, manner of sale, place or places of payment, rights of redemption, if 

any, terms, form, conditions, and covenants of the bonds or each series of them.

See. 37.15.920. Enforcement by bond owner, (a) The owner or owners of not

-7.
Now Text. Underlined [DELETED TEXT UHACKETED]

CS IIB 13( )



WORK DRAFT WORK DRAFT 25-LS0084\M

less than 10 percent of the aggregate principal amount of any series or issue of bonds 

or the trustee for the owners of the bonds or any series of them may, by appropriate 

proceedings in state court, require and compel the transfer, setting aside, and payment 

of money and the enforcement of all of the terms, conditions, and covenants as 

required and provided in AS 37.15.900 - 37.15.955, as appropriate, and the bond 

resolution.

(b) A proceeding under (a) of this section may be commenced and conducted 

only in the Superior Court for the State of Alaska, First Judicial District at Juneau.

Sec. 37.15.925. Amounts required for payments. The committee shall, 

before June 30 of each year or from time to time within the year, as appropriate, 

commencing with the year in which the bonds are issued, certify to the commissioner 

of revenue and the commissioner of administration the amounts required in the current 

fiscal year and the next ensuing fiscal year by the bond resolution or resolutions to be 

paid from the general fund into the bond redemption fund and to be paid into and 

maintained in any reserve fund or account or other fund or account created by the 

bond resolution or resolutions, and shall also certify to the commissioners the last date 

or dates upon which payments may be made.

Sec. 37.15.930. Purposes and sufficiency of revenue. The proceeds of bonds 

may be used for the puiposes described in AS 37.15.900(a), as appropriate. Bonds 

may not be issued unless the committee first finds that the actuarially assumed rate of 

return on the funds managed by the Alaska Retirement Management Board is 

projected to exceed the true interest cost to be paid on the bonds by at least 1.5 percent 

annually.

Sec. 37.15.935. Refunding, (a) The committee may refund the bonds or any 

part of them at or before their maturities or redemption dates by the issuance of 

refunding bonds of the state if. in the opinion of the committee, refunding is 

advantageous to and in the best interest of the state and its inhabitants.

(b) The issuance of refunding bonds need not be authorized by the voters of 

the state or by an act of the legislature. The committee shall adopt the resolution or 

resolutions and prepare all other documents and proceedings necessary for the 

issuance, exchange or sale, and delivery of the refunding bonds. All provisions of
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AS 37.15.900 - 37.15.955 are applicable to the refunding bonds and to the issuance, 

sale, or exchange of them, except as otherwise provided in this section.

(c) Refunding bonds may be issued in a principal amount sufficient to provide 

money for the advance or current refunding of all bonds to be refunded and interest on 

the refunded bonds and, in addition, for the payment of all costs of issuance and 

administration of the refunding bonds. These expenses also include the difference in 

amount between the par value of the refunding bonds and any amount less than par for 

which the refunding bonds are sold; the premium, if any, necessary to be paid in order 

to call or retire the outstanding bonds and the interest accruing on them to date of the 

call or retirement; and other such costs. The committee is authorized to incur expenses 

to carry out this section.

(d) The committee may contract with a refunding trustee to hold the proceeds 

of refunding bonds in trust until the proceeds, together with earnings on the proceeds, 

are applied to pay the principal of, premium, if any, and interest on the bonds to be 

refunded. Until the refunding bond proceeds are applied, the proceeds may be invested 

in direct obligations of, or obligations guaranteed by, the United States or an agency or i 

corporation of the United States whose obligations constitute direct obligations of, or 

obligations guaranteed by the United States.

Sec. 37.15.940. Bonds as legal investments. The bonds are legal investments 

for all banks, trust companies, savings banks, savings and loan associations, and other 

persons carrying on a banking business, all insurance companies and other persons 

carrying on an insurance business, and all executors, administrators, trustees, and other 

fiduciaries. The bonds may be accepted as security for deposits of all money of the 

state and its political subdivisions. 1

liberally construed in order to curry out the purposes for which they were enacted.

Sec. 37.15.950. Regulations, flic committee may adopt regulations necessary 

to implement the provisions of AS 37.15.900 - 37.15.955.

(1) "bond redemption fund" means the pension obligation bond 

redemption fund established in AS 37.15.905;

Sec. 37.15.945. Statutory construction. AS 37.15.900 - 37.15.955 shall be

•9-
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1 (2) "bond resolution" means a resolution or resolutions adopted by the

2 committee under AS 37.15.915 authorizing the issuance of bonds;

3 (3) "bonds" means the pension obligation bonds authorized in

4 AS 37.15.900-37.15.955;

5 (4) "committee" means the state bond committee created in

6 AS 37.15.110 or any other committee, body, department, or officer of the state that

7 succeeds to the rights, powers, duties, and obligations of the state bond committee by

8 law;

9 (5) "costs of issuance and administration" means all costs associated

10 with issuance and administration of pension obligation bonds and refunding bonds,

11 including costs of bond printing, official statements, financial advisors, travel costs,

12 rating agencies, bond insurance, letters and lines of credit for credit enhancement,

13 underwriters, legal services, paying agents, bond registrars, bond and escrow trustees,

14 arbitrage rebate, and all other costs, including administrative costs, both direct and

15 indirect.

16 * Sec. 9. AS 37 is amended by adding a new chapter to read:

17 Chapter 16. Alaska Pension Obligation Bond Corporation.

18 Sec. 37.16.010. Alaska Pension Obligation Bond Corporation. There is

19 established the Alaska Pension Obligation Bond Corporation. The corporation is a

20 public corporation and government instrumentality in the Department of Revenue

21 managed by a board of directors. The purpose of the corporation is to finance

22 prepayment of all or a portion of a governmental employer's share of unfunded

23 accrued actuarial liability of retirement systems.

24 Sec. 37.16.020. Board of directors. The directors of the corporation are the

25 commissioner of commerce, community, and economic development, the

26 commissioner of administration, and the commissioner of revenue. If a director is

27 absent or otherwise unable to act, the director’s designee in the department shall act as

28 a director of the corporation in the director's place.

29 Sec. 37.16.030. Bond authorization, (a) For purposes of financing

30 prepayment of all or a portion of a governmental employer's share of unfunded

31 accrued actuarial liability of retirement systems, including the costs of issuance and
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administration, the issuance and sale of bonds by the corporation is authorized as 

provided in this section and A S  37.16.040 - 37.16.900. The net proceeds of the sale of

transferred to the commissioner of administration for the account of the governmental 

employer whose share of unfunded accrued actuarial liability is to be prepaid for

reserve fund.

(b) The total unpaid principal amount of bonds, including refunding bonds, 

but excluding refunded bonds, may not exceed $5,000,000,000. The bonds do not 

constitute a general obligation of the slate Authorization by the votes of the state or 

the legislature is not required.

(c) The corporation may enter into agreements with other state agencies as 

necessary or convenient to implement this section and A S  37.16.040 - 37.16.900.

(d) The coiporation may contract for the services of underwriters, paying 

agents, trustees, bond printers, rating agencies, bond insurance, credit enhancement 

providers, accountants, financial advisors, and bond counsel, and other services as are 

necessary to accomplish the bond issuance and sale.

Sec. 37.16.040. Reserve fund, (a) The corporation may establish and maintain 

a special fund called the Alaska Pension Obligation Bond Corporauon reserve fund in 

which there shall be deposited or transferred

of a contract between the corporation and its bondholders or a resolution of the 

corporation with respect to the proceeds of bonds;

(4) any other money or funds of the corporation that it decides to 

deposit in the fund.

(b) Subject to the provisions of (h) of this section, money in the reserve fund 

shall be held and applied solely to the payment of (he interest on and principal of

the bonds remaining after payment of costs of issuance and administration shall be

application to that liability. Accrued interest paid on the bonds shall be paid into the

( 1 ) all money appropriated by the legislature for the purpose of the 

fund in accordance with the provisions of (g) ol this section;

(2 ) all proceeds of bonds required to be deposited in the fund by terms

(3) all other money appropriated by the legislature to the reserve fund;

and

- 1 1 -
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1 bonds of the corporation as the interest and principal become due and payable to the

2 retirement of bonds, or to the payment or prepayment of a portion of the participating

3 governmental employer's share of the accrued actuarial liabilities of retirement

4 systems. Money may not be withdrawn if a withdrawal would reduce the amount in

5 the reserve fund to an amount less than the required debt service reserve except for

6 payment of interest then due and payable on bonds and the principal of bonds then

7 maturing and payable and for the retirement of bonds in accordance with the terms of

S a contract between the corporation and its bondholders and for which payments of

9 other money of the coiporation is not then available.

10 (c) Money in the reserve fund in excess of the required debt service reserve as

1 1  defined in (b) of this section, whether by reason of investment or otherwise, may be

1 2  withdrawn at any time by the corporation to pay or prepay a portion of participating

13 governmental employer's share of the accrued actuarial liabilities of retirement

14 systems or transferred to another fund or account of the corporation subject to the

15 provision of (h) of this section.

16 (d) Money in the reserve fund may be invested in the same manner and on the

17 same conditions as permitted for investment of funds belonging to the state or held in

18 the treasury under A S  37.10.070; however, the corporation may agree with the

19 bondholders to further limit these investments.

20 (c) For purposes of valuation, investments in the reserve fund shall be valued

2 1 at par or, if purchased at less than par, at cost unless otherwise provided by resolution

22 of the corporation. Valuation on a particular date shall include the amount of interest

23 then earned or accrued to that date on the money or investments in the reserve fund.

24 (0  Notwithstanding any other provision of A S  37.16.010 - 37.16.900, bonds

25 may not be issued by the corporation unless there is in the reserve fund the required

26 debt service reserve for all bonds then issued and outstanding and for the bonds to be

27 issued; however, the corporation may satisfy this requirement by depositing as much

28 of the proceeds of the bonds to be issued, upon their issuance, as is needed to meet the

29 required debt service reserve. The corporation may at any time issue its bonds or notes

30 for the purpose of increasing the amount in the reserve fund to the required debt

31 service reserve, or to meet whatever higher or additional reserve that may be fixed by
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the coqioration with respect to the fund.

(g) In order to assure the maintenance of the required debt service reserve in 

the reserve fund, the legislature may appropriate annually to the corporation for 

deposit in the fund the sum, certified by the chair of the corporation to the governor 

and to the legislature, that is necessary to restore the fund to an amount equal to the 

required debt service reserve. The chair annually, before January 30, shall make and 

deliver to the governor and to the legislature a certificate stating the sum required to 

restore the fund to that amount, and the certified sum may be appropriated and paid to 

the corporation during the then current state fiscal year. Nothing in this subsection 

creates a debt or liability of the state.

(h) All amounts received on account of money appropriated to the reserve 

fund shall be held and applied in accordance with (b) of this section.

(i) All references to the reserve fund in this section include special accounts 

within the reserve fund that may be created by the corporation to secure the payment 

of particular bonds.

(j) The commissioner of revenue may, subject to appropriation, lend surplus 

money in the general fund to the corporation for deposit to any account in the reserve 

fund in an amount equal to the required debt service reserve. The loans shall be made 

on the terms and conditions that may be agreed upon by the commissioner of revenue 

and the corporation, including, without limitation, terms and conditions providing that 

the loans need not be repaid until the obligations of the corporation secured and to be 

secured by the account in the reserve fund are no longer outstanding.

(k) In this section, "required debt service reserve" means, as of the date of 

computation, the amount required to be on deposit in the reserve fund as provided by 

resolution of the corporation.

Sec. 37.16.050. Bond terms, (a) 'flic bonds may he issued and sold at public 

or negotiated sale in the manner, in the amounts or series, and at the time or times that 

the coiporation determines the bonds, or each series of them, shall be sold at the price 

and upon the terms, conditions, and covenants set by the corporation after considering 

market conditions. Interest rates may be fixed or variable.

(b) The bonds mature at the time or times fixed by the coiporation. The bonds

WORK DRAFT WORK DRAFT 25-LS0084VM
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may be subject to redemption before their fixed maturities, as determined by the 

corporation, with or without a premium or premiums. The bonds may be in 

denominations determined by the corporation; may be issued in fully or partially 

registered fonn; must be payable as to principal and interest at the place or places 

determined by the coiporation; must be signed in the manner provided by the 

corporation; and must be issued under and subject to the terms, conditions, covenants, 

and protective features safeguarding payment of the bonds as found necessary by the 

coiporation.

(c) If the coqmration finds it reasonably necessary, the corporation may select 

a trustee or trustees for the holders of the bonds, or any series of them, for the 

safeguarding and disbursement of any of the money in the bond reserve fund or for 

duties with respect to the enforcement, authentication, delivery, payment, and 

registration of the bonds as the corporation may determine. The coiporation shall fix 

the rights, duties, powers and obligations of the trustee or trustees.

(d) In its determination of all matters and questions relating to the issuance 

and sale of the bonds and the fixing of their maturities, terms, conditions, and 

covenants as provided in (a) of this section, the decisions of the corporation shall be 

those that are reasonably necessary for the best interests of the state and its inhabitants 

and that will accomplish the most advantageous sale of the bonds. Decisions of the 

corporation, as expressed in a bond resolution, arc final and are conclusively 

considered to comply with the requirements of A S  37.16.010- 37.16.900.

See. 37.16.060. Bond resolution. The corporation shall authorize the issuance 

of bonds by adopting a resolution and shall prepare all other documents and 

proceedings necessary for the issuance, sale, and delivery of the bonds or any part or 

series of them. The bond resolution must fix the principal amount, denominations, 

date, maturities, manner of sale, place or places of payment, rights of redemption, if 

any, terms, form, conditions, and covenants of the bonds or each series of them

Sec. 37.16.070. Enforcement by bond owner, (a) The owner or owners o'" not 

less than 10  percent of the aggregate principal amount of any series or issue of bonds 

or the trustee for the owners of the bonds or any scries of them may, by appropriate 

proceedings in state court, require and compel the transfer, setting aside, and payment

SI1B 13( ) -14-
tfow T e x t  U n d e r l in e d  [D E L E T E D  T E X T  B R A C K ETED I



of money and the enforcement of all of the terms, conditions, and covenants as 

required and provided in A S  37.16.010 - 37.16.900, as appropriate, and the bond 

resolution.

(b) A  proceeding under (a) of this section may be commenced and conducted 

only in the Superior Court for the State of Alaska, First Judicial District at Juneau.

See. 37.16.080. Purposes and sufficiency of revenue. The proceeds of bonds 

may be used for the purposes described in A S  37.16.030(a), as appropriate. Bonds 

may not be issued unless the corporation first finds that the actuarially assumed rate of 

return on the funds managed by the Alaska Retirement Management Board is 

projected to exceed the true interest cost to be paid on the bonds by at least 1.5 percent 

annually.

Sec. 37.16.090. Refunding, (a) The corporation may refund the bonds or any 

part of them a: or before their maturities or redemption dates by the issuance of 

refunding bonds of the corporation if, in the opinion of the corporation, refunding is 

advantageous to and in the best interest of the state and its inhabitants.

(b) The issuance of refunding bonds need not be authorized by the voters of 

the state or by an act of the legislature. The corporation shall adopt the resolution or 

rcso'utions and prepare all other documents and proceedings necessary for the 

issuance, exchange o, sale, and delivery of the refunding bonds. All provisions of 

A S  37.16.010 - 37.16.900 are applicable to the refunding bonds and to the issuance, 

sale, or exchange of them, except as otherwise provided in this section.

(c) Refunding bonds may be issued in a principal amount sufficient to provide 

money for the advance or current refunding of all bonds to be refunded and interest on 

the refunded bonds and, in addition, for the payment of all costs of issuance and 

administration of the refunding bonds. These expenses also include the difference in 

amount between the par value of the refunding bonds and any amount less than par for 

which the refunding bonds are sold; the premium, if any, necessary to be paid in order 

to call or retire the outstanding bonds and the interests accruing on them to date of the 

call or retirement; and other of these costs. The corporation is authorized to incur 

expenses to carry out this section.

(d) The corporation may contract with a refunding trustee to hold the proceeds
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of refunding bonds in trust until the proceeds, together with earnings on the proceeds, 

are applied to pay the principal of premium, if any, and interest on the bonds to be 

refunded. Until the refunding bond proceeds are applied, the proceeds may be invested 

in direct obligations of, or obligations guaranteed by, the United States of an agency or 

corporation of the United States whose obligations constitute direct obligations of, or 

obligations guaranteed by the United States.

Sec. 37.16.100. Bonds as legal investments. The bonds are legal investments 

for all banks, trust companies, savings banks, savings and loan associations, and other 

persons carrying on a banking business, all insurance companies and other persons 

carrying on an insurance business, and all executors, administrators, trustees, and other 

fiduciaries. The bonds may be accepted as security for deposits of all money of the 

state and its political subdivisions.

Sec. 37.16.110. Debt service repayment contracts. The corporation shall 

enter into contracts with governmental employers for the purpose of recouping 

amounts paid as debt service on bonds issued by the coiporation for the benefit of 

governmental employers. The corporation may pledge the revenue of the contracts as 

security for the bonds issued by the corporation.

Sec. 37.16.800. Statutory construction. A S  37.16.010 - 37.16.900 shall be 

liberally construed in order to carry out the purposes for which they were enacted.

Sec. 37.16.810. Regulations. The corporation may adopt regulations necessary 

to implement the provisions of A S  37.16.010 - 37.16.900.

Sec. 37.16.900. Definitions. In AS 37.16.010-37.16.900,

( 1 ) "bond resolution" means the resolution or resolutions adopted by 

the coqwration under A S  37.16.060 authorizing the issuance of bonds;

(2 ) "bonds" means the pensions obligation bonds authorized in 

A S  37.16.010-37.16.900;

(3) "coiporation" means the Alaska Pension Obligation Bond 

Corporation created in A S  37.16.010;

(4) "costs of issuance and administration" means all costs associated 

with issuance and administration of pension obligation bonds and refunding bonds, 

including costs of bond printing, official statements, financial advisors, travel costs,
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rating agencies, bond insurance, letters and lines of credit for credit enhancement, 

underwriters, legal services, paying agents, bonds registrars, bond and escrow trustees, 

arbitrage rebate, and all other costs, including administrative costs, both direct and 

indirect;

Corporation reserve fund established in A S  37.16.040.

* Sec. 10. A S  39.35.100(b)(3) is amended to read:

(3) A  separate account for each employer shall be maintained. The 

account shall be credited with contributions made by or on behalf of the employer. 

Except as provided in A S  39.35.270(d), this [T H IS] account shall be charged with 

the employer's actuarial charge for pension, death benefits, and other benefits paid 

under this plan to or on behalf of the employee of the employer. Except as provided 

in A S  39.35.270(d). after [A F T E R ] an allowance for interest credited to employee 

contribution accounts and employee savings accounts, the investment income of the 

pension fund shall be allocated to the retirement reserve account and to each employer 

asset share account according to the ratio that the average of the assets in the account 

as of the beginning and as of the end of the fiscal year bears to the total of the average 

balance of the retirement reserve account and all employer accounts.

* See. 11. A S  39.35.100(b)(4) is amended to read:

(4) An expense account shall be maintained for the plan. Except as 

provided in A S  39.35.270(d). this [TH IS] account shall be charged with all 

disbursements representing administrative expenses incurred by the plan. At the end of 

the yeaij the expense account shall be allocated to each employer in accordance with

(3) of this subsection. Expenditures from this account shall be included in the 

governor's budget for each fiscal year and are subject to approval by the legislature. !

“ See. 12. A S  39.35.270 is amended by adding new subsections to read:

(d) All or a portion of the employer's share of any accrued actuarial liability to 

the plan may be prepaid in a lump sum. The commissioner may, by regulation, 

establish a minimum amount for the lump sum payment of a portion. The 

commissioner shall charge to the employer appropriate and reasonable costs to the 

plan attributable to a lump sum payment that arc not greater than administrative costs

(5) "reserve fund" means the Alaska Pension Obligation Bond
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applied to other employer contributions. If a lump sum payment is made, the payment 

shall be accounted for separately in accordance with regulations adopted by the 

commissioner. The regulations must provide for crediting to each lump sum payment 

account all earnings and losses received from investment of that payment. The lump 

sum payment shall be used solely to offset contributions under this section required of 

the employer that made the payment or on whose behalf the payment was made, 

taking into account earnings and losses from its investment. A  lump sum payment 

made by or on behalf of an employer under this subsection, together with all camings 

and losses from investment of that payment, may not be considered in calculating that 

employer's share of any discretionary payment authorized by the state that benefits 

multiple employers.

(c) If all or a portion of the employer's share of any accrued actuarial liability 

to the plan is prepaid in a lump sum under (d) of this section, the administrator shall 

calculate a revised employer contribution rate for that employer in recognition of that 

prepayment not more than 30 days following the prepayment.

* Sec. 13. A S  44.85.010 is amended to read:

Sec. 44.85.010. Legislative policy, (a) It is the policy of the state to

(1) [TO ] foster and promote by all reasonable means the provision of 

adequate capital markets and facilities for borrowing money by municipalities in the 

state to finance capital improvements or for other authorized purposes, to assist these 

municipalities in fulfilling :heir capital needs and requirements by use of borrowed 

money within statutory interest rate or cost of borrowing limitations, to the greatest 

extent possible to reduce costs of borrowed money to taxpayers and residents of the 

state, and equally to encourage continued investor interest in the purchase of bonds or 

notes of municipalities as sound and preferred securities for investment;

(2) [TO] encourage municipalities to continue their independent 

undertakings and financing of capital improvements and other authorized purposes 

and to assist them by making capital funds available at reduced interest costs for 

orderly financing of capital improvements and other purposes especially during 

periods of restricted credit or money supply, particularly for those municipalities not 

otherwise able to borrow for capital needs;

WORK DRAFT WORK DRAFT 25-LS0084VM
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1 (3) [TO] assist municipalities to provide for adequate insurance

2 coverage by authorizing the Alaska Municipal Bond Bank Authority to issue

3 negotiable or nonnegotiablc revenue bonds, notes, or certificates of participation cither

4 directly or through an entity it may create for the purpose of providing a self-insurance

5 program for municipalities or municipal joint insurance arrangements organized under

6 A S2 1 .7 6 i

7 (4) assist governmental employers to prepay all or a portion of

8 their share of unfunded accrued actuarial liabilities of retirement systems in an

9 effort to reduce their costs of satisfying their contractual obligations to provide

10  retirement and other benefits to public employees through the issuance of bonds,

1 1  notes, commercial paper, or other obligations hv the bond hank authority or by a

12  subsidiary corporation created by the bond hank authority under A S  44.85.085.

13 (b) The legislature further declares that

14 ( 1 ) the exercise of the powers of the state in the interest of its

15 municipalities and in the interest of public employees of the state and of ii.>

16 municipalities is required to further and implement the policies declared in (a) of this

17 section by authorizing the creation of a state bond bank authority as a body corporate

18 and politic that will have full powers to borrow money and to issue its bonds and notes

19 to make capital funds available for borrowing by municipalities and for hc .-rowinu

20 by or on behalf of governmental employers, hv authorizing urn crn mental

2 1  employers to contract with the bond hank authority or with a subsidiary created

22 under A S  44.85.085 for the purpose of rcdncinu future costs of providing

23 retirement and other benefits to employees, and by granting broad powers to the

24 bond bank authority to carry out the declared policies, which are in the public interest

25 of the state and its taxpayers and residents;

26 (2 ) stale funds should be applied or authorized to be paid to a state

27 bond bank authority only to provide adequate assurance and security to the holders of

2S the bonds or notes of the bond bank authority;

29 (3) the bond bank authority should conduct its operations to provide

30 the lowest rates in terms of borrowing to municipalities as is consistent with a self-

31 supporting operation with no expectation of subsidization with state funds; the
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1 legislature does not intend that the bond bank authority be utilized as a means to

2 finance municipalities beyond their capability to meet repayment schedules and debt

3 service requirements of bonds or notes^

4 (4) the bond bank authority or its subsidiary should conduct its

5 operations to provide the lowest rates in terms of borrowing to governmental

6 employers under A S  44.85.OHS and 44.85.086 as is consistent with a self-

7 supporting operation with no expectation of subsidization with state funds; the

8 legislature does not intend that the bond hank authority or its subsidiary be

9 utilized as a means to finance governmental employers under A S  44.85.085 and

10  44.85.086 bevond their capability to meet repayment schedules and debt service

1 1  requirements of bonds, notes, commercial paper, or other obligations to the bond

1 2  bank authority or its subsidiary.

13 * Sec. 14. A S  44.85.080 is amended to read:

14 Sec. 44.85.080. Powers of bond bank authority. The bond bank authority

15 may

16 ( 1 ) sue and be sued;

17 (2 ) adopt and alter an official seal;

18 (3) make and enforce bylaws and regulations for the conduct of its

19 business and for the use of its services and facilities;

20  (4) maintain an office at any place in the state;

21 (5) acquire, hold, use, and dispose of its income, revenues, funds, and

22 money;

23 (6) acquire, rent, lease, hold, use, and dispose of other personal

24 property for its purposes;

25 (7) subject to A S  44.85.100(b), borrow money and issue its negotiable

26 bonds or notes and provide for and secure their payment, provide for the rights of their

27 holders, and purchase, hold, and dispose of any of its bonds or notes;

28 18) fix and revise from time to time and charge and collect fees and

29 charges for the use of its services or facilities;

30 ((4) accept gifts or grants from the United Stales, or from any

U governmental unit or person, firm, or corporation, carry out the terms or provisions or
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1 make agreements with respect to the gifts or grants, and do all things necessary,

2 useful, desirable, or convenient in connection with procuring, accepting, or disposing

3 of the gifts or grants;

4 (10) do anything authorized by this chapter, through its officers,

5 agents, or employees or by contracts with a person;

6 ( 1 1 ) make, enter into, and enforce all contracts necessary, convenient,

7 or desirable for the purposes of the bond bank authority or pertaining to a loan to a

8 political subdivision, a purchase or sale of municipal bonds or other investments, or

9 the performance of its duties and execution of any of its powers under this chapter;

10  ( 1 2 ) purchase or hold municipal bonds at prices and in a manner the

1 1  bond bank authority considers advisable, and sell municipal bonds acquired or held by

1 2  it at prices without relation to cost and in a manner the bond bank authority considers I

13 advisable;

14 (13) invest funds or money of the bond bank authority not required at

15 the time of investment for loan to political subdivisions for the purchase of municipal

16 bonds, in the same manner as permitted for investment of funds belonging to the state,

17 except as otherwise provided in this chapter; I

IS  (14) prescribe the form of application or procedure required of a

19 political subdivision for a loan or purchase of its municipal bonds, fix the terms and

20  conditions of the loan or purchase, and enter into agreements with political

2 1  subdivisions with respect to loans or purchases; '

22 (15) render services to a political subdivision in connection with a

23 public or private sale of its municipal bonds, including advisory and other services,

24 and charge for services rendered;

25 (16) charge for its costs and services in review or consideration of a

26 proposed loan to a political subdivision or purchase by the bond bank authority of

27 municipal bonds of the political subdivision, whether or not the loan is made or the

28 municipal bonds purchased;

29 (17) fix and establish terms and provisions with respect to a purchase

30 of municipal bonds by the bond bank authority, including date and maturities of the

31 bonds, provisions as to redemption or payment before maturity, and any other matters

I -21- CSI1H l.?( )
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that [W H IC H ] in connection with the purchase are necessary, desirable, or advisable 

in the judgment of the bond bank authority;

(18) procure insurance against any losses in connection with its 

property, operations, or assets in amounts and from insurers as it considers desirable;

(19) to the extent permitted under its contracts with the holders of 

bonds or notes of the bond bank authority, consent to modification of the rate of 

interest, time and payment of installment of principal or interest, security or any other 

term of a bond or note, contract or agreement of any kind to which the bond bank 

authority is a party;

(20 ) by regulation, create a new entity or new entities for the purpose 

of issuing negotiable or nonnegotiable revenue bonds, notes, or certificates of 

participation to finance a self-insurance program for municipalities or municipal joint 

insurance arrangements organized under A S  21.76 or to provide assistance to

governmental employers under A S  44.85.085(a); the powers, duties, and 

membership of the new entity or entities shall be limited to the powers, duties, and 

membership of the authority and stated in the regulation; the new entity or entities

shall each be a public corporation and an instrumentality of the state with the same 

legal existence and continuing succession as the bond bank authority; and

(2 1 ) do all acts and things necessary, convenient, or desirable to cany 

out the powers expressly granted or necessarily implied in this chapter.

* Sec, 15. A S  44.S5 is amended by adding new sections to read:

Sec. 44.85.085. Creation of subsidiary corporation, (a) The bond bank 

authority may create one or more subsidiary corporations for the following purposes:

( 1) providing financial and other assistance to governmental employers 

to enable the governmental employers to reduce their costs of providing retirement 

and other benefits to their employees by prepaying all or a portion of their shares ol 

the unfunded accrued actuarial liabilities of retirement systems;

(2 ) receiving payments and providing servicing for payments to oi 

from participating governmental employers; and

(3) performing other duties and providing other services as the 

subsidiary corporation considers necessary or desirable to further the purposes set out

CSIIH 1J( ) -22-
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J in ( 1 ) and (2 ) of this subsection.

2 (b) The bond bank authority may incorporate under A S  10.20.146 - 10.20.166

3 a subsidiary corporation created under (a) of this section. The bond bank authority

4 may transfer assets of the bond bank authority to the subsidiary corporation and may

5 agree to secure bonds, notes, commercial paper, or other obligations of the subsidiary

6 corporation with a reserve fund established under AS 44.85.270.

7 (c) A  subsidiary corporation created under (a) of this section may borrow

S money and issue bonds, notes, commercial paper, or other obligations as evidence of

9 that borrowing and may have all the powers of the bond bank authority that the bond

10 bank authority grants to it. The provisions of A S  44.85.130 - 44.85.170 and 44.85.270

11 - 44.S5.390 apply to the subsidiary corporation and to bonds, notes, commercial paper,

12 or other obligations issued by the subsidiary corporation. Unless otherwise provided

13 by the bond bank authority, the debts, liabilities, and obligations of the subsidiary

' 4 coiporation are not the debts, liabilities, or obligations of the bond bank authority,

io (d) The staff of the bond bank authority serves as staff of a subsidiary

16 corporation created under (a) of this sect’on. The bond bank authority shall determine

17 the membership or the process for selecting the membership of the board of directors

IS  of the subsidiary corporation, The bond bank authority may permit some or all of its

19 directors to serve on the board of directors of the subsidiary corporation.

20 Sec. 44.85.086. Powers of subsidiary corporation. A  subsidiary corporation

21 created under A S  44.85.085 has the following powers in addition those granted to it

22 under A S  44.85.085(c):

23 ( I )  to make loans to and enter into contracts with governmental

24 employers;

25 (2 ) to incur debt in furtherance, of its purposes in the form of bonds,

26 notes, commercial paper, or other obligations as the subsidiary corporation considers

27 |l appropriate:

28 | (3) to secure its debt with a pledge of any assets that arc available to

29 | the subsidiary corporation for the purpose, including identified revenue and

30 I contractual payments irom participating governmental employers, and the general

3 1 | assets and revenue of the subsidiary coiporation; and

L
•23-
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(4) to enter into contracts with underwriters, bond counsel, financial

advisors, accountants, actuaries, and other contractors to provide assistance as the 

subsidiary coiporation considers desirable to accomplish its purposes.

*  Sec. 16. A S  44.85.100(b) is amended to read:

(b) The bond bank authority shall include in the report required by (a) of this 

section an estimate of the amount of revenue bonds of the bond bank authority to be 

issued during the fiscal year following the fiscal year in which the report is submitted 

O ther than refunding bonds and other than bonds, notes, commercial paper, or 

other obligations issued under A S  44.85.086 and 44.85.180(a)(5), the [T H E] bond

bank authority may not issue revenue bonds f, O T H E R  T H A N  R E FU N D IN G

B O N D S ,] in excess of $75,000,000 during any fiscal year beginning after June 30, 

1981, unless the legislature, by law, approves the estimate required by this subsection 

for that fiscal year.

* Sec. 17. A S  44.85.180(a) is amended to read:

(a) Subject to A S  44.85.100(b). the bond bank authority may issue its bonds or 

notes in principal amounts that it considers necessary to provide funds for any 

purposes under this chapter, including

( 1) the purchase of municipal bonds;

(2 ) the making of loans through the purchase of municipal bonds, 

notes, or certificates of participation secured by an agreement between the bond bank 

authority and a municipality or a municipal joint insurance arrangement organized 

under A S  21.76;

(3) the payment, funding, or refunding of the principal of, or interest or 

redemption premiums on, bonds or notes issued by it whether the bonds or notes or 

interest to be funded or refunded have or have not become due;

(•I) the establishment or increase of reserves to secure or to pay bonds 

or notes or interest on bonds or notes and all other costs or expenses of the bond bank 

milliont\ incident to and necessary or convenient to carry out its corporate purposes 

and powers^

(5) nssistinii tiovcnnnentnl employers to prepay all or a portion of 

their share of the unfunded accrued actuarial liabilities of retirement systems.

WORK DRAFT WORK DRAFT 25-LS0084\M
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with security as the bond hank authority considers reasonable.

Sec. 18. A S  44.85.180(c) is amended to read:

(c) Notwithstanding the provisions of (a) and (b) of this section, the total 

amount of bond bank authority bonds and notes outstanding at any one time [, 

E X C E P T  B O N D S  O R  N O T ES TSSUED TO  F U N D  O R  R EFU N D  B O N D S  OR 

N O T ES,] may not exceed $750,000,000. This subsection does not apply to (1) 

bonds or notes issued to fund or refund bonds or notes; (2 ) bonds, notes, 

commercial paper, and other obligations issued under A S  44.85.086 or 

44.85.180(a)(5).

*  Sec. 19. A S  44.85.410 is amended by adding a new paragraph to read:

municipality or other state or municipal governmental entity within the state, including 

an agency, instrumentality, district, school district, public corporation, department, 

division, or other subdivision of the state or of a municipality, in its capacity as an 

employer.

* Sec. 20. This Act takes effect immediately under A S  01.10.070(c).

(8) "governmental employer" means the State of Alaska or a

-25-
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Short Title: Retirement System Liability/Bonds

HB 13 provides governmental employers the opportunity to utilize a 
financial mechanism generally referred to as a "Pension Obligation 
Bond" (POB) to help 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 at a 
lower rate of interest than the mone; earns when invested by the 
retirement system.

HB 13 clarifies 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, the 
Alaska Housing Finance Corporation, and the state bond committee to 
support governmental employers seeking assistance engaging in such 
transactions. HB 13 also creates the Alaska Pension Obligation Bond 
Corporation. The authority granted in this legislation will allow for the 
greatest flexibility in creating transactions to fit the needs of public 
employers.

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 by HB 13.
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C h a n g e s  b e t w e e n  H B  13 

a n d  C S  H B  13 ( W & M )

The major changes between H B 13 and CS MB 13 work draft version E  

are the requirement for an employer’s contribution rate to be recalculated 

within 180 days of a lump sum payment authorized under this bill, the 

authorization for the Alaska Housing Finance Corporation and the state 

bond committee to participate in the sale of Pension Obligation Bonds, 

and the creation of the Alaska Pension Obligation Bond Corporation.

> Added new sections to require the plan administrator to 
recalculate the employer’s contribution rate w ith in ISO days of 
a lump sum payment to reduce their unfunded accrued 
actuarial liab ility (page 2, lines 27-28 and page 17, line 31 -  page 
18, line 4).

> Authorized the Alaska Housing Finance Corporation to create 
a subsidiary corporation to assist in the financing of Pension 
Obligation Bonds (new sections 2-5).

>  Authorized the state bond committee to assist in the financing 
of Pension Obligation Bonds and set guidelines and 
requirements for bond issuance, sale, structure, repayment and 
the investment and accounting of bond and investment 
proceeds (new Section 7).

r  Created the Alaska Pension Obligation Bond Corporation to 
assist in the financing of Pension Obligation Bonds, defined its 
organization and structure, and set guidelines and 
requirements for bond issuance, sale, structure, repayment and 
t he investment and accounting cl bond and investment 
proceeds (new section 8).

> Necessary title and conforming amendments to accommodate 
new language (page 1, lines 2 4 and lines 5 7; page 2, lines 5 7; 
page 4, lines 18-20; and page 5, lines6 8),

V26/07 2 03 I’M



Sections 2

Section 6: 

Section 7:

Section 8:

Sections 9 - 

Section 11:

Section 12: 

Sections 13

Section 1:

CS House Bill 13 
Work Draft Version E 
Sectional Analysis

Prepared by Representative Mike Hawke, s Office

Allows a Teacher’s Retirement System (TRS) employer to make a lump sum 
payment to prepay all or a part its share of the unfunded accrued actuarial 
pension liability (UAAL); allows the commissioner to accept a lump sum payment 
that is less than the full amount; allows administrative fees to be charged; outlines 
how the lump sum payment and earnings or losses w;ll be credited; and holds an 
employer who prepays its liability harmless if there are future state discretionary 
payments that benefit multiple employers. Requires the administrator of the TRS 
plan to recalculate the employer contribution rate within 180 days of the lump 
sum payment.

- 5: These sections allow the Alaska Housing Finance Corporation (AHFC; to create
a subsidiary to aid an employer in the financing of a prepayment of all or a portion 
of that employer’s UAAL.

Outlines how municipalities can join together to issue debt obligations and allows 
funds diversion agreements between the municipalities and state agencies.

Adds Article 8 to the State Bonding Act, which authorizes the state bond 
committee to issue Pension Obligation Bonds (POBs) and provides guidelines 
and requirements for bond issuance, sale, structure, repayment and the 
investment and accounting of bond and investment proceeds.

Creates the Alaska Pension Obligation Bond Corporation, which is authorized to 
issue POBs. Provides guidelines and requirements for bond issuance, sale, 
structure, repayment and the investment and accounting of bond and investment 
proceeds.

10: Adds facilitating language to two sections of the accounting statute for the Public
Employees Retirement System (PERS) to accommodate lump sum payments.

Allows a PERS employer to make a lump sum payment to prepay all or a part its 
share of the accrued actuarial pension liability; allows the commissioner to accept 
a lump sum payment that is less than the full 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 liability harmless if there are 
future state discretionary payments that benefit multiple employers. Requires the 
administrator of the PERS plan to recalculate the employer contribution rate 
within 180 days of the lump sum prepayment.

Adds to the statutory policies established for the Municipal Bond Bank Authority. 
Provides a directive to assist governmental employers to meet their unfunded 
retirement system obligations by issuing POBs on their behalf. Specifies that the 
bond bank should provide the lowest rates possible without subsidizing the 
employers beyond their means.

-14: These sections allow the Municipal Bond Bank to create a subsidiary to aid an
employer in the financing of a prepayment of all or a portion of that employer’s 
UAAL.

Pogo t of 2 
RuvisocJ 3/6/2007



Section 16: 

Section 17:

Section 18: 

Section 19:

Section 15: 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 
bonds and notes that the Municipal Bond Bank may have outstanding at any 
time,

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

Immediate effective date.

Pogo 2 of 2
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Overview of
Pension Obligation Bonds (POBs)
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P e n s io n  O b l ig a t io n  B o n d s (P O B s )

a  P e n s i o n  O b l i g a t i o n  B o n d s  a r e  b o n d s  i s s u e d  b y  a  s t a t e  o r  
l o c a l  g o v e r n m e n t  t o  p a y  i t s  o b l i g a t i o n  t o  t h e  p e n s i o n  
s y s t e m  i n  w h i c h  i t s  e m p l o y e e s  a r e  m e m b e r s .

a  P O B s  h a v e  b e e n  a n  i n c r e a s i n g l y  p o p u l a r  a n d  s u c c e s s f u l  
w a y  f o r  s t a t e  a n d  l o c a l  g o v e r n m e n t s  t o  a c c o m p l i s h  
f i n a n c i a l  a n d  o t h e r  o b j e c t i v e s .

a  A c c o r d i n g  t o  T h o m s o n  F i n a n c i a l ,  d u r i n g  t h e  p a s t  d e c a d e  
t h e r e  h a v e  b e e n  3 4 0  P O B  i s s u e s  b y  s t a t e  a n d  l o c a l  
g o v e r n m e n t  i s s u e r s  i n  a t  l e a s t  2 6  s t a t e s .

1



W hy Shou ld W e Cons ide r Issu ing POBs?

I n t e r e s t  r a t e  s a v i n g s  -  t h e  i n t e r e s t  r a t e  o f  P O B s  i s s u e d  i n  t h e  n e a r  
f u t u r e  w i l l  b e  l o w e r  t h a n  8 . 2 5 %  c h a r g e d  b y  t h e  p e n s i o n  s y s t e m .

A r b i t r a g e  -  t h e  a c t u a l  i n v e s t m e n t  r e t u r n  o f  p e n s i o n  a s s e t  e x c e e d s  
t h e  P O B  c o s t .

P O B s  a r e  n o t  g e n e r a l l y  v i e w e d  a s  a d d i n g  t o  t h e  d e b t  b u r d e n  o f  t h e  
s t a t e  o r  l o c a l  g o v e r n m e n t  i s s u e r  b e c a u s e  t h e y  r e p l a c e  e x i s t i n g  
p e n s i o n  o b l i g a t i o n s .



A laska Pension B ill/U n fu nded Accrued 
A c tua ria l L iab ility (UAAL) in 2006

Total $ 8 . 6  Billion: 

$ 5 . 5  Billion PERS 

$ 3 . 1  Billion TRS

* *

AK Pension System
State & Local 
Governments



P a y in g  th e  B il l /U A A L

$ 8 . 6  B i l l i o n $8.6  Billion

Y25: $0 .82  B

Y2: $0 .82  B

Y l :  $0 .82  B
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I n t e r e s t R a te S a v in g s

C o m p a r i n g  t n e  a m o r t i z a t i o n  o f  $ 1  b i l l i o n  d e b t  a t  8 . 2 5 %  c o s t  t o  $ 1  
b i l l i o n  d e b t  a t  5 . 7 5 %  o v e r  2 5  y e a r s :

a  S a v i n g  o n  i n t e r e s t  c o s t  i s  2 . 5 % ;
a  S a v i n g  o n  a n n u a l  d e b t  p a y m e n t  i s  $ 1 9  m i l l i o n ;
b N P V  o f  s a v i n g s  o n  a n n u a l  d e b t  p a y m e n t  o v e r  2 5  y e a r s  i s  $ 2 7 2  

m i l l i o n  d i s c o u n t e d  a t  5 % .

Am oun t ($Billion)
$ 1 
$ 1

Interest Cost
8.25%
5.75%

Annua l P&l P aym en t ($Mii;.on)
$ 96 
$ 76

S a v in g s  2.50% $ 19 
N PV  of Cum u la tive  Sav in gs  @  5% $ 272



I n t e r e s t R a te  H is to r y

1 0 - Y e a r  T r e a s u r y  y i e ld  i s  4 . 5 2 %  a s  o f  M a r c h  1 4 ,  2 0 0 7 .  T h i s  r a t e  i s  

e x t r a o r d i n a r i l y  a t t r a c t i v e  w h e n  v i e w e d  in a  h i s t o r i c a l  c o n t e x t .

1 0 -Year Treasury Yields

Source: Yahoo! Finance 6



A r b i t r a g e



Historical Investment Returns of State Pension 
Plans (PERS)

FY ROR
2006 11.69%

2005 8.86%

2004 14.73%

2003 3.82%

2002 -5 .40%

2001 -5 .30%

2000 10.12%

1999 10.65%

1998 14.62%

1997 18.07%

1996 13.70%

1995 15.56%

1994 2.66%

1993 14.25%

1992 11.80%

Historical Investment Returns

2 0 .00 %

15.00%

1 0 .00%

5.00%

0 .00%

-5.00%

- 1 0 .00 %

■ T h e  a v e r a g e  r e t u r n  f r o m  1 9 9 2  t o  2 0 0 6  i s  9 . 0 9 % .
■ S t a n d a r d  D e v i a t i o n  i s  7 . 2 5 % .



Historical Investment Returns of State Pension 
Plans (TRS)

FY ROR
2006 11.72%
2005 8.90%
2004 14.75%
2003 3.81%
2002 -5.41%
2001 -5.36%
2000 10.19%
1999 10.73%
1998 14.73%
1997 18.00%
1996 14.35%
1995 15.89%
1994 2.61%
1993 14.16%
1992 11.58% ■ T h e  a v e r a g e  r e t u r n  f r o m  1 9 9 2  t o  2 0 0 6  i s  9 . 1 4 %

■ S t a n d a r d  D e v i a t i o n  i s  7 . 3 1 % .

TRS H is to rica l In ve s tm en t R e tu rn s

2 0 .00%

15.00%

1 0 .00%

5.00%

0 .00%

-5.00%

- 1 0 .00%



L o n g  T e rm  T a r g e t A s s e t A l lo c a t io n

Asset Class Allocation Range

Domestic Large Capitalization 30% ± 3 %

Domestic Small Capitalization 6% ^ 3 %

International Equity 14% ± 3 %

Emerging Markets Equity 2% :fc 2%

Private Equity 7 % ± 5 %

Domestic Fixctl-Income 20% ± 3 %

High Yield 2% ± 2 %

International Fixed-Income 2% ± 2 %

Real Estate 10% ± 4 %

Absolute Return 4 % ± 4 %

Other 3 % ±  3 %

Cash 0% :i: 3 %

Median Return 8.05%

Standard Deviation 12.27%

Source: Callan Associates, Inc. 9



C r e d i t N e u t r a l i t y



C re d i t R a t in g  C o n s id e ra t io n

■ C r e d i t  N e u t r a l  -  d e b t  o b l i g a t i o n  i s  a l r e a d y  r e c o g n i z e d  a n d  P O B s  a r e  
n o t  c o n s i d e r e d  n e w  d e b t .

■ " M o o d y ' s  b e l i e v e s  t h e  i s s u a n c e  o f  P O B s  i s  o n e  e f f e c t i v e  w a y  o f  
a d d r e s s i n g  a n  u n f u n d e d  l i a b i l i t y . "

■ " S t a n d a r d  &  P o o r ' s  h a s  v i e w e d  P O B s  a s  a  s t r a t e g y  f o r  s a v i n g s  o n  
c a r r y i n g  c h a r g e s  a s  l o n g  a s  t h e  t r a n s a c t i o n  a r e  s t r u c t u r e d  
c o n s e r v a t i v e l y  a n d  t h e  a s s u m p t i o n s  w e r e  r e a s o n a b l e  a n d  
a t t a i n a b l e . "

10



R is k s



I n v e s tm e n t R is k (P ER S )

Estim ated Estim ated
C os t o f C um u la tive Net

FY ROR Bo rrow ing Return to 2006

2006 11.69% 5.55% 6.14%
2005 8.86% 5.04% 10.47%
2004 14.73% 5.02% 20.22%

2003 3.82% 4.76% 20.06%
2002 -5.40% 5.36% 6.90%

2001 -5.30% 5.77% -6.22%

2000 10.12% 6.78% -8.94%

1999 10.65% 6.40% -2.03%

1998 14.62% 6.01% 9.70%
1997 18.07% 7.10% 10.86%

1996 13.70% 7.19% 16.47%
1995 15.56% 7.32% 23.28%
1994 2.66% 7.84% 11.86%
1993 14.25% 6.62% 35.35%
1992 11.80% 7.76% 23.43%

Estimated Cumulative Net Return to 2006 (PERS)

40%
35%
30%
25%
20%

15%

1 0%

5%
0%
-5%

- 1 0%
-15%

. ' ■
** ‘it i

B a s e d  on  P E R S  a c tu a l in v e s tm e n t h istory , w e  can  s e e  w h a t  th e  cu m u la tive  n e t  re tu rn  to  2006  

m ig h t h a v e  b e e n  if P O B s  h ad  b e e n  issued  in a n y  g iv e n  y ea r . 

F o r  12 o u t o f  15 y e a rs  th e  is su a n ce  o f  P O B s  w o u ld  h a v e  resu lted  in a ga in  to  th e  pension  

sy s tem .

it



I n v e s tm e n t R is k (T R S )

40 .0 0 %  

35 .00%  
30 .0 0 %  

2 5  00%  

20.00% 
15 .00%  

10 .00% 
5.00%  

0.00% 

-5  00%  
-10 .00% 
-15 .00%

Estimated Estimated
Cost of Cumulative Net

FY ROR Borrowing Return to 2006
2006 11.72% 5.55% 6.17%

2005 8.90% 5.04% 10.54%

2004 14.75% 5.02% 20.31%

2003 3.81% 4.76% 20.14%

2002 -5.41% 5.36% 6.97%

2001 -5.36% 5.77% -6.21%

2000 10.19% 6.78% -8.86%

1999 10.73% 6.40% -1.87%

1998 14.73% 6.01% 9.97%

1997 18.00% 7.10% 11.06%

1996 14.35% 7.19% 17.32%

1995 15.89% 7.32% 24.46%

1994 2.61% 7.84% 12.99%

1993 14.16% 6.62% 36.39%

1992 11.58% 7.76% 24.25%

Estimated Cumulative Net Return to 2006 (TRS)

• B a s e d  on  T R S  ac tu a l in v e s tm e n t h istory, w e  ca n  s e e  w h a t  th e  cu m u la tive  n e t re tu rn  to 2 0 0 6  

m ig h t h a v e  b e e n  if P O B s  h ad  b e e n  issu ed  in a n y  g iv e n  y e a r .

* F o r  12 o u t  o f  15 y e a rs  th e  is su a n ce  o f  P O B s  w o u ld  h a v e  resu lted  in a  ga in  to  th e  pension  

sy s tem .

t2



I n v e s tm e n t R e tu rn  F o re c a s t

W i t h  a n  a s s e t  m i x  o f  7 0 %  S & P  5 0 0  E q u i t y  a n d  3 0 %  
G o v e r n m e n t / C r e d i t  B o n d s ,  t h e  a v e r a g e  r e t u r n  o v e r  2 5  y e a r s  
9 % .

450
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150

2 00% 4.00% 6.00% 8 00% 10 00% 12 00% 14.00%

Monte Carlo Simulation 

* 10,000 iteration

■ Annualized Average Return: 9%

■ Probability of outperforming 5.75%: 91.45%
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T y p e s  o f PO B s



S e c u r i ty

■  G e n e r a l  o b l i g a t i o n  b o n d s

B o n d s  t h a t  s a t i s f y  a n y  c o n s t i t u t i o n a l  d e b t  l i m i t a t i o n  a n d  a r e  b a c k e d  b y  t h e  

f u l l  f a i t h  a n d  c r e d i t  a n d  t a x i n g  p o w e r  o f  t h e  i s s u i n g  s t a t e  a n d  l o c a l  

g o v e r n m e n t .

■  O b l i g a t i o n s  i m p o s e d  b y  l a w

O b l i g a t i o n s  i m p o s e d  b y  t h e  s t a t e  o r  l o c a l  g o v e r n m e n t  b y  t h e  c o n s t i t u t i o n  o r  

b y  s t a t u t e  o r  b y  c o u r t  j u d g m e n t  a s  d i s t i n g u i s h e d  f r o m  a  v o l u n t a r y  e x e r c i s e  

o f  t h e  b o r r o w i n g  p o w e r  b y  t h e  s t a t e  o r  l o c a l  g o v e r n m e n t .

■  A n n u a l  a p p r o p r i a t i o n  b o n d s

B o n d s  t h a t  a r e  n o t  c o n s i d e r e d  d e b t  s u b j e c t  t o  a  c o n s t i t u t i o n a l  d e b t  

l i m i t a t i o n  b e c a u s e  t h e  s t a t e  a n d  l o c a l  g o v e r n m e n t  i s s u e r  h a s  n o  l e g a l  

o b l i g a t i o n  t o  p a y  t h e m  a n d  p a y m e n t  is  t h e r e f o r e  s u b j e c t  t o  a n n u a l  

a p p r o p r i a t i o n  o r  f u n d s  f o r  t h a t  p u r p o s e  a t  t h e  d i s c r e t i o n  o f  t h e  l e g i s l a t u r e  

o r  g o v e r n i n g  b o d y  o f  t h e  s t a t e  o r  l o c a l  g o v e r n m e n t  i s s u e r .

M



Taxab le POB Bond A lte rn a tive s (1 o f 2)

Taxable Product Alternatives

Product Investors Advantages Disadvantages

Current Interest Bonds 

(CIBS)

Domestic Institutions; 

European Banks

Low-Cost Financing; 

No Basis Risk

Typically Noil-Callable or Issued with 

a Mal e-Whole Call on Term Bonds; 

Call Option Expensive

Zero Coupon Bonds 

(CABs)

Domestic Institutions; 

European Banks

Defers Debt Service More Expensive than CIBs; 

Noncallable

Put Bonds Domestic Institutions; 

Corporations

Benefit of Upward Sloping Yield 

Curve Versus Conventional 

Fixed-Rate Bonds

Interest Rate Risk

Quarterly Unsecured 

Interest Bonds 

(QUIBs)

Di .nestic Retail Provides Most Efficient 5-Year 

Call Option

Slightly I lighcr Yield; 

3% Issuance Cost

bloating Rate Notes 

(FRNs)

European Banks Fixed Spread to LIBOR;

1 lislorically Least Costly Form of 

Financing;

Provides Quarterly Call Options; 

No Ongoing Fees

Interest Rate Risk

Variable Rate Demand 

Bonds

Money Market Funds 1 lislorically Least Costly Form of 

Financing;

Continuously Callable at Par

Interest Rate Risk; 

Facility Renewal Risk

Auction Rate Notes Corporations;

High Net Worth Retail

Historically Least Costly Form of 

Financing;

Continuously Callable at Par

Interest Rate Risk

Source: Morgan Stanley 15



Taxab le POB Bond A lte rn a tiv e s (2 o f 2)

Variable Rate Demand 

Bonds

Auction Rate Notes Floating Rate Notes 

(Private Placement)

Prepayment Yes Yes YwS

Interest Rate Reset Weekly Varies Varies

Liquidity Facility Required Yes No No

Rating Required Yes Yes No

Legal Documentation Substantial Substantial Simplified

Concerns Failed Remarketing Failed Auction Short-term interest rates only

Investor Base Money-market funds Retail investors European banks

Term Out Provisions Yes No No

Source: Morgan Stanley 1G



P o te n t ia l S a v in g



POBs a n d  C ash In fu s io n

P a y  p a r t i a l  U A A L  o f f  w i t h  c a s h  a n d  b o r r o w  p a r t i a l  a t  5 . 7 5 %  b y  i s s u a n c e  
o f  P e n s i o n  O b l i g a t i o n  B o n d s  ( P O B s ) .

Imgjications
h I m m e d i a t e  r e d u c t i o n  o f  t h e  U A A L ;
■ I n c r e a s e  i n  t h e  F u n d e d  R a t i o ;
■ R e d u c t i o n  o f  e m p l o y e r  p a s t  s e r v i c e  c o n t r i b u t i o n  r a t e .

17
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C ase S tu d y  (P ER S )

Employer Contribution Rates
POBs (in billions)

3.5 $ 4.5 $ 5.5

$ .  44.49%
$ 0.5 41.64%
A J r
s
$
5
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5

1.5
2.5
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13.09%
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3535%  
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39.91%

41.61%
38.76%

Savings on Annual Contribution Amount (in millions)
POBs (in billions)
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i. $1.5 billion POBs issued in 2007

?. Assumed $5.5 billion PERS UAAI. in 2007

i Funding ratio will be improved from 65.12% to 74.64% (based on preliminary $10.27 billion PERS asset os of Dec 31, 2006) 18
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Employer Contribution Rates
POBs (in billions)
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$0.5 billion cash infusion and $2.0 billion POBs issued in 2007 

Assumed $3.1 billion TRS UAAL in 2007

Funding ratio will be improved from 59.9% to 92.24% (babed on preliminary $4.63 billion TRS asset as of Dec 31, 2006) 19



T a x  Is s u e s



T a x  E x e m p t B o n d s vs . T a x a b le  B o n d s

a Taxable Bonds
■ C a n  b e  i s s u e d  f o r  a n y  p u r p o s e
.  C o m p l e t e  f l e x i b i l i t y  w i t h  u s e  o f  p r o c e e d s
■ I n t e r e s t  r a t e  a b o u t  1 %  h i g h e r  t h a n  t a x  e x e m p t  i n  c u r r e n t  m a r k e t

s Tax Exempt Bonds
■ C a n  o n l y  b e  i s s u e d  f o r  p u b l i c  c a p i t a l  p r o j e c t s
■ E a r n i n g s  o n  p r o c e e d s  a r e  r e s t r i c t e d  t o  y i e l d  p a i d  o n  b o n d s
> 1 %  l o w e r  i n t e r e s t  r a t e  t h a n  t a x a b l e  b o n d s  i n  c u r r e n t  m a r k e t

20



T h e  D if f ic u l t y  w i th  T a x  E x e m p t

V e r y  d i f f i c u l t  t o  i d e n t i f y  a p p r o p r i a t e  G F  f u n d e d  c a p i t a l  p r o j e c t s  t o  
i s s u e  b o n d s  f o r .

C e r t i f i c a t e s  o f  P a r t i c i p a t i o n  i s s u a n c e  i s  t h e  m o s t  v i a b l e  o p t i o n .
■  H o w e v e r  t h e  e x i s t i n g ,  y e t  u n e x p e n d e d  G F  f u n d e d  c a p i t a l  p r o j e c t s  a r e  

s m a l l ,  f o r  p r i v a t e  p u r p o s e s ,  s h o r t  l i v e d  a c q u i s i t i o n s ,  o p e r a t i o n a l  g r a n t s ,  

o r  f e d e r a l  m a t c h .

• F i s c a l  Y e a r  2 0 0 8  c a p i t a l  b u d g e t  is  o n l y  $ 1 0 0  m i l l i o n ,  a l l  o f  w h i c h  c o u l d  

n o t  b e  f u n d e d  w i t h  t a x  e x e m p t  b o n d s .

A n y  u s e  o f  t a x  e x e m p t  b o n d s  t o  f u n d  c a p i t a l  p r o j e c t s  w o u l d  h a v e  t o  
b e  c o i n c i d e n t a l ,  r a t h e r  t h a n  i n t e g r a t e d ,  t o  a n y  u s e  o f  o n  h a n d  c a s h  
t o  f u n d  P E R S / T R S  c o n t r i b u t i o n s .



T a k e - a w a y s



T a k e -a w a y s

POB issuance is a financial transaction which will lower 
the cost of funding the UAAL by the state and local 
governments -  POBs issued in the near future will be 
at a cost lower than 8.25% charged by the pension 
system.
We are in a very favorable interest rate environment -  
take advantage of it!
Risks associated with POB issuance are quantifiable 
and statistically justified by the rewards.
Doing nothing is not a viable option.

??.
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CHAPTER ONE

In troduction

Pension obligation bonds ( “ P O B s " ) an- bonds Issued by a state or local government 
to pay its obligation to the pension fund or system In which Its employees (or others 

for whose pension benefits It is responsible) are members. P O B s  are an Increasingly 
popular way for state or local governments lu accomplish a variety ol financial and 

other (including political) objectives.

Accord ing  to  T h om so n  F inanc ia l, d u rin g  the past decade there have been at least 
2 7 5  P O B  Issues by state and  loca l governm en t Issueis In at least 2 2  stales.

T h e  pu rpose o f this p am ph le t is to  in troduce interested parties to  the reasons why 
1-v.iBs are issued, advantages/disadvantages, structure a lternatives, federa l tax issues, 
and representative p rog ram s in th ree states where P O B s  are p a rt icu la rly  popu la r.

T h e  au th o r is cha ir o f  the Pub lic  Finance D ep a rtm en t at O n lc k , H e rr in g ton  & 
Su tc liffe  t i l ’ and  has been bond  counse l o i l m o re  than  twenty P O B s  In va iiou s stales. 
O ir i i .k  is the n a tion s p icm ic i b ond  counse l firm , ranked num be r one fo r m o re  than 
a decade.' w ith  extensive experience In  a ll types o f  P O B  and  s im ila r financings.*

■ Rankings far securities transactions ol va'fous types jie performed annually b y  T h o m s o n  financial, 
which has ranked Otrlck n u m b e r  c re in the country as b o n d  counsel since prior to lyyo. h u m  average 

year. Onir k handles m o i c  lhan 500 b a n d  issues, aggregating m o r e  than Sao billion.
• Otritk Is ranked by Ihomsori financial as the n u m b e r  o n e  b o n d  counsel in the country tor K I D s o v e r  

the last decade, with m a l e  than /, times as m a n y  such Issues as the second ran! ed firm.
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C H A P T E R  TW O

Pen s io n  O b lig a tio n s

Pension obligations generally fall inlo two categories:

A. Unfunded Accrued Actuarial Liability (UAAL)

The unfunded accrued actuarial liability (“UAAL") is determined by the actuary 

for the pension fund tn be die amount by which the pension fund is short o f  the 

amount that will be necessary, without further payments bom  the state or local 

government, to pay bene 11 Is already earned by current and former employees 

coveted by die pension system. The UAAL is based on assumptions (in some cases 

established by the actuary and in some cases try the pensicn system or by the state or 

local government) as to retirement age. mortality, projected salaty Increases attributed 

lo inflation, acroxs-thc-hoaid laiscs and merit raises. Increases in retirement benefits, 

cost-of-living adjustments, valuation ol cunei'it assets, investment ivlurn and othei 

mailers. In older to avoid volatility In the UAAI. based on swings in market 

valuation, the InvcslmvlH gains and losses on assets In die pension fund are often 

recognized (sometimes referred to as “smoothed ) ever a 3 to 5 year period.'1 Die 

state or local government is obligated to amort I.'1 the UAAL uvei a period established 

by law or agreement with die pension system, typically at an assigned interest rate 

established by the pension system, which assigned Interest late Is usually the same .is 

the actuary's assumed late o f Investment return on pension fund assets (sometimes 

lefeilcd to as the “Actuarial ILile").

' Note that the smoothing mrlhudolusy leletled to m a y  i v In “uiirc.itlred" sir "lagg'fif:" Unfunded 

liability. See discussion of hOQ possibilities in foulnotr „
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B. Normal annual contribution

In  add ition  (o  m ak ing  paym ents tow ard any U A A L . the state o r  lo r a l governm ent 
Is requ ired to  m ake paym ents to  the pension fund  each year In respect o r  the present 
value o f  the benefits being earned by the cu rren t employees covered by the pension 
fu n d  (tha t Is, the am oun t be ing earned  by those em p loyees w ith  each paycheck 
necessary to  pay fu tu re  re tirem ent benefits, based o n  assum ptions o f  m o rta lity  rates, 
salary increases, assumed ra te  o f  investm ent incom e and  the o th e r assum ptions 
re ferred to  in  the p reced ing paragraph ), g ene ra lly  re ferred to  as the "n o rm a l annua 
c on trib u tion ."

AN INTRODUCTION 10

C H A P T E R  T H R E E

R e a so n s  For Issu in g  P O B s

T h e  reasons w hy state o r  loca l governm ents issue P O B s  vary from  issuer to  issuer 
and from  tim e to  tim e w ith  econom ic  cond ition s and o th e r circumstances. How ever, 
these reasons genera lly  fa ll in to  on e  o r  m ore  o f  the fo llow ing  categories:

A. Interest Rate Savings

As described in  C h ap te r Tw o, m ost pension systems assign an  interest com ponen t 
to the paym ents the slate o r  loca l governm en t Is requ ired to  m ake in  respect o f  its 
U A A L . Assigned in terest rates cu rren t ly  gene ra lly  range from  7Zt%  lo  8 /,%  
depending o n  the pa rticu la r p ension  system . W h e n  taxable bond ra les are low , and 
as o f  fa ll 2 0 0 3  they are rough ly  5 .9 5 %  or less fo r  3 0  ye.it debt, hen  P O B s  can 
func tion  like a classic interest rate savings re fund ing . I ’ c  -sam p le , i f  the assigned 
ru le is 7 .5 %  on  a U A A I. o f  S 1 0 0 .0 0 0 .0 0 0 . the annua l a ll In  cost w ou ld  be rough ly  
5 8 ,5 0 0 ,0 0 0  assum ing a 3 0  year .m in im a ! io n , com pared  to  an a ll in cost o f  
5 7 ,3 0 0 .0 0 1 ) on  P O B s  am ortized  over the sam e pe riod  assum ing a 5 .9 5 %  Interest 
ra le  and costs o f  Issuance o f  1% . 1 hese savings to  a degree can be fro n t loaded or 
otherw ise structu red tooC cu i w hen must needed (sire Section ( ’ o l (  h .ip let 5 )

On the other hand, because the fattois on which the U A A I. Is based are constantly 
i banging (such ,e. moitality and Investment remtn), the final amount o f (merest rate 

savings cannot be determined with leitamty. Also, the assigned Interest late may 

i lunge from time to time dunng the file of tile bond issue, and, at least theoretically, 

tire amount of Interest rate savings could bviome negative (even it all the other 

l.ictois remain the same) it the assigned Interest late wcic tu drop and remain hi low
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the bond  Interest rate fo r  a substantia l p c iiod . S o  Tar this has n o t occurred , even 
though the assigned interest la te  in  som e cases has d ropped  by m o re  than  one 
percentage p o in t since the m id -1 9 9 0 s . T h is  possib ility  Is fu rth e rm o re  genera lly  
considered to  be un like ly , because the assigned Interest rate is based o n  an assumed 
Investm ent rate o l' re tu rn  which reflects investments w ith a h igher risk p ro file  and, 
therefore , h igher p ro jec ted  re tu rn  than  the P O B s .

B, Discounts

Ii i som e rases, it m ay a lso  be possib le to  negotiate d iscounts w ith  lire pension 
system  fo r  ea rly  p aym en t o f  the n o rm a l annu a l c on trib u tion  o r  even the U A A L  
(w hich m ay  re flect the pension  fu n d s  assumed rate o f  investm ent re tu rn  o r  even its 
then cu rren t Investm ent o p p o rtu n ity ) It m ay also be an o p p o rtu n ity  lo  renegotiate 
o th e r te rm s o f  the pension ob lig ation .

C. Arbitrage

Genera lly , pension funds m ay invest In  a m uch  b roade r range o f  investments 
than the sta le  o r lo ca l g o v e rn o r n ls , and  the  size and diversity o f  the pension fund's 
p o r t fo lio  allows lo r  a h igher risk p ro file  than the sta le o r  loca l governm ent Could 
p ru d en t ly  sustain w ith  Its ow n  investm ents. As m en tioned  above, this b  w hy the 
assumed rate o f  investm ent re tu rn  is genera lly  m ateria lly  higher than  the b ond  
rate. T h e  actua l Investm ent p c rfo rm nm e  o f  m ost pension systems (at least 111 most 
years) lias substan tia lly  exceeded the assumed interest rate The re fo re , then- is 
the p oss ib ility  that p roceeds o l the P O B s  will he invested by the pension lo u d  al 
s ign ifican tly  h lghei re tu rn  th an  the interest to s t n il the P O B s  (even I f  Interest on  
the I 'O B s  is taxab le ),

In almost all cases, the be:re-lit u! earnings on Investment of bond p in rm ls in the- 

pension hind will la- credited in tin- stale nr lire al government Issuer either in n-dured

AN INTKOOUCTION TO

U A A L  o r  reduced no rm a l annua l c on trib u tion  o r  bo th . In  som e cases, the a lloca tion  
o f  this bene fit is sub ject to  negotia tion  between the sta le o r  lo ca l go  rn iu en t and  the 
pension sysi im  and  m ay even be decided by the state o r  loca l g o v c rn ir  :n l each year. 
T h is  benefit from  earnings is why interest on  P O B s  is genera lly  n o t exem pt from  
federa l incom e tax (sec C hap te r G). S o  this arb itrage is n o t the typ ica l m un ic ipa l 
b ond  arb itrage derived h o rn  b o rrow ing  at tax-exempt rates and Investing at taxable 
ra les, b u t ra ther w hat m igh t be called risk  a rb itrage derived from  b o rrow ing  againsl 
the credit u f the s late o r  loca l governm ent and partic ipating  th rough  Ihe pension 
fu n d  in a p o r i fo lio  o f  investments that is designed to  p roduce  a h lghei y ie ld  and 
manage the h igher risk th rough  d iversifica tion . O f  course, there is n o  guaran ty that 
such arb itrage w ill be positive.

D. Budget Relief

Particu la rly  in the cu rren t en v ironm en t o f  substantia l budget deficits , I 'O B s  are 
being used lo r  budget re lie f. T h is  m ay he accom p lished by:

(1 ) re-amortizing the U A A L  by rep lac ing the ob lig a tion  (o  the pension fund  w ith 
P O B s  hav ing  a longe r te rm  an d /o r low er paym ents In  the ea rly  years (o r  even no  
debt service in (he ea rly  years i f  capita l app rec ia tion  bonds (C A B s ) o r  capita lized 
Interest is used), u iid /o r

(2) b ind ing  the n o rm a l annua l c on trib u tion  for the cu rren t (and m aybe the next) 
fiscal year (to  the extent p c im ilte d  by app licab le  state lav .).

E. Labor Relations Benefits

Som e state o r  lo i .i l governm ents have user I P O B s . a l least In p a n , to  lin p to v r 
ie l.itIons (01 negotiations) w ith  Its employees and  (h e ir un ion s  by fund ing  un funded  
pension liab ility  in  those em p loyers .
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In  som e cases, P O B s  are s im p ly  be tte r than the alternatives: (i) paying m o re  
In to  the pension fu n d ; ( i l) ask ing em ployees to  p- m o re  In to  the pension  fu nd ; 
( i l l ) reduc ing benefits; o r  (iv ) hop ing  tha t gains o n  pension fund  Investments w ill 
substantia lly  exceed d ie assumed rate o f  investment re tu rn .

F. Better Thao The Alternatives

AN INTRODUCTION TO

C H A P T E R  FO U R

P o s s ib le  D isa d v a n ta g e s  o f P O B s

Desp ite  the fo rego ing  benefits o f  P O B s , there are a few  possib le disadvantage I

A . In  som e j. risd ic tions, a sta le  o r  loca l g ove rnm en t m ay negotiate o r  even 
un ila te ra lly  m ake changes in  its p ension  ob lig a tion , perhaps by postp on ing  
payments o r chang ing assum ptions. P O B s  replace th is p o ten tia lly  flex ib le  
pension ob lig a tion  w ith  a m o re  im m u tab le  b ond  ob lig ation .

B . As exp la ined  In C h ap te r 3 , w h ile  un like ly , it is possible that the assigned interest 
la te  w ill d ro p  be low  the b on d  interest rate o r  that ti le  pension  fu n d  W ill have 
negative earn ings, in  each case fo r  a sustained pe riod .

C . I f  the pension b in d  en joys h igher than  expected earnings, the pension  fu n d  
m ay becom e ove rfunded  and  resu lt in  tem po ra ry  c on tr ib u tion  ho lidays , but a lso 
can lead to  increases in re tirem en t benefits that m ay be costly  to  sustain at som e 
po in t in the in lin e .

D .  P O B s  resu lt in  paym ent to  am i Investment by  the pension fu n d  o l a lu m p  sum  
am oun t that otherw ise w ou ld  have been paid and  Invested In increm ents over a 
p e riod  o f  yeats. concen tra ting  ra ther than  spreading m arke t lim in g  risks.

P . A lm ost a ll P O B s  are taxab le and m os l taxable bonds w ith  fixed interest la ies 
a ie  so ld  as nonca llab le  bonds. A dd ing  a red em p tion  leatu re W ill O ld ln a tily  
result In  a m a te ria lly  h igher Interest ra le  cost than  the same redem p tion  leatu re 
In  tax exem pt b onds . I hcivtu re . taxab le nunc .illab lc  bond s m ay lie expensive 
to  re fu nd  o i defease, a lth ough  there have been a in im he i o f  successful tendei 
o i le r  re fund ings o f  taxab le P O B s  (tli.it 1%, a lende r o i le r  was m ade lo i the p i lo t  
bonds and  the lende i p rice was paid w ith  proceeds o l new re fund ing  bond s).

PENSION OlilItiATIO!1 BONDS



A no th e r way to  address thLs conce rn  Is by using variab le rate bonds, which 
m ay con ta in  redem p tion  "  ^visions w ith ou t add ition a l in terest rate cost, and 
m ay be accom pan ied by a flo a t ln g -to -fix ed  Interest rate swap i f  a fixed rate 
ob lig a tion  is desired.

Note that many o f these Issues can he addressed in whole or in part by using BOBs to 
hint/ less than a ll o f the UAAL.

AN INTRODUCTION It)

C H A P T E R  FIVE

Types o f P O B s

A. Security

M ost P O B s  are payab le iro in  the genera l fu n d  o f  the  issuing suite o r  loca l 
governm en t. As such, they must e ither satisfy o r  be exem pt from  the debt lim ita tion  
p rov is ion s typ ica lly  fo u n d  in the app licab le  s ta le con stitu tion  and , accord ing ly , 
gene ra lly  fa ll in to  one o f  the fo llow in g  ’ hrce categories:

1. General ob ligation bonds, w hich te rm  genera lly  refers to  bonds that satisfy any 
con stitu tion a l debt lim ita tion  and  ate backed by the fu ll fa ith  and  credit and  taxing 
pow er o f  the issuing state o r  loca l governm en t. A n exam p le is the S I 0 ,0 0 0 ,0 0 0 ,0 0 0  
State o f  Il lin o is  G enera l O b lig a tio n  B ond s Pension Fund ing  Series o f  June 2 0 0 3  
(T axab le ), the largest P O B  issue to date. A  varia tion  is fu ll fa ith  and  cred it lim ited  
lax bonds payable fro m  availab le general funds but w ithou t any ob lig a tion  to  levy 
add ition a l taxes. See discussion in C h ap te r 10.

2. Obligations imposed by law, which term refers to an exception r  cognized 
in a few states from the otheiwise applicable debt lim itation contained in the 

state constitution. It applies to obligations Imposed on the state or local 
government by the constitution or by statute or, In some cases, by court judgment 

as distinguished from a voluntaiy exetcLse o f the borrowing power by tlu* state or 

local government M ost pension obligations would qualify and. in states In which 
the obligations imposed by law concept applies, bonds Issued to fund those pension 

obligations ( I ’ O B s ) ate considered In have the same legal character as the pension
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ob ligation s themselves. P O B s  Iv u c d  In C a lifo rn ia  du rin g  the past decade have all 
been ob lig ation s im posed by law. Stic discussion in C hap te r 9 .

P O B s  Issued as ob ligations im posed by law  genera lly  cannot inc lude reserves o r 
capita lized interest because those com ponen ts o f  the ob lig a tion  are n o t considered 
to  be Im posed by  law, even o n  the theo ry  they ate essential lo  m arke ting  the bonds 
(because so m any  ob ligations im posed by law P O B s  have been issued w ithout them ). 
O i l  the o tn e r band , costs o f  issuance m ay be inc luded . T h e  inab ility  to  Include 
cap ita lized interest means that it m ay be d ifficu lt to  achieve com p le te  budget re lie f in 
the ea rly  p e riod  fo llow ing  issuance o f the bonds w itlrou t resort to capita l appieciation 
bonds (C A B s ).

3 . Annual appropriation bonds, which te rm  re fers to  bond s that, are nut 
considered debt sub ject to  a constitu tiona l debt lim ita tion  because the s tn .. o r  lo ca l 
governm en t issuer has n o  legal ob lig a tion  to  pay th em  and paym ent is therefore 
sub ject to  annua l (o r  o th e r p e riod ic ) app rop ria tion  o f  funds fo r  that purpose at lire 
d isc re tion  o f  the legislature o r govern ing  body  o r  the state o r  loca l governm en t issuer. 
Exam p les inc lude the $ 7 7 3 .5  m illio n  P O B s  Issued in  199G fo r  the State o f  New  Yoilt 
and  tlie  $ 2 .8  b i l lio n  P O B s  issued in 1 9 9 7  lo r  the State o f  N ew  Jersey.

4 . Other. In  the m id -1 9 8 0 s  and  occasiona lly since, som e cities and counties in 
C a lifo rn ia  issued P O B s  as so ca lled osset-strlp lease revenue bonds n r  certificates 
o f  pa rtic ipa tion  (C O P s ). T h e  c ity  o r  c ou n ty  leased existing facilities (w ith  a value 
at least equ iva len t to  the am oun t o f  b on d s /C O P s  to  be issued) to  a Jo in t powers 
au th o rity  o r o th e r governm enta l en tity  o r  lo  a n on p ro fit c o rp o ra tion , s im u ltaneously  
leasing them  back; the leaseback was assigned to  a trustee and b on d s /C O P s  were 
issued secured by the leaseback payab le f to m  the c ity o r county's general lu n d , and 
the proceeds o f  d ie fio n d s /C O P s  were pa id  lo  the pension  fu n d  net o r  costs o f  
issuance and  reserves n n J  capita lized In te res t retained by tlu* trustee.

In  c e r ta in  c irc u m s ta n c e s , it m ay a lso m a k e  sense In  use revenue bonds as PO B s  
(fo r e x am p le , it th e  Issuer is a revenue p i o d t n ing e n te rp rise , a u th o r ity  o r  d ls tllc t) .

(See a lso  C hap le t 10 .)

AN INTRODUCTION TO

B. Credit Ratings/Borrowing Capacity

Because P O B s  replace existing pension  ob ligations , they tire n o l gene ra lly  viewed 
as add ing lo  the debt burden o f  the state o r  loca l governm en t Issuer (m uch  like a 
conven tiona l re fund ing ) .1 T o  quote the ra ting  agencies;

"M oody's believes d ie issuance o f  pension ob lig a tion  bonds (P O B s ) is one 
effective way o f  addressing an un fu nd ed  liab ility . Since P O B s  reduce the cost 
o f  fu nd ing  an un funded  liab ility , the ir issuance at n o t by itse lf a cred it weakness. 
H ow ever, (lie  p lann ing  and analysis conducted by a local governm en t as pa rt o l 
the decision to grant expanded benefits, the government's p lan  fo r  fund ing  any 
un funded  pension liability, and its ab ility  and  w illingness lo  budget app rop ria te ly  
fo r  any attendant higher costs, .ere reflective o f  the qua lity  o f  the g ove rnm en t’s 
o s .ra i l financia l m anagement. These factors, the re fo re , w ill be considered in o u r 
assessment o l a government's genera l cred it qua lity ."

“ S tandard &  Poor's factors the c flec ls  o f  a pension ob lig a tion  bond strategy in to  
lire  lon g -te rm  rating o f  the sponsor. S tandard &  P o o r ’s has viewed P O B s  as a 
strategy fo r savings o n  carry ing charges as long  as the transaction was structu red 
conservative ly  and  ilie  assum ptions were reasonab le and attainab le . I ins 
requires a clea r financing p lan  inc lud ing  reasonab le assum ptions and  manageable 
leverage. P rudent expectations io r  investment re tu rn s and ih c  cautious use o f  
resu ltant savings he lp  insure a P O B  s success. A n o th e r positive fa c to r fo r  a 
P O B  is, o f  course, to  be lo r lu u a te  enough  to  sell lire  b ond s in a low  interest 
rate en v ironm en t, thereby Increasing the spread between Interest costs and 
investment re tu rn  expectations and  low ering  the isk o f  underp in  fiirm ance .'1

" h ld i  believes th.it P O B s . II used m od i la te ly  and In  con ju n c tion  w ith  a p ruden t 
app ioa i h to  Investing the proceeds and Other pension assets, ra n  lie a usefu l to o l 
in asset-liab ility  management I losvew r, a fa ilu re  to  lolinsv balanced and p rudent 
investment practices w ith  li  sped  lo  P O B  pioceeds c ou ld  expose the sponso r lo  
rua lket losses.

* Mote that to Hu* extent the POBs limit ilierioini.il annual contillrutlon, new lone term debt is created 
which could have an allcct on credit ratings not present it the POBs lund only the UAAL.
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Because a sponsor's un fu nd ed  pension liab ility  Is already factored In to  the rating , 
the Issuance o f  P O B s  s im p ly  moves the ob lig a tion  from  on e  part o f  the balance 
sheet lo  another. H ow ever. F ilc h  notes that P O B s  create a true  cleut. one which 
m ust be paid o n  tim e and in  fu ll, ra ther than  a so fte r pension  liab ility  that can 
be defe rred o r  rescheduled from  tim e to  tim e d u rin g  periods o f  fiscal stress. 
C onsequen tly , P O B s  can have a significant effect o n  financia l flex ib ility  over tim e.

T h e  actual ratings o n  the P O B s  w ill depend p rim a ri ly  on  legal structu re . G enera l 
ob lig a tion  bonds and annua l a p p rop ria lio n  P O B s  sh ou lu  be rated the sam e as the 
issuers o th e r genera l ob lig a tion  o r  annua l a p p ro p ria lio n  debt. O b lig a tion s im posed 
by law  P O B s  ate g ene ra lly  rated in  between: a no tch  be low  the issuers genera l 
ob lig a tion  b ond  ra ting  and  a no tch  above Its lease o r  o th e r annua l app rop ria tion  debt.

C. Structures

Because P O B s  are gene ra lly  payable d irectly  from  the genera l fund  o f  the state 
o r  loca l governm en ta l issuer, the s l r u u u . "  o f  the b ond  is.ue Ls usua lly  s im p le  and 
s tra igh tfo rw ard , vary ing p rim a ri ly  in  Interest ta le  m ode , using on e  o r a com b in a tion  
o f  the fo llow in g :

1. Fixed rate bonds. Because m e t P O B s  are issued, at least i l l part, to  achieve 
interest rate savings, m ost P O B s  are issued as fixed ta le  bonds. T h e  advantages 
are the same as fixed rate bonds genera lly ; nam ely , they lock Iri Interest cost, and 
W ith Interest rates at h isto ric  loses, ti lls  is a ve ry  a t lra c (i” e prospect in  Itself. T in ; 
disadvantages are: (i) the assigned Interest rate o n  the pension obligations funded 
svidr P O B s  is n o t fixed, so  interest savings cannot he fixed w i'lr le rtft ln ty  (see Section 
A o f  C h ap te r 3 ) ; and  ( l l)  fixed rate taxab le bond s ate usua lly  so ld  as nonca llab le , so 
they cannot be easily re funded  o r defeased i f  rates d ro p  o r e iicum slancex change (see 
discussion Sec tion  B o l C h ap te r -I).

2 . Variable rate demand bonds. Variab le  rate dem and bonds are bonds the 
ho lde rs  o f  svliic.lt m av lende r them  hack to  tin* Issuer or its agent u p on  s lro it n o li fe
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(usua lly  7  clays, but m ay be I day, 1 m on th  o r  o th e r pe riods ), fo r  a purchase price 
equal to  pa r p lus accrued interest. As a result, they bear interest at rates like, and 
have som e o i lie r  characteristics o f, sh o rt te rm  ob ligation s . Variab le  ra le  dem and 
bonds genera lly  require a bank letter o f  cred it, standby purchase agreement o r  o th e r 
facility to  assure liq u id ity  In  the event bonds are tendered and cannot be remarketed. 
Unless the Issuer Is h igh ly rated, variab le rate dem and bonds are typ ica lly  a lso cred it 
enhanced w ith  e ither b ond  Insurance o r  hank letter o f  cred it o r  o th e r cred it facility. 
T ire  advantages o f  variab le  n ilc  dem and P O B s  are l l ia l (i) th e ir interest rates are 
genera lly  lower I ban fixed rate bonds, and  (ii) they are usually  sub ject to  redem ption  
a l any lim e  w ith ou t p rem ium  and at n o  extra  interest rate cost fo r  the righ t to 
redeem . H ow ever, w h ile  the interest rate u sua lly  starts o u t  low er than  fixed rate 
bonds, the ra le  Is variab le and subjects the issuer to  interest rate exposure and  risk to 
the interest rate savings ob jective and  to  the risk  a ib itrage pension fund  investm ent 
ob jective fo r  issuing the P O B s  (see discussion in Sections A and  C  o f  C h ap te r 3 ). 
In terest rates m ay be affected r  - o n ly  by market cond ition s b u t a lso by the financia l 
c ond ition  o f  the Issuer o r  the cred it provider o r  liq u id ity  provider , In  add ition , there 
are risk , costs and  aggravation associaled w ith  renewal o f  any  bank  liq u id ity  o r  cred it 
facilities, w h ich usually have a te r r r  o f  one to  fiv<> years, com pared  to  the P O B s  which 
typ ica lly  I e a term  o f  m o re  th. i 2 0  years,

3 . Auction ru le bonds. A uction rate bonds appear to  be the m ost p op u la r cu rren t 
variab le ra le  m ode  at this tim e because they d o  n o t requ ire  a bank le tte r o f  credit, 
standby purchase agreement o r  sim ilar liqu id ity  fac ility  requ ired  fo r  variab le ra le 
dem and bonds o r  com m erc ia l paper. T ilts  is because auc tion  rate bunds are not 
pnttnb le back lo  the issuer but instead .ire sub ject to  p e riod ic  auc tion  (typ ica lly  every 
7 , 2 8  or 3,'r days) i f  the h o ld e r w ou ld  like lo  dispose o f  its bonds o i lie r 11 ton by d ireel 
sale. I In* in lc ic s l ra le is reset by  the auction  price and lends to  be mater ia lly  loss 
11 mi thi! then cu rren t fixed rates (fo r  exam ple, in the fa ll o l  2 0 0 3 , 7 -d ay  m iction  rate 
taxable P O B s  bore rates o f  rough ly  1,G5Vi'i- 1.1 59u com pared  to  3 0  year taxable fixed 
rates o l app rox im ate ly  5 .9 5 % ) . I lowever. there Is n o  .tvsurarieu llr .it auction rates W ill 
not Increase to  exceed the fixed ra le  a l Which the PO B s  c ou ld  have been o rig in a lly  
issued. Ii there is an .lu c tlu il w ith n o  buyers ( / r „  a tailed a in liu ii ) . the interest rate
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usually goes to the maximum rate (typically 12 to 15%). Failed auctions are rare. 

'D ie primary reason they may occur is (i) a cloud o f some kind on lire tax-exeinpllon 

of tire bonds (for example, an IRS audit or challenge lo the tax-cxemption of similar 

bonds), which is not a risk for most POBs because they are taxable; or (ii) a shock 

to the security for the bonds (for example, bankruptcy u f an important source of 

revenue) which is improbable with general fund obligations like POBs unless the 

Issuer goes bankrupt (which states cannot do under U.S. bankruptcy law, and cities 

and counties do very rarely).

•1. Indexed bonds. Indexed bonds are variable rale bonds I lint are not subject lo 

tender back to the issuer and, therefore, do not require a bank liquidity facility, and 

bear Interest at a fixed spread over a market index (typically either three nr six m onth 

LIBOR) reset at the end o f each accrual period (typically quarterly if three m onth  

LIBOR is used or semiannually if six m onth  LIBOR is used). LIBOR refers to the 

London Interbank Offered Rale and is published daily as page 3750 on the TeJeralc, 

Inc. news and information service (referred to as the Official LIBOR Page). Indexed 

bonds o f ibis lypc are used primarily io facilitate m arketing o f POBs oulslde o f the 

U.S. where investors are more accustomed lo LIBOR based Investments, but arc also 

attractive lo m any U.S. investors as well. Like auction rale bonds, index bonds may 

be subject to redem ption w ithout penalty. However, also like auction rate bonds 

there is no assurance that LIBOR indexed rates will not Increase to exceed lire fixed 

rate at which the POBs could have been originally issue '. However, unlike auction 

rates, lire LIBOR index is not affected by events affecting the POBs Issuer or tire 

POBs. Index bonds may also be swapped to fixed more efficiently and with little or 

no  basts risk compared to auction or o ther variable rate bonds because the global 

swap market Is primarily i.IBO R based.

5. Capital appreciation bonds. Capiial appreciation bonds (CABs) are bonds 

llial bear no current interest, w hich instead is accrued, com pounded (usually 

semiannually) and paid at the m atui tty of tile bonds. They are used primarily to 

reduce debt service In the early years A vailallon is convertible CABs, that fund  it n 

as CABs foi scu  tal sca r and then i unvert on  a certain date to current interest
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bonds (w ith Interest paid oil tin: then accrued value o f t he bonds, being the original 

principal am ount plus the am ount o f accrued, cornpot nded interest up to the 

conversion dale). Tire disadvantage c f  CABs Is that higher rates of interest are 

required in Older to market them .

C. Swaps. If variable rate bonds are used, the resulting interest rate exposure may 

be swapped to a fixed rate, in wlrole or in part using a floating-to-flxed interest 

rate swap. W hile swaps may often make a great deal o f sense in tills context I buy 

arc complex financial investments and beyond tire scope of ;hts pamphlet. It is 

im portant to make sure that ii a swap is to be used, It l> consistent with lire Issuer's 

objectives and docs not itself expose lire Issuer to  risks or consequences tire issuer 

does no t fully understand c,r are inconsistent witlr its objectives. For example, I f the 

purpose o f using variable rate POBs is to allow for refunding or early redem ption if 

rales drop or other circumstances change, the term ination payment tltat may be due 

on early term ination of tin* swap may offset the benefit of and effectively prevent 

refunding or redemption. There are also other circumstances in which a substantial 

term ination payment may be due from the state or local government stir Ii as default 

of the swap provider or downrating of either party, as well as other terms tfr.it < an be 

modified to suit the slate o r local government's objectives. Expert advice should tie 

sough' before entering into any swap.

D. Payments to the Pension Fund: Whole or Part

POBs rnay be issued to pay all or any part of die UAAI. or (depending on 

applicable stair- law) the normal annual contribution." Frequently, tlvueis choose 

to use POBs to unci nn' a portion of the UAAL. generally to avoid or reduce the 

concerns described in Chapter I. lire portion o f the 1IAAI. funded may Ire (I) a 

percentage ol lire total UAAL ,ls ol the date ol Issuance Ol the POBs, or (2) all ol

1 Depending (ei -,t,ito l.isv and linanclrg strnrtare, it may also be possible ro bn,one lutuic year's 
nurm.il annual {niliibuhim .intl/vi unfunded liability i .-aied by investment lusve:- no! yet realized 
due to .'Cb .iiial simioihlnij methodologies (which phase In investment coins ami lasses over j  period 
nl, usually i to y. years).
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certain years contribu tions to the UAAL. If agreed to by the pension system, the 

second approach can result In suspension o f all UAAL contribu tions during those 

ycais (for example, the next succeeding 10 years). At the end o f die period, the 

UAAL w ill be recalculated and amortized over the remaining orig inal term o f die 

UAAL. T he risk o f this second approach to partial payment o f the UAAL, which 

Is much less common than the first approach, is that il investment performance o f 

the pension fund Is substantially Uelow die assumed rate o f return, there could be 

a significant Increase in die amount o f UAAL to be amortized over the remaining 

term. To a degree, that risk can be addressed by subsequent issue-, o f POBr. (before 

'ii after the date o f recalculation).
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CHAPTER SIX

Tax Issues

A. Taxable Bonds

Most POBs nr" taxable. That is, Interest on the bonds is Included in gross income 

for federal tax purposes, although they are usually exempt from income taxes of Ihe 

stale in wilted tile issuer is located. This affects not only the interest rate at which 

tin POBs arc sold hut also the types o f investois to which dicy aie m arketed (for 

example, corporate pension funds, charitable endowments and otheis util subject to 

Icdcral Income tax and. fo r some of Ihe larger Issues. non-U.S. Invesiois). There arc. 

however, a lew circumstances In which POBs may be tax-exempt.

W hy most POBs are taxable, with these few exceptions, is explained beiow.

B. Tax-Exempt POBs Prior to 1986 Tax Act

Prior 10 Ihe enar nnetit o f Ihe Tax Reform Act ol 198li (the "1986 Tax Ai "),

POBs Ural Were properly structured could bear .uteres! that Was excluded from gross 

Income for Icdcral tux pur poses. 1 lowtver, to  get tux-exem; treatm ent, investment 

o f bond proceeds lor the benefit o f  the covered employees and former employees 

had lo he designed so that lire Issuer/employer did uol benefit from the liiveslment 

in any way oilier 111,111 relieving the issuer o f tire responsibility ol paying its retirees.

Il proceeds deposited 111 the pension lund were expected lo he invested 111 securities 

01 obligations with a yield higher than the yield on the POBs, the issuci s obligation 

to  make additional contrlbiidons into the fund would be reduced in the future, a
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prohibited anticipated direct benefit from the Investment o r the bond proceeds hy 

tin: pension fund.

H o ve.er, the situation was different where the Issuer contracted with someone else 

to take over tile responsibility o f m aking payment to  the retirees and paid for that 

transfer of risk w ith proceeds o f POBs -  lor example, hy purch ising an insurance 

com pany annuity wltereby the insurance com pany took over all liability for the 

payment of the pension benefits. In that case, die Insurance company bore the rises 

and benefits o f invcslmen' ivturn -  the issuer got no benefit from investments made 

by the Insurance company even if the expected investment return was reflected in 

the price paid by the Issuer for the annuity policy. In addition, the purchase of an 

annuity was not treated as the purchase of a “security" or "obligation" under the tax 

law. A num ber of lax-exeinpl POB transactions were consum mated In Ihe early 

1980's in which the proceeds were deposited into a pension fund and were used to 

acqulir insurance, com pany annuity contracts.

C. Tax Reform Act of 1 9 8 6 ; Transition Rules

1. Stopping New Issues of Tax-F.xempi Pension Bonds. As 1 result of the 

threat o f a proliferation of tax-exempt PO B issues. Congress decided to amend the 

lax law to pievent if  investment o f tax-exempt bond proceeds in arihulty contracts 

Nev. rules were adopted in the 1986 Tax Act. “Investment type p roperly" including 

annuity contracts, was added to  "secui'ttes" and “obligations' as potential arbitrage 

investments In addition, because of the urgency with wl.lt It it viewed the matter. 

Congress included a spe lal eifei live date rule In the 1986 lax Act ii-latmg to annuity 

contiacts which applied to all bonds Issued after September 25. 1985 The 1986 lax 

Act essentially ended the Issuance o f lax- exempt POBs lor the purpose of depositing 

the proceeds into a pension fund or ior the purpose ol puicliasing annuities 10 replace 

I he Issuer's responsibilities to  Us retirees, except a . described below.

2. Transition Rules [or Refundings of POBs. T h  ■ status ol icbindings of pie 1986 

Tax At l POBs was not specifically atldiessed In tile 19%  lax A d  In connection 

with two later tax acts, the Technical Collections Hill of 1988 and Tec/ ntc.il and
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Miscellaneous Revenue Act o f 1988, Congress attem pted to clarity its position on 

refundings. W hile the statutory language and legislative history ate a bit confused, 

the related House, Senate, and Conference Committee Reports Indicate that Congress 

Intended generally to permit one advance refunding of pre-September 25, 1985 PO IL 

(at least whi m tin; am ount of the refunding Is not greater than the am ount of prior 

bonds). Additionally, the legislative history indicates that Congress Intended lo 

permit any num ber o f  current refundings o f pre-September 25, 1985 POBs where 

the refunding bonds do not additiomti'y burc'-n the tax-exempt market, but merely 

replace existing lax-exempt debt.

D. Columbus .use

T he State o f O hio created a stale fund into which municipal corporations in the 

Stale were required to transfer, on January 1, 1967, all existing assets and liabilities of 

their lot al pension funds f ir police and firefighters. Under the State law. all pension 

liabilities accruing after tile transfer .tiulcl be supported by current employer and 

employee contributions. However, while the Stale fund completeiy assumed the assets 

and liabilities o f a city's retirement fund, the law mandate ! the city pay lo the fund, 

either immediately or over time, an am ount equal to the present value of the accrued 

hut unfunded liability determined at the time o f  me transfer. The City o f C olum bus 

opted lo satisfy Its obligation over lime together With the requited Interest.

In 1993, the State modified lie law lo allow any city still owing money to the 

fund to extinguish Its remaining UAAL in return for a single payment equal to 65V » 

of the then unpaid principal balance T he City decided |o  prepay its obligation. 

However, upon heating that the City was going tn Issue lax exempt I tot ids to luiul Its 

prepayment, representatives of the Internal Revenue Seivue notified tile C ity that 

i 1 icy would assert that interest on  llu  c bonds Would be taxable. 1 he Cuv sought a 

private letter ruling Imm the Internal Revenue Service and received ,m adverse nil ng 

which It appealed to the Tax Court

In tin* i unit proceedings the Set site  argued mv ng oth-i things, that the discount 

the City received *-n the prepayment o f Us obligation u me final was a form  of
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Investment return and thus created Impermissible arbitrage profit. The Service 

reasoned that the pricing o f the prepayment reflected Ihe expectation of the State fund 

that would be able to invest the am ount of the prepayment at n yield matt rially 

higher than  the yield on the City's bonds. As a result, Ihe Service believed that bolh 

the City and State fund would benefit form the earnings on the investments. In 

addition, the Service argued that the prepayment constituted the use of bond proceeds 

lo acquire "investment-type property" at a yield higher than that on the bonds (after 

Inking into account the discount received on (lie prepayment) in that absent the 

discount pricing of the prepayment there would he no economic savings for the City.

Ultimately, the City prevailed on appeal as the C ourt of Appeals concluded that 

there was an existing obligation of die City to the State fund, the City would not 

benefit from the Investment of amounts by the Slate fund and (lie prepayment of (lie 

City's own debt obligation to the State Tund did not constitute Ihe acquisition of 

Investment type property by the City. The City was then able lo refund its obligation 

to (he State fund by issuing tax exempt POBs.

Willie the unusual facts in this case have application beyond (he C ity o f Columbus, 

such application Is likely lo  be fairly lim ited and lo attract unfavorable attention 

from the Internal Revenue Service,

E. Tax-Exempt Working Capital Bonds

W hile directly issuing bonds to deposit (he | orccds Into a pension luiul does not 

appear to  be nerntilled under current lax law governing tax-exempt bonds, in ccriuln 

cases it may he possible foi a slate or local government to indirectly fund ihe i uncut 

year's pension deposit Foi example, .1 slate or local government may Issue short 

term  la ;  ot revenue anticipation notes or long tu rn  working capital bonds to  finance 

<i cash IX budget deficit or a so-called structural budget delicti. I he deficit analysis 

would include any cash How di'heil relating lo  the stale 01 local government s 

obligation to d -posit am ounts Into Us pension fund

Il may be that ibis type of lliiaiu ing Is best done so tli.it the I infill pioi veds an­

nul I qillred to be deposited Ii the v ision  lund, but ralliet, are u ,n l . 1 fund deficits
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created by working capital expenditures Including the deposit o f am ounts In to the 

pension fund, in  other words, it is im portant that the bond proceeds nol be "traced" 

in to  the pension fund or required lo be deposited there and Hu onils should not be 

called Pension Obligation Bonds.

Among o ilie r things, long term bonds o f this type would bring In to play the 

application o f some complex federal tax rules relating lo when proceeds can be 

treated as spent, allocation o f the deficit in sizing Ihe Issue, perm itted am o rll/a lio ti 

structure, the application orso-called "o lhc i replacemen! proceeds" rules, applicable 

yield and ether investment restrictions, post-Issuance compliance matters, plus the 

Inleisection in sizing and m post-issuance compliance w ith the Issuance o f normal 

tax or revenue anticipation notes and any other short term o t long term work ing 

capital obligations.

F. Investment of POB Proceeds in Municipal Obligations

The primary tax problem in the use o f tax-exempt POBs to make n deposit lo a 

pension fund is that the proceeds are uol Heated as spent, but rather are heated as 

invested. Moreover, under the so-called "proceeds spent I.lsi" role applicable lo 

working capital financings, these proceeds cannot he treated as paid out lo pension 

recipients until all other available amounts are first expended, which as a p ra -ilr.il 

mailer, means (hat Ihe pioteeds will never be deemed expended Unless the 

investment yield on (he investments in tin: pension fund is s.ol mote than  die yield 

on the bonds, the bunds svill become taxable aibihage bonds, 'u  addition, the 

"hedge, build’ rules would result in tile blinds being treated ,s taxable hedge bunds 

unless the issuei actually expected to spend the proceeds svltliln a three or five-year 

Unit: liartie. taking Into account the "proceeds spent last iule.

I losvever, under bolh the arhitiage rules and the hedge bond lilies, interest on  die 

bunds used lo hi ul the |k-ilsIoii lu id ■ ould he tax e.xeoipi II lh<- issuer invested the 

pioi ecds of the bunds in m unicipal obligations the Interest on  which is not subject to 

die alleiuoiiw- m inim um  tax (so called "non AM i mu-ili ipal bunds) I imler tlw-.e 

piovlslunsas long as the amount ol nun-AM 1 municipal bond investments in die
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pension lund is ;ii least equal to 95%  of tile am ount o f POBs outstanding at any 

lime, interest on the POBs will be tax exempt. As the POBs are amortized, there Is a 

similar reduction In ihe am ount required lo he Invested only in non-A M T municipal 

bonds in the pension fund.

W hile tills structure allows for POBs to he I'sued as tax exempt, Ihe benefit of 

the tax exem ption on the bonds may be outweighed by the lim itation on the type 

of Investments allowed with the proceeds.

G. Other Considerations: Effect on TRANs

Tax and rcveni ..itlclpation notes (TRANs), are typically Issued by slate and 

governmental units o f  all sl/es to fund the annual cash llow deficit which arises due 

to the tim ing mismatch between annual revenues and annual expenses. TRANs are 

almost always issued as short term notes with m aturities ol IB m onths or less and are 

repaid at or shortly alter the end of the fiscal year by which lime u is expected that 

revenues will have "caught up" with expenses. To the extent the PO B  proceeds are 

used to fund a deposit to the pension fund tli.it otherwise would have been made out 

o f current year's revenues, the dciicil will be likely be reduced by Ihe same amount, 

impacting the sizing of a n y !  RANs issued lor lli.it year, The one i iKurilstailcc wlv re 

tills would not happen Is if the calculation of the m axim um  cash llow deficit used In 

sizing the TRANs shows that It Is Inclined prior to the time ol the pension deposit.

In that case, the use of p.occcds lo make that deposit would noi have any Impact on 

the si/e of die TR A N  issue.
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Federal Reimbursement Issues

Certain costs o f state and local government in administering programs under 

grants ftom  or contracts with the fedetal government are eligible for reimbursement 

from the federal government, Such costs include compensation and benefits, 

including pension benefits, of stale or local government employees for the. time 

devoted to  the adm inistration o f such programs. Such allocable pension benefit costs 

even Include the Interest assigned to  the slate o r local governm ents unfunded liability. 

T he principles governing such reimbursement arc set ou t in Office o f  Management 

and Budget Citctil.it A-87. Some states have similar programs for reimbursement of 

local governments lor costs related lo  the administration o f stale programs.

POBs replace the state or local governments payment o f some or all of these 

pension costs with payment of the principal o f  and Interest on the POBs. Issuers 

will want lo be comfortable Dial Ihe leder.il government will Heal debt service on 

Ihe POBs a' die surrogate for the pension obligations lutitled 01 refunded with llie 

POBs and will continue to  rclmlniise Us allocable share. Statements have been 

issued by die Office of M anagement and Budget and the D rp.utinent of 1 Ieallli 

ami I Ionian S m it  es lo llie effect dial the POBs. Including principal (representing 

.1111011111'. paid lo die pension lund), inieiest and ■ osis ol issuance, will be allowable 

as the pension losts loaded or refunded ihereby, so long as die POBs ore noi more 

cosily lo the ledeial government than tile tegulai pension costs funded or refunded 

over die remaining life o f the unfunded lubiil.y I lie same principles should apply 

10 refunding Pi )P<s. I'll! 11 HI details of federal and Male reimbursement programs are 

beyond die scope ol I his pamphlet

CHAPTER SEVEN
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CHAPTER EIGHT

New York

A greater num ber of POBs (roughly 95) have been issued by the state and local 

governments In New York over the past decade than from any o ther state.

Thu Issuance of POBs by local governments In New York was first aulhoii/ed In 

1089. T he Slate and Local Employees Retirement System ol the State o f New York 

("HRS ), the New York State Police and File Retirement System ("PFRS") and the 

New York State Teachers Retirement System (“TR S”; in the aggiegate referred to as 

the "NYS Rctiiem enl System") wet.- all modified in 1989 with respect to the m ethod 

bv which Ihe annual contribution am ounts were to be calculated in the lulure. As a 

result, each system was significantly underfunded, requiring a “catch-up" payment to 

return to  actuarial full funding. Participating local governmental units were offered 

the option o f (1) am ortizing the UAAL am ount due by a date certain through a 

direct loan from the Stale which carried an 8%  (foi TRS) or 8'/(%  (for HRS and 

PFRS) rate o f interest until the liability was fully met, ur (2) financing the UAAL 

through the issuance ol general obligation bonds over a statutory period (applicable 

to the particular retirement system), or (3) paying cash by (lie date certain. Few local 

governments, except small jurisdiction', w ith few employees, took the third option.

Din ing die period 198!) through 1993. counties, cities and linger school districts.

In particular, issued general obligation bonds lo pay oil (heir then current balance 

of unnnioriizcd UAAL whenever interest rates dipped sufficiently to permit a lower 

net interest cost on  (heir own bonds than the 8%  or 8'/,% rate being clanged by the 

Stale. D uring lilts period, local governments could Issue ten year general obligation 

bonds svilli net interest costs in the range ot 6-u to  7.375Vo depending on then credit 

rating. T he 1989 legislation further provided lll.it at sue Ii time as the remaining 

.uuoili/.itlon period was less than live yeats, local gove am ents could no longer issue
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their own dr.bt lo pay off the outstanding balances. I  Ihis. with a perm itted 

m aximum statutory amortization period o f seventeen years fur most UAALs, the 

possibility of financing of the 138!) UAALs ended in the 2001-2002 fiscal year o f 

most local governments.

Beginning in 1995, the Statu adopted legislation almost every year creating new 

n'Lirument incentive programs for various categories o f  State and local government 

employees, largely to support a goal o f efficient downsizing of government. Generally, 

the legislation establishing these programs did not at the lime include provisions 

for financing of Ihe resulting unfunded liabilities. Such costs, which added lo any 

existing UAAL, were paid e 'ther by amortization through the NYS Retirement 

System or by cash.

C oncurrently In this time period, another type of pension-related program was 

developed oy the State legislature which authorized local governments to  create 

service award and defined benefit programs for volunteer ambulance and fire-fighting 

personnel. T he legislation perm itted the financing o f contributions lo certain o f 

such programs alliibutable lo years o f volunteer service rendered during the live yeais 

prior to adoption o f such programs. Such financing cannot be amortized over a 

period exceeding five years.

In 2003, new legislation was adopted for the purpose of sti uctural reform in ti 

m ethod and m anner o f employer contributions to the NYS Retirement System, 

which legislation also Included two provisions foi the issuance of POBs:

1. Local governments are now perm itted to  issue POBs lor any outstanding 

obligations lo the Stale lot any existing retirement incentive piogram  {i.e.. 

the retirement incentive piogiam s established annually in the yeais hum  1995 

lliiougll 2092). (This provision was drafted by Orrick attorneys oil behalf 

of the New York Slate Association of Counties.) 1 he amortization period Is 

lim ited to  live years.

2. Similar to the 1989 legislation, a local government (and the State Itself with 

legal<1 to Its own employees) is perm itted to amortize a portion of its normal 

annual contribution lor one fiscal year - that is. local governments ate permitted
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to amortize the am ount due on Decem ber 15, 2004 to the ERS or Pl’RS 

com ponent o f the NYS Retirement System (except deficiency payments, 

adjustments relating to prior year payments, obligations for retirement incentives 

or other similar amounts) to lire extent that such am ount exceeds 7%  of the 

estimated "pensionable salary" base for the then current Ilsr al year (2004-2005). 

T his "amount eligible for amortization" may be amortized over a five year period 

at 8%  with the Stale, or local governments are authorized lo Issue their own debt 

obligations lo pay such am ount, w ith m axim um  m aturity not to exceed five 

years. O n  or about October 15, 2003, the State Com ptroller is to determine 

the “am ounts eligible for am ortization.”

T he only type o f financing specifically authorized for POBs in New York Slate 

are general obligation bonds (which obligations include a pledge of the full faith and 

credit and taxing power of the local government). These bonds must be issued in 

the same manner, under the same procedural requirements and subject lo the same 

debt limits and other constraints its for any capital project of the local government. 

Mandatory or permissive referendum requirements applicable to  general obligation 

bonds of the particular typo of local government apply to bond resolutions 

authorizing POBs. For example, school districts must receive voter approval before 

Issuing debt for any purpose authorized by the 2003 legislation. (Note that the 

legislation in 1989 exempted such school district POBs from the voter approval 

requirement; this omission In lire 2003 legislation may be corrected during a future 

legislative session.) Likewise, fire districts would need prior voter approval. T he bond 

resolutions of counties, towns and villages which authorize payment for five years 

or less are not subject to m andatory or permissive referendum. Similarly, city bond 

ordinances should not lie subject lo mandatory or permissive referendum unless 

specified by applicable special city charter provisions.

Once a bond resolution has been adopted by a local government authorizing 

the Issuance of POBs. it Is generally necessary to publish a legal notice o f estoppel 

including a •uinuiaiy ol the bond resolution and allow die 20 day estoppel period 

to elapse prior to  the sale ol the POBs. T he purpose o! lire estoppel notice is to 

ensure that debt issued by the Iota! government cannot hi' challenged on any basis.
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procedural or otherwise, except on constitutional grounds once the estoppel period 

elapsed.

T he New York Slate Legislature has also authorized the State Itself lo borrow In 

order to fund its UAAL on at least two occasions. In 1996, the Slate through the 

Dorm itory Authority o f the State o f New York issued S773.475.0U0 of POBs as 

annual appropriation debt . These bonds bad a final maturity In 2003. T he 2003 

legislation described above also amended the Stale Retirement and Social Security 

Law to  authorize the Statu to amortize a portion of the State's contribution bill for 

the fiscal year ending M arch 31. 2005. The amortizable portion is calculated in the 

same m anner as that perm itted local governments. Likewise, the State may cither 

amortize that portion through the office o f the State Comptroller for five years at 

8%  or issue POBs.

AN INTRODUCTION TO

CHAPTER NINE

California

Pension obligation bonds iiad their start w.-.h the famous C ity of Oakland, 

California pension bond financing In 1985, the first PO B in the country, which 

O n  ick helped to Invent and for which it served as bond counsel. That financing 

and a num ber o f copy-cats that rapidly followed were lax-exempt and primarily 

driven hy then legal arbitrage possibilities. As explained in C hapter G, tax-exempt 

POBs largely came to art end with the introduction of tax legislation that became 

part o f the Tax Reform Act o f  1980.

A new taxable version of POBs surfaced in late 1993. During the last decade 

since, thirteen or so cities and seventeen or so counties in California have issued over 

60 POBs (second only to New York) aggregating more than SI 1 billion (more than 

from any o ther state). W ith the exception of one tax-exempt transaction rule (see 

Chapter GC) POB transactions issued as lease revenue bonds, all o f thesz POBs 

have been issued under the local agency rebinding law (drafted by O rri:k  a few 

years before for other purposes). California t itics and counties do not rave specific 

authority to  issue POBs.1, 1 Iowever, the local agency refunding law is .nailable to 

all local public entities in California to refund prior bonds or "other ev deuce of 

Indebtedness." T he pension obligation to the county pension system, the California 

Public Employees Ri-llremem System or o ther retirement system is memorialized as a 

"debenture," thereby becoming an "evidence ol indel 'cdness. vviii, h can he refunded 

hy POBs under the local agency rebinding law

• Ihe Stale ol California enacted specific authority lor State I’OBs In jcoj.
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CITY/COUNTY
ISSUER INDENTURE

The POBs are typically structured as obligations payable from the general fund 

of the city o r county issuer. They are not full faith and credit taxing power general 

obligation bonds backed by the Issuers taxing power, because the California 

Constitution's debt lim itation requires such type of bonds to he approved by two- 

thlrds ol the electorate. Instead. California POBs have generally been designed to 

he valid w ithout voter approval under a judicially created exception to tire State 

C onstitution debt lim itation, which exception is generally referred to as "obligations 

Imposed by law". See discussion in Scciion A2 of C hapter 5. Because this exception 

lo the Constitutional debt limit was and Is m uch less developed in the case law' (few 

cases not directly on point) than tire o ther two judicially created exceptions (lor 

lease financing and revenue hands) each PO B issue lit California lias been validated 

pursuant to California’s validation statute (Code of Civil Procedure §§8G0 vtset/).

W hile there have been m any validation actions for POBs, so lat they have all 

ended with a default judgm ent and no published opinion, m eaning that they have 

no pieeedentlal value or application to any transaction other than llie specific 

I ransact lor i (x) val Idated

W lial is validated in such validation actions is not legal principles hut 'lie  bonds 

.aid the other principal legal docum ents approved in a bund resolution. Before lire
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validation action is filed. It Is necessary for tire state or local government Issuer to 

lin t adopt the resolution and authorize lire bonds, ihe documents and lire validation 

action. T h e  validation action is filed in lire superior court of Ihe county in which tire 

issuer is located, and an order for publication of sum m ons is received. Sum m ons 

can then be published (usually in a nesvspaper of general circulation in the city or 

county in which the Issuer Is located), whicii takes a m inim um  of 21 days. If no one 

answers tire complaint by the dale specified In the summons, which m ust be at least 

10 days after completion of publication, (he clerk can enter a default, and schedule a 

hearing before the judge for the default judgm ent (the timing of which will depend 

on lire jurisdiction, and may Ire a day or two or, In some jurisdictions, at least 15 days 

after the clerk enters ihe default).

So assuming lire very best case, obtaining a validation judgm ent lakes a m inim um  

ol 31 lo j 6  days (depending on the jurisdiction) after filing the validation complaint. 

O f course, issuers are at tiie mercy of the judge and tire clerk, and it sometimes 

takes a week or more to get an order for publication of sum m ons, or longer than 

15 days after the clerk enters a default to schedule the hearing. In addition, the 

judge could take lire m atter under submission for an indefinite am ount ol time, 

or even disagree with the proposed default judgm ent, and decline to validate the 

transaction. Once granted, tire default judgm ent may be appealed on Jurisdictional 

grounds within 30 days. Thcrcfoic, it Is typically assumed that the validation action 

will take approximately GO days (not including the appeal period). It is generally 

considered reasonable to sell the POBs without waiting for the 30 day appeal period 

to run, assuming no one lias answered llie complaint, because the grounds for appeal 

are so narrow, hut usually tire bond closing does no t occur until after the appeal 

period lias expired.

If som eone does answer (lie com) laint, then Ihcre is true iwo parly iiligalion on 

die merits. W hile some expedited procedures aie available, the tim ing for resolution 

of the litigation cannot lie predicted, and may take m any m onths unless settled or 

abandoned So far, no one has answeied the complaint and default judgm ents base 

been obtained for every city and county POB issuer. ! lowcver, lire same was not true 

ol die Slate ol California, whose validation complaint was answered by llie I Inward 

Jarvis Taxpayers Association, and irsiiltcd in a decision on September 23. 2003 hy
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the Sacramento County Superior C ourt declining to validate the States proposed 

POBs. which decision, .as ol this writing, is being appealed by the State.

T he validation actions can and usually do validate not only the POBs lo be 

issued but also any future POBs or refunding POBs. Not all validation actions 

are as inclusive or as flexible as they could be (some leaving ou t future new money 

or refunding POBs or costs o f  issuance or locking in semiannual interest payment 

dates, etc.), and must be carefully teviewed before relied on  for future POBs or 

refunding POBs.

Note, as m entioned in Section A2 of C hapter 5. that the "obligations imposed hy 

law" concept that is generally used to support POBs in California does not support 

reserves or capitalized interest because inclusion of such components in the bond 

issue are considered volitional noi m andatory (as evidenced by llie num erous 

California POBs issued wiihoui them) and therefore noi "obligations Imposed hy 

law." Costs o f Issuance, on Ihe o ther hand, can be included on  the theory that they 

cannot be avoided. T he Inability lo Include capitalized interest makes achieving 

current budget relief more challenging (see discussion of slrucluie options in Section 

C o f Chapter 5). Altornallveiy, the POBs could be issued as annual approprialion 

bonds or asset-strip lease levenue bonds (see Section A3 and '1 of C hapler 5), which 

can include reserves and capitalized Interest.

AN INTRODUCTION TO

CHAPTER TEN

Oregon

State and loeai government issuers in Oregon have been among the m ost active 

users o f POBs to finance their share o f unfunded liability to the Oregon Public 

Employees Retirement System. POBs are issued in Oregon either as lim ited tax 

bonds or as revenue bonds.

Prior to the passage of the Pension Bonding Act in 2001. the Cily o f Portland, 

M ultnom ah C ounty and Josephine C ounty Issued significant sized PO Bs under 

Oregon’s Uniform Revenue Bond Act. In 2001, the Oregon Legislative Assembly 

approved the Pension Bonding Act (which Orriclt attorneys were involved in 

drafting). T he Pension Bonding Act granted authority to "governmental units,” 

including cities, counties, school districts, special 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 lo voter approval or annual approprialion and may be issued by 

local governments individually or Jointly,

Significant pooled PO B issues have been done by Oregon school districts, 

com m unity college districts and local governments. In these transactions, the 

participants pledge their full faith and credit w ithin (lie limitations of llie Oregon 

C onstitution and issue limited lax bonds, payable irom available general funds of the 

issuer. Available general luuds include all ad valorem property tax revenues received 

from levies under each issuers permanent rate limit and all othei unrestricted taxes, 

fees, charges and tevenues legally available to pay debt service on  ihe POBs. "I he 

Issuers are not authorized to levy additional taxes lo pay llie POBs.
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In the pooled school district and comm unity college district transactions, indivldua 

districts issued limited tax POBs in favor o f  a bond Trustee, which in lurn issued 

obligations that represent a proportionate and undivided interest in and right to 

receive POB payments pursuant to a Trust Agiccment. T he POBs were further 

secured hy an Intercept Agreement between the State Departm ent o f Education and 

the school districts and com m unity colleges under which the Trustee was authorized 

to Intercept specific education revenues otherwise paid by the State to the school 

districts and com m unity colleges In an am ount equal lo the debt service on each 

issuer's POBs. Specific examples o f recently completed Oregon pooled POB issues 

include! 5153,582,299.60 Oregon C om m unity College Districts Limited Tax 

Pension Obligations. Series 2003 (Federally Taxable); 5927,079,763.45 Oregon 

School Boards Association Lim ited Tax Pension Obligations, Series 2003 (Federally 

Taxable); and 5238,743,693.40 Oregon Local Governm ents Limited Tax Pension 

Obligations, Series 2002 (Federally Taxable). Each of the pooled transactions have 

been enhanced by bond insurance By pooling these transactions, the issuers were 

able lo increase the am ount o f bonds sold, which increased access to  investors, and 

lo lower interest rates anti reduce costs o f Issuance.

INVESTORS

OBLIGATIONS

DISTRICT DISTRICT DISTRICT DISTRICT
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O ther jurisdictions, including the City o f Portland, City o f Corvallis, M ultnom ah 

County, M arlon County, Josephine County, Eugene W ater and Electric Board and 

Portland C om m unity College Dislricl have sold POBs on a stand-alone basis.

As an alternative lo issuing POBs as limited lax bonds pursuant lo the Pension 

Bonding Act as described above, Lssuers have the option lo issue POBs as revenue 

bonds pursuant to the Uniform Revenue Bond Act or the Pension Bonding Act.

The Uniform Revenue Bond Acl allows municipalities to issue revenue bonds for 

any public purpose secured by designated “revenues," which may include taxes and 

virtually all other general and special lund revenues and receipts of the municipalities. 

T ltc Uniform Revenue Bond Act requires notice and a GO-day referendum period 

during which revenue bonds are normally subject to referral to a vote o f the electorate 

if within llie 60-day period 5%  or more of die voters file pelllions requesting a 

vote on llie bonds. Revenue bonds issued pursuant lo Ihe Pension Bonding Act are 

exempt from this requirement.

In a special election on September 16, 2003, O regon voters approved an 

am endm ent to lite Oregon C onstitution that authorizes llie Stale Treasurer lo issue 

POBs as general obligation bonds ol' tiie Slale of Oregon for llie purpose of paying 

substantially all o f the Slates UAAL. T he am endm ent provides that the general 

obligation of the Stale m ust contain a direct promise on behalf o f the State to pay 

the principal, premium, if any, and interest on that indebtedness. T he State also 

will pledge its full faidi and credit and taxing power to  pay dial indebtedness; 

however, llie ad valorem taxing power of die State may not be pledged lo pay that 

indebtedness. The am ount o f  POB indebtedness authorized by die am cndnicm  that 

may be outstanding at any tim e cannot exceed 1% o f the real market value of all 

property in the State. The State presently expects to Issue approximately 52 billion 

in POBs and to list them  oil die Luxembourg Stock Exchange in older to facilitate 

sales to European investors.

In 20U3. the Oregon Legislative Assembly made substantial changes to Oregon 

PERS. The am ount of litigation surrounding PERS in O tcgon is increasing, and a
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num ber o f challenges to the legislative changes are pending in the courts. Several 

lawsuits have been llled in ihe Oregon Supreme C ourt and in the federal district 

court in O regon seeking to have changes that were enacted to PERS enjoined or 

declared an unconstitutional impairment o f contract or unconstitutional Inking of 

property. Although these cases ate not directly related lo any particular bond issues, 

their outcom e could have far-reaching implications with respect to PERS and related 

liability.

AN INTRODUCTION

CHAPTER ELEVEN

Similar To POBs

Pension obligations are similar to other stale and local government non-bond 

obligations, which It may be possible to  fund in a m anner similar to POBs. W hile 

ibis pamphlet is intended to cover primarily POBs, and they are the most frequently 

used and highly developed of (his category, it is useful to note, at least briefly, that 

there may be other applications of the same concepts discussed above. Several 

examples (not an exhaustive ILst) ntay include such other actuarially based insurance 

or benefit obligations as workers compensation, health benefits and unem ploym ent 

insurance or such non-actuarlal obligations imposed by law as court rendered 

judgm ents for damages against the state or local government and, in California, 

county obligations under the Teeter delinquent properly tax program.
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Research

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.

H o w  P O B s  W o r k

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 t. c: POB is sized and sold, the net proceeds are 
placed in the pension trust fund to be commingled with the other funds, and usually invested according 
to the existing asset allocation guidelines (see Chart). Thus, the 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 
POB 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 3nd obligor, would then be projected to achieve lower total 
pension contribution and debt service costs than it would have if it had not soid the POB.

P e n s io n  O b l i g a t i o n  B o n d  M e c h a n i c s

Issuer/employer 
(state or local government)
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I  B r i e f  H i s t o r y

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 $15 billion of POBs had been issued. The years 2000 and 2001 were 
slow from a POB standpoint, with 2000 correlating to the apex of U.S. public pension funding at an 
average funded ratios of slightly over 100%, up from only about 80% in 1990. These robust funding 
gains were fueled by above-average equity returns during the period and a general shift in the 
weighting of public pension assets to this asset class from fixed-income. The corollary to a high funding 
level is a lower or nonexistent UAAL. Falling funding ratios, now estimated to be heading towards the 
90%, have been exacerbated by a combination of adverse circumstances, some uncontrollable and 
some self-inflicted. These factors include the decrease in asset values from poor equity returns and the 
increase in liabilities from benefit enhancements and demographic changes (for example, members 
living longer). The second wave of POBs, driven by burgeoning unfunded liabilities, 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 Illinois, which 
issued in June of this year, now holds the POB record for sheer size at $10 billion □  almost four times 
larger than 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.

I P O B  R i s k s

The principal risks to the issuer of a POB fall into a number of categories:

• Arbitrage (investment return/POB interest cost);
• Leverage;
• Market risk; and
• Political.

POBs are essei tially an a o't ’age play, the success of which is dependent on the premise that the 
pension fund assets (including POB proceeds) will earn on average more than the interest cost on the 
POBs and hopefully the a * ; -jmed investment return rate (generally about 8%) or better each yr ar for 
the life of the bonds. If the '• onds are sold at an interest cost of 6%, for example, the spre^ ' could 
generate handsome savings if the investment returns goals are met over the life of the bo. js. The 
problem is that there is no certainty that the average 8% return will be realized over time, and therein 
lies the principal risk of the POB to the issuer. If the pension fund earns 8% or more on the POB 
proceeds, then the result will be success by virtue of having to pay lower pension-rotated costs 
(contributions plus POB interest) than without the POB. 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 P03 debt service costs but also higher contribution rates attributable to new unfunded 
liabilities from under performing investment returns. If returns are above 6% (as in the example above) 
but 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 some impressive investment returns, no pension fund consistently earns 8% 
or higher every year in perpetuity; returns vary dramatically and may (or may not) average the 
investment return assumption or even the POB interest rate cost. The POB paradigm has a goal to 
average or beat the 8% investment return assumption over the long-term. Witn the appropriate asset 
allocation strategy this goal may be attainable, but market experience over the last several years has 
led some to believe that an 8% return assumption may be too aggressive.

Another factor in evaluating the success of a POB is that its full effect can only fully be tallied at final 
maturity 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 investment gams erode, and at maturity are pronounced a failure. 
Conversely the exact opposite may be true, with poor results in the early years later overcome to 
achieve projected benefits 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 (maybe significantly), than the 8%
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bogey. We do not have to look back very 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 only 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 service costs due to the POB.

The risk of adding too much leverage is another factor for POB issuers to consider. Borrowing for any 
purpose increases leverage, and incurring debt to pay unfunded liabilities is no different. While the 
issuer is substituting one type of long-term liability (POB) for another (UAAL), there is a difference. 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 negative consequences. Therefore, the size of the POB 
relative to the total debt structure of the issuer must be measured in terms of what level of debt service 
can be managed if actual future investment returns do not meet the original POB plan projections.

Because POBs generate very large infusions 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 
investing 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 strategy because 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 are 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, 
("Pension Obligation Bonds: Unique Rating Documentation", RatingsDirect, March, 4, 1999), POBs can 
become victims of their own success. For example, if a POB is issued for the full UAAL, resulting in a 
100% funded ratio, and subsequent higher-than-average returns push the ratio to 110% or 1 2 0%, 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 1990s turned out to be 
illusory. Even systems bolstered by POBs that did not increase 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 benefits have even lower funding levels. Some pension fund'ng ratios declined to 
the extent that the employers' opted to go back to the market to issue POBs for a second time.

A n a l y s i s

The rating 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 additionally 
secured by bond insurance. In Standard & Poor's analysis specific to POBs we focus on the effect of 
the bonds on the issuer’s debt structure and its ability to meet its obligations. The financial review 
includes the impact on both the balance sheet and the operating statement or cash flows. The status of 
the issuer's pension fund on a pro forma basis 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 (and 
no POBs) but sizable unfunded pension liabilities. Also, we evaluate the leverage added by the POB, 
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 
statutoiy 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 generates the savings expected from 
the transaction. What is the magnitude of annual savings and total present value savings? Where (in 
what years) are the savings taken? Are the savings front-loaded in an attempt to mask budgetary 
stress? Will any front-loading lead to higher, unsustainable contribution 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 
pension system itself. What is the statutory relationship between the issuer/employer and fund? How 
have the laws and precedents for making contributions affected funding progress and how do they play 
into the POB strategy? Have funding levels generally been increasing over time? What are the funding 
goals and how will the POB impact these objectives?

The pension fund's general actuarial methods and assumptions also will be 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 aggressive investment strategy may make the POB objectives more 
difficult to achieve on a consistent basis.

R a t i n g  I m p l i c a t i o n s

Employers looking to help manage their unfunded liabilities through the issuance of a POB should 
weigh the pros and cons very carefully. Any applicable risks from the above list should be evaluated. 
There should be a clear POB plan with attainable 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 at 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.

S p e c i a l  R a t i n g  D o c u m e n t a t i o n  R e q u i r e m e n t s  f o r  P O B s

The unique nature of POBs requires certain additional documentation not normally requested for other 
types 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.

Copyrignt iO 199-1-2003 Standard A Poor's, a division ol too Mr.Grnw-Hill Companies 
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State governments have a long 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 20th century, had been successful in meeting their intended goals. However, after state 
pension funds reached their apex of financial soundness, based on funding levels, in 2 0 0 0 they have 
since deteriorated--in many cases precipitously-leaving most funds with the problem of managing new, 
large unfunded liabilities. The rapid growth 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.

! Historical Background

Defined oenefit pension plans, as used by most states, provide a systematic method for setting 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 principal funds: one for state employees, and possibly 
certain local government employees, called public employee* retirement systems; and one for teachers, 
referred to as state teachers' retirement systems. Some have one, monolithic system for all 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 belong to state funds, have come a 
long way from their humble beginnings-some dating to the beginning of the 20th century. Starting with 
little or no assets to offset liabilities, and some initially operating on a pay-as-you-go-basis, pension 
funds gradually improved their funding ratios (actuarial value of assets divided by actuarial accrued 
liability) to 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 yielding asset classes significantly. This shift in allocations 
coincided with, and to some extent was fueled by, the bull markets in domestic equities that lasted from 
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.S. public funds was slightly above 100%, and was even higher 
for slate 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 normal growth and inflationary pressur< 
but also by overt changes in benefits 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 reaily kicked in after 2 0 0 0 due to the normal delayed reaction 
in contribution increases. Demographic and lifestyle trends-along with the resultant assumption 
changes, such as retirees living longer (a global phenomenon) and more employees taking early 
retirement-had a similar, expansionary effect on liabilities. However, the biggest component in the 
steep decline in funding levels from fiscals 2001 to 2003 came from the asset side, and was caused by 
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 returns of the S&P 500 Index were
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negative 16%, negative 19%, and positive 2% in fiscals 2001, 2002, and 2003, respectively. The net 
result was that, by June 30, 2003, average funding ratios for state funds had fallen from an average 
overfunded level in 2000 to an estimated 80%-90% in just three short years. While the S&P 500 saw a 
17% gain at fiscal year-end June 30, 2004, public pension fund actuarial results, on average for the 
year, will no' report major funding gains due to the effects of the actuarial smoothing of gains and 
losses over a period of years used by most. With five-year smoothing, for example, a fund in fiscal 2004 
would still be accounting for a portion of the losses (or gains) from the prior four years.

i Alternatives to Improve Funding

The range of options to fix a pension mismatch of assets and liabilities is relatively narrow, and almost 
all are difficult to implement due to legai, economic, or political impediments. Corrective measures 
should act to stop or slow pension liability growth or grow assets, or both. From a liability standpoint, 
most states have constitutional or statutory pension benefit protections that preclude any reductions in 
benefits already promised to existing employees. One way around these restrictions is to close off the 
current benefit to new employees and offer new employees a reduced level of benefits. This tactic of 
creating a new tier of benefits has been used by a number of funds to reduce liability growth.
Completely closing existing plans and creating new, less generous defined benefit plans, and even new 
defined contribution plans, is another option.

Changing actuarial assumptions to reduce liabilities has been used in the past; the current demographic 
and economic realities related to the major variables, however, make these options difficult. The raising 
of the actuarial investment return assumption to 8.25% from 8.00%, for example, would automatically 
lower actuarial liabilities, all other assumptions being equal. However, the investment experience over 
the past three or four years and current expectations 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 proceeds in 
the pension trust and thus reducing or eliminating the unfunded actuarial accrued liability 
(UAAL); and

• Annual contribution rates for sponsors or employees may be increased.

Pension funds in the U.S., as major global investors with more than $2 trillion in assets, have developed 
sophisticated asset allocation plans over the years, and, with access to professional asset managers, 
attempt to maximize returns within their prescribed tolerance for risk. For an individual fund to 
dramatically enhance yields by altering its allocations, there would most likely need to be a sea change 
in thinking about the fund's view of risk Minor tweaking of strategies is a more regular occurrence as 
funds seek to keep up with changing markets, risk profiles, and expected returns of various asset 
classes, but major strategy changes leading to markedly improved results are rare.

Some states, as sponsors, have opted to pursue the POB route to significantly boost assets in one bold 
move, while at the same time taking advantage of the projected lower carrying charges this vehicle 
offers to a sponsor. (For further information, see report titled "Pension Obligation Bonds Are Surging 
After Brief Hiatus," published Jan. 20, 2004, on RatingsDirect). While no panacea, POBs are basically 
an arbitrage play based on the premise that, as a result of the bono proceeds being invested at an 
expected yield above the cost of the bonds, net savings will be achieved by the sponsor over the life of 
the bonds. In other words, after the issuance of the POB, combined debt service plus pension 
contribution costs will be lower than they would have been without a POB. The success of this formula 
depends on the realization of a certain investment return, which is in no way guaranteed. Whether a 
POB succeeds or fails cannot fully be evaluated until the final maturity of the bond, and it is a given that 
some years will be winners and others losers, The bad years may add short-term fiscal stress to the 
POB issuer (pension sponsor), which could be significant based on the amount of leverage the POB 
exerts. With most POBs having been issued over the past 10 years or so, it would be premature to 
pronounce them an unqualified success (or failure). The best that can be said to date is that POB 
results have been mixed, with some having met or exceeded expectations while others have come up 
short based largely on the vicissitudes of market timing.

The last major option for increasing assets, and the most common alternative used to manage new, 
unfunded liabilities, is to simply increase annual conlribution rates. Indeed, a major principle of an 
actuarially funded defined benefit plan is that, if assets and liabilities become unbalanced, increasing



(or decreasing if the system is overfunded) contributions will bring the system back into balance. 
Sometimes employee contributions are increased, but usually it is the sponsor that steps up to the 
plate: the investment risk of a public defined benefit plan and the burden to make good on benefit 
promises are ultimately the responsibilities of the sponsor. Thus, t ie principal byproduct of the current 
state pension funding crisis has been increasing contribution costs coming at a time when states, in 
recent years, have been squeezed by weak revenues and burgeoning expenses, including security and 
health care cost pressures.

M How Are Som e States Managing Their Pension Liabilities?

A r i z o n a .
The Arizona State Retirement System, a multiple-employer defined benefit plan, provides pension 
benefits for employees of the state, political subdivisions, and public schools, with more than 500 
employers and 222,000 active members. The system's funded ratio fell to 98.4% at June 30, 2003, 
after a decade of more than 100% funding. As reported in the June 30, 2003, actuarial valuation, the 
major contributor to this decline was investment losses for the year that resulted in a decrease in the 
actuarial value of assets by 51.2 billion. In November 2002, the state retirement system board 
removed the requirement that actuarial assets be within 20% of market value, and changed the 
period for recognizing investment gains or losses to 10 years from five years. At June 30, 2003, the 
system’s market value of assets (518.1 billion) was 77% of actuarial value. The 2003 actuarial 
valuation developed hypothetical contribution rates for both employees and employers (odd-year 
calculations are not actually implemented) of 6.96% each, compared with 1.92% each in 2001.

C a l i f o r n i a .
California has two large state pension funds; one for state and certain local employees-California 
Public Employees’ Retirement System (CalPERS)-with assets exceeding S170 billion; and the other 
for teachers-California State Teachers' Retirement System tCalSTRS)-w ith more than 5115 billion 
in assets. These systems have been experiencing some of the same pressures as pension funds in 
other states, and have experienced declines in funding levels. For example, the funded ratio for the 
state member category of CalPERS had fallen to 84% as of June 30, 2003, compared with 111 % in 
2000. State contributions to CalPERS for its employees, as actuarially determined, have risen from 
S160 million in fiscal 2001 to 52.2 billion in fiscal 2004. In the same vein, the funded ratio for the 
CalSTRS defined benefit plan fell from 110% in 2000 to 82% in 2003. However, total amounts 
contributed to CalSTRS by members, employers, and the state, as set by statute, increased just 
10% during the same period.

A number of changes for both pension systems have been proposed over the last year. In relation to 
CalPERS, the state's 2005 budget included certain pension reforms, such as a two-year delay of 
contributions into CalPERS from new miscellaneous and industrial employees, thus obviating the 
state's obligation to make contributions on their behalf over that period A S900 million POB was 
proposed, the proceeds of which would be used to pay a portion of the current contribution payment 
as opposed to paying a portion of the unfunded actuarial accrued liability like most other POBs.
Court validation of the POBs is being sought. The 2005 state budget also included proposals to 
increase employee contribution rates and lower benefits for new employees to pre-1999 levels.

In December 2004, CalSTRS proposed a number of options to help address the funding deficiency 
in its defined benefit plan At June 30, 2003, the system's unfunded actuarial obligation totaled $23.1 
billion. The first option was for the slate to issue a POB to pay down the entire liability. Other options 
included a change in the amortization period of the unfunded liability and a number of changes to 
how benefits are calculated One option that could have a large effect on the amortization cost is to 
elim irate the 2% benefit adjustment Several alternatives included increases in contribution rates by 
all three contribution bases: members, employers, and the state.

On July 1, 2003, the state did not make its full contribution payment to CalSTRS' supplemental 
benefit maintenance account, although it did make the required payment to the system's defined 
benefit program The state paid 559 million of the $559 million required supplemental benefit 
maintenance account amount, In October 2003. CalSTRS filed suit in Sacramento County Superior 
Court to have the 5500 million payment restored The state is currently defending the action.

Of late, pioposals to replace the two California state defined benefit plans with defined contribution 
plans, and to eliminate state contributions to CalSTRS, havo been actively debated



F lo r id a .
The Florida Retirement System was created in 1970. The system was created to provide a defined 
benefit pension plan for participating employees. The plan is administered by the state division of 
retirement in the department of management services. Participation by local governments in the 
state is optional, but is generally irrevocable once the government opts to participate in the plan. 
Currently there are 866 participating employers and 956,875 individual participants. Of the total 
participants, 23.5% are retirees and beneficiaries. Contrary to trends for most other states, the 
actuarial value of assets in the system has consistently exceeded the actuarial accrued liabilities in 
recent years. The funded ratio of the pension system has ranged from 112% in fiscal 2004 to 118% 
in fiscal 2000. Investment performance in fiscal 2004 was strong, with a return of 16.6% compared 
with the 7.75% assumed rate of return. The actuarial value of assets at July 1, 2004, was 5106.7 
billion. The solid asset position of the Florida Retirement System has provided budget relief in the 
form of lower contribution requirements for the state and participating local governments.

I l l i n o i s .
Illinois sponsors five defined benefit retirement plans for about 630,000 members and annuitants, 
including public employees, teachers, university personnel, and judges. By 2003, the funded ratio of 
the Illinois funds ranked near the bottom compared with other states in the U.S. Contributing to the 
$26.9 billion increase in unfunded liabilities from 2000 to 2003 were:

• Contribution shortfalls (54.8 billion of the total),
• Investment losses (514.1 billion), and
• Benefit improvements (S3.3 billion).

Adding to the state’s pension woes is a 2002 early retirement incentive plan for state employees, 
which resulted in a liability that, at 52.5 billion, was quadruple the original estimate. Part of the 
variance was due to a much larger number of employees (11,032) taking part in the program than 
originally projected (7,215). Due to the requirement of a 10-year amortization of this liability, the early 
retirement program contribution for 2005 is S382 million, compared with the originally projected S70 
million.

In 2003, the state sold a 510 billion POB, the largest on record, using the proceeds to fund a portion 
of the UAAL (58.1 billion) and to pay (51.9 billion) the state's current pension contribution for fiscals 
2003 and 2004. The POB increased the combined system's funded ratio by seven percentage 
points. At the end of fiscal 2003, the funded ratio for the combined systems was 57% (after giving 
effect to the POB), and the UAAL was 535.8 billion

N e w  Y o r k  S ta t e .

The New York State comptroller is the sole trustee of the state's common retirement fund, wh'Ch 
includes all assets of the New York State Retirement System. Members of the system are typically 
employees of New Yoik State or employees of municipalities in the state (excluding New York City) 
As of March 31, 2004, there were 2,985 participating government employers in the system The 
overall membership in the system exceeds 970,000; this includes 641,721 members and 328,357 
retirees and beneficiaries Overall, membership has expanded continuously, but the growth from 
retirees has been most significant Retirees now make up 34% of the system's members, compared 
with 26% in 1990 Benefit payments continue to rise, reflecting improvements in final average 
salaries, cost of living adjustments, and benefit improvements. The increased benefit payments, 
coupler! wilh the performance of the stock market after 2 0 0 0 , have required significant employer 
contribution increases, with significant increases forecasted for the next two years as well. At March 
31, 2004, about 63% of the pension system assets were Invested in various stocks For the largest 
component in the system -the New York State and Local Employees' Retirement System-employer 
contributions had averaged 1 75% from fiscals 1996 through 2003. Contributions will increase in 
fiscal 2004 to 5 9%, totaling $1 2 billion. This rate is projected to more than double in fiscal 2005 to 
12 9%. or a 52.6 billion contribution, followed by an estimated 1 1 4% contribution rate in fiscal 2006 
Similar increases are forecasted in the New York State and Local Police and Fire Retirement 
System (PFRS) for fiscal 2004 The contribution rates for fiscals 2005 and 2006 aro projected to be 
even steeper for PFRS, however, growing to 17.6% and 16.3%, respectively These contribution 
increases have been, and will continue to be, a significant sourco of budget pressure for the state 
and its local governments. The legislature has allowed a portion of the increase to be funded with 
the issuance of bonds or n loon from the stale comptroller For governrrionls that choose lliis option, 
tixed costs to service pension contributions will include an interest component, with the fixed costs 
extended for up to 10 years The system uses the aggregate actuarial funding method, which does



not identify or separately amortize unfunded actuarial liabilities. Due to the use of this funding 
method, there is no disclosure or schedule provided on funding progress.

O r e g o n .
Oregon has historically delivered pension benefits for state and local employees through a single 
system called the Oregon Public Employees Retirement System (OPERS). After experiencing 
relatively high funding levels through the 19J0s, the UAAL of OPERS at Dec. 31, 2001, was 
estimated at $9.7 billion, almost three times the prior year, With 2002 investment losses, this figure 
was estimated to be almost $15 billion—of which about one-third was the state's share. Contributing 
factors to the increase in UAAL included some of the usual suspects: benefit increases in the late 
1990s and poor investment returns. In addition, under the plan, tier-one members were guaranteed 
a minimum 8% on their regular account assets regardless of actual investment returns earned by the 
system, and in 2001 and 2 0 0 2 , like most other funds, the system generated negative returns.

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

• Modernizing the mortality tables and requiring regular updates;
• Shifting future employee contributions to a defined contribution plan;
• Converting the annual 8% guaranteed rate of return to an assumed 8% to be received over 
the length of members' service;

• Temporarily suspending future cost of living increases for retirees in certain instances; and
• Creating a new, more independent, retirement system board.

In addition, for new employees hired after Aug. 29, 2003, the state created a new retirement plan 
called the Oregon Public Service Retirement Plan, which includes both defined benefit and defined 
contribution components. Employer contributions fund the defined benefit plan, and employee 
contributions fund the defined contribution plan.

The legislative changes to OPERS resulted in an estimated reduction in the state's UAAL to $2.2 
billion from $4.6 billion. A number of lawsuits have been filed challenging some of the OPERS 
changes. The state intends to continue to defend the challenges. In October 2003, the state sold 52 
billion of GO POBs to further reduce its UAAL. The preliminary results of the OPERS 2003 actuarial 
valuation reported the pension system's funded ratio at about 97%. Employer contribution rales 
under the valuation showed an increase to 18.27% from 9.96%.

W e s t V i r g i n i a .
The West Virginia Teachers' Retirement System (TRS) is a multiple-employer, defined benefit plan 
for 55 county school systems, certain state higher education employees, and the state boards of 
education and higher education. The state provides substantially all funding for the system. TRS has 
occupied the bottom rung among state plans in terms of funded ratios for some time. As of July 1, 
2003, the funded ratio was 19%, and the UAAL was S5.1 billion The state supreme couit has ruled 
that the UAAL of TRS is a public debt, and has required the state to fund TRS in an actuarially 
sound manner. This requirement entails the elimination of the UAAL over a 40-year period beginning 
July 1, 1994, enabling TRS to meet cash (low requirements to fulfill future obligations to members

Whilo for a number of years West Virginia has attempted to clear the way to issue a POB to help 
lower or eliminate the UAAL in TRS and other state funds, its efforts have been blocked by legal 
issues, including the requirement for voter approval. If bonding is not an option, the state may have 
to pursue other avenues to cure its pension ills.

H  L o o k i n g  A h e a d

States are under varying degrees of pressure to fund the burgeoning liabilities of their pension systems 
The common theme lies in developing strategies lo manage increasing contribution rates at a time 
when other demands are conspiring to break the budget: growing health care, education, and socurity 
costs to name a few Options to reduce pension liabilities or oven slow their growth, and thus moderate 
contribution rates, are few and usually difficult to bring to fruition. Even with adequate investment 
returns, the pension funding problem will bo In the forefront for at least a few more years, and possibly 
much longer if tho markets don't cooperate. As if pension liabilities were not enough to handle, states 
and other governments will soon have to deal wilh funding issues related to liabilities from Other 
Postemploymont Benefits (OPEB)-largely retiree health care costs The GASR has established new 
accounting rules for reporting on OPEB liabilities. (For further information, see report tilled "Reporting &



Credit Implications of GASB 45 Statement on Other Poslemployment Benefits," published Dec. I, 2004, 
on RatingsDirect,) Both pension and OPEB liabilities will act to constrain ratings over the foreseeable 
future.
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W hat do die v o la tility  in equ ity  p rices and the decline  in  m ark e t ind ices o v e r the past y ear o r tw o  m ean  for 
the secu rity  o f  p u b lic  p ension  in v es tm en ts  and , fu rther, w h a t is th e ir  e ffec t on  th e  s tra tegy , used  by a 
n u m b er o f  g o v ern m en ta l pen sio n  sponsors o v er the la s t  d ecad e, o f  se llin g  p en sio n  o b lig a tio n  b o n d s  to  fund  
the  u n fu n d ed  liab ility  o f  th e ir p ension  funds? S pecifica lly , g iv en  the  cu rren t and ex pected  m arket 
c o n d itio n s , w as  th e  PO B  stra tegy  a good idea  and , i f  so, d o cs i t  still hav e  v a lid ity , and d o es  th is techn ique  
rep re sen t a  v iab le  o p p o rtu n ity  fo r governm ental sp onsors w ho m ay find them se lv es w restlin g  w ith  
u n fu n d ed  lia b ilitie s  a s  a resu lt o f  the  d eclines in  equ ity  perfo rm an ce?

Research: Pension Obligation Ronds: Were They A Good Bet?

B rie f  H is to ry

W hile  a few  P O B s w ere  do n e  in  the 1980s, they  really  cam e in to  their ow n  in th e  1990s w ith  m ore  th an  SIO 
b illio n  b e in g  sold. O ver the last tw o y e ars , only a few , re la tiv e ly  sm all, PO B s hav e  b een  B oated . T he 
av erag e  p rin c ip a l am o u n t fo r P O B s ranged from  S100 m illion  to S300 m illion  w ith  a  few  ex ceed in g  SI 
b illio n  or m ore. M o s t P O B s issu ed  to da te  have b een  g en era l o b lig a tio n  o r genera l fund secu red , 
cap ita liz in g  on  th e  c red it quality  o f  th e  p ension  sy s tem 's  sponsor.

T h e  P O B  E x p e r ie n c e  T h ro u g h  2000

W ith  th is k ind  o f  d eb t in stn im en t, tim ing is very  im portant and  issuers o f  PO B s in  d ie early - to  m id -1990s 
c o u ld  no t hav e  had  b e tte r tim ing . W hile public  p en sio n  funds d u rin g  the  1990s w ere  bo o stin g  th e ir  av erag e  
a llo c a tio n s  in d o m es tic  eq u itie s  from  33% to a lm o st 5 0% , Uic re tu rn s  o n  th is  a sse t class w ere  su s ta in ed  a t 
lev e ls  w ell ab o v e  the  h isto rica l experience . T he av erag e  annual in crease  in the  S & P  5 0 0  index  fo r the  10 
fisca l y e a rs  en d ed  Ju n e  3 0 ,2 0 0 0  (m o st public  p ension  funds have  June  fiscal y ears), w as a lm o st 16%, 
co m p ared  to  a h is to rica l av e ieg c  o f  ab o u t 10%. T he five-year to ta l po rtfo lio  re tu rn  for p u b lic  funds has 
av erag ed  m ore  th an  13%. T hese  p e rfo rm an ces should  be v iew ed  in th e  con tex t o f  av erag e  investm en t 
re tu rn  assu m p tio n s  fo r public  p en sio n  system s o f  only ab o u t 8% .

l'o l lo w in g  th e  issu an ce  o f  PO B s to  in crease  the fu nd ing  sta tu s o r to  fu lly  fund  a sy s tem , th is ex cess  re tu rn  
p h en om enon  c o u ld  eas ily  resu lt in  funded ra tio s  greatly  exceed ing  l(X)%. H ow ever, in tliat actuarin lly  
funded  p en sio n  sy s tem s ten d  to  b e  se lf-b alan c in g , th is o v erfu n d in g  im b a lan ce  w ou ld  h av e  been  co rrec ted  
by a c tio n s  taken  to  a ffe c t e ith e r the p en sio n  fund 's a sse ts  or lia b ilitie s , o r  both. In these  c ircu m stan ces , 
p ension  fund  sp o n so rs  w ould , u p o n  the  recom m endation  o f  their ac tu aries , decrease  o r tem p o rarily  
e lim in a te  p ension  c o n trib u tio n s  (co n trib u tio n  ho liday ), thus slo w in g  the g ro w th  o f  asse ts . O n  the liab ility  
sid e , so m e  sp o n so rs  m ad e  th cc is io n  to  im prove em ployee  ben efits , in stan tly  in creased  liab ilitie s  but a lso  
b a la n c in g  o v e rfu n d in g . R e g ard less  of h o w  the "prob lem " o f  o v e rfu n d in g  w as m anaged  by sp o n so rs  or 
p en sio n  fu n d s  that u sed  PO B s p rio r to  fiscal 2000 , PO B s p ro d u ced , a s  p ro m ised , a n  eco n o m ic  b en efit a n d  
in m ost c a se s  it w as substan tia l.



2001: Harbinger of Tough Times for POBs?

F o r the  fiscal y ea r en d ed  Ju n e  30 , 2001 , the S A P  500  declined  15.8%  (and  fell a fu rther 15%  in  the nex t 
qu arte r), w h ic h  w as  its w o rs t pe rfo rm an ce  since  fiscal 1982. T his fiscal 2001 resu lt fo llow ed  the  below * 
av erag e  p e rfo rm a n ce  o f  po sitiv e  6%  fo r fisca l 2000. Fo llow ing  tw o d ecad es o f  ab o v c-av crag c  eq u ity  
re tu rn s , it is  p ro b a b le  th a t these  re tu rn s  w ill app ro ach  the liistorical p a tte rn  go ing forw ard .

W hile a lo n g -tc n n  en v iro n m en t o f  w eak  investm en t re tu rns w ill low er pension  funding leve ls, it m ay  be 
p rem a tu re  fo r issu e rs  o f  PO B s and  p en sio n  funds in general to  ad just investm ent e x p ec ta tio n s  b a sed  o n  the  
m ost recen t re su lts . A s m o re  data  becom e av ailab le , i f  it is apparen t that a  trend is  d ev e lo p in g , som e 
re ac tiv e  c h an g e s  m ad e  be  n eed ed . R eg ard less  o f  th e  cau ses, any investm en t undcrp crfo rm an cc  o v e r an  
ex tended  p e rio d  o f  tim e  w ill lead  to  actu aria l lo sses and new  unfunded liab ilities, re su ltin g  in  the n eed  to  
in crease  co n trib u tio n  ra te s  to b rin g  the sy s tem s back  in to  ba lance. It should  b e  k e p t in m in d  that su ch  a 
need  w o u ld  b e  in sh a rp  c o n tra s t to  recen t y ea rs , w h en  a decrease  in  the n eeded  co n trib u tio n  ra te s  actually  
p ro v id ed  b u d g e ta ry  flex ib ility  fo r fund sponsors. M any  funds n ow  use  sm ooth ing  m eth o d s fo r ac tuaria l 
p u rp o se s  in  v a lu in g  a sse ts  to sp read  in vestm en t g a ins and losses over up  to  five y ears, Tlu's p rac tice  w ou ld  
tem p er the  e ffe c ts  o f  th e  fisca ls  2000 and 2001 investm en t re tu rn  experience. W ith five-y ear sm o o th in g  for 
e x am p le , o n ly  2 0 %  o f  the  fisca l 2001 lo sses w o u ld  be  included in the  June  3 0 ,2 0 0 1  v a lu a tio n , w h ich  
w ould  still be  tak in g  in to  accoun t p rio r y ear g a in s a s  fa r back as 1997.

N o  m atte r  h o w  sp o n so rs  w h o  u tilize  a PO B  stra tegy  ch o o se  to  m anage th e ir ac tu aria l g a in s from  the  excess 
in v es tm en t re tu rn s  fo llo w in g  P O B  sa les  (lo w er c o n trib u tio n s o r  increased  benefits), m ost a re  lik e ly  still 
fu lly  fu nded , a lb e it w ith  a lo w er cush ion . In a  lo n g -te rm  low er re tu rn  en v iro n m en t w ith  d ec lin in g  fund ing  
leve ls, th o se  sy s te m s  th a t h a v e  tak en  the bu lk  o f  th e ir  excess fund ing  ou t o f  th e ir  P O B  s tru c tu re  m ay  sec 
tro u b le  ah ead .

F o r  ex am p le , say a s ta te  so ld  PO B s in 1985 w ith  a 3 0 -y ear am o rtiza tio n  to  fully fund  its  re tirem e n t system  
an d  h ad  a v e ra g e  ann u al in v estm en t re tu rn s  o f  12%  against its investm ent assu m p tio n  o f  8% . H o w ev er, 
in stead  o f  p e rm ittin g  th e  n a tu ra l increase  in th e  funded  ra tio  that these c o n d itio n s w o u ld  have  cau sed , the 
s ta te  m an ag ed  its fu n d in g  ra tio , th rough  co n trib u tio n  ho lid ay s and benefit im provem en ts, to m ain ta in  the 
ra tio  a t a ro u n d  100% . I f  w e arc  in fact head ing  in to  a  low er re tu rn  period (the  av erage  an n u al incrcusc  in 
the  S& P 5 0 0  for the  16 y ears from  1966 to  1982 w a s  a  m eager 2 .7% , fo r exam ple), the s ta te  m ay  have  
a lread y  re ap e d  a ll i ts  g a in s from  th e  tran sac tio n  s truc tu re  and  b e  h eaded  io r losses. I f  a c tu aria l lo sse s  start 
to  b e  in cu rre d , c o n trib u tio n s  w ill huve to in crease . I f  re tu rns fa ll b e low  the in te rest co st on  its P O B  that w ill 
m ean  that the  P O B  w ill have  b ecom e a net financia l drain. I f  investm en t y ie lds full b e lo w  P O B  in te res t 
co st, to ta l d e b t se rv ic e , in c lud ing  th a t on  the  P O B , p lu s norm al and n ew  unfunded  actu aria l acc ru ed  liab ility  
(due  to  low  re tu rn s ) co n trib u tio n s , w ill n o w  b e  h ig h er titan if  the PO B had no t b een  sold . T o  ju d g e  the full 
e ffec t o f  a P O B , h o w ev er, any  fu tu re  losses hav e  to  be  w e ig h ed  against p rio r p eriod  gains. W ith  a P O B , its 
u ltim a te  su c c ess , o r  fa ilu re , c an  o n ly  be  ju d g ed  at its  final m aturity  is  a p proached  T h e  financia l d y nam ics 
m ay  b e  a w in n in g  fo rm ula  for 25 y ears , for exam ple , and then a losing  one in the last five y e a rs  (o r v ice  
v e rsa).

PO B * G o in g  F o r w a r d

S tan d ard  A  P o o r 's  fac to rs  th e  e ffe c ts  o f  a pen sio n  o b lig a tio n  bond stra tegy  into the long-te rm  ra tin g  o f  the 
sp o nsor. S ta n d a rd  & P o o r's  lias v iew ed  PO B s as a stra teg y  for sav ings on  c a n y  ing c h arg e s  as long  us the 
tran sac tio n  w as  s tru c tu red  conse rv a tiv e ly  and the a ssu m p tio n s w ere  reasonab le  nnd a tta in ab le . T h is req u ites  
a  c le a r  f in an c in g  p la n  inc lu d in g  reaso n ab le  a ssu m p tio n s and m anageab le  leverage . P ru d en t ex p ec ta tio n s for 
in v es tm en t re tu rn s  an d  th e  cau tio u s  use  o f  re su ltan t sav ings help  insure  a J’O B 's  success. A n o th e r p o sitiv e  
facto r for a  P O B  is , o f  co u rse , to  be fo rtu n ate  er rgh to se ll the bond in a low  in terest ra te  en v iro n m en t, 
th ereb y  in c re as in g  th e  spread  b e tw een  in terest c o sts  and investm ent re tu rn  ex p ec ta tio n s and lo w erin g  the 
risk  o f  im Jc rp c rfo m ia n cc . T h e  lo n g -tcu n  ex p ec ta tio n s for investm ent re tu rns have  no t y e t chan g ed  becau se  
o f  the  recen t re tu rn  e x p erien ce  or c u rre n t econom ic  an d  po litica l co n d itions and p u b lic  fu n d s  w ill tc ly  ort 
d iv e rs if ica tio n  o f  in v es tm e n ts  to  m ain tain  n ecessary  to ta l re tu rns. T hus, a  sound  PO B  plon  today  sh o u ld  be 
as v iab le  as it w as  lO y c a rs  ago . T he 2000  Public  P en sio n  C oord inating  C o u n c il Survey o f  .State and I ,o c a 1



G o v ern m en t R e tire m e n t S y stem s reported  to ta l pub lic  p en sio n  fund  u n fu n d ed  liab ilitie s  a t m o re  than  $100  
b illio n , w h ic h  w o u ld  b e  the  th eo re tical lim it o f  P O B  b o n d in g  cap ac ity  n a tio n w id e .

C o n c lu s io n

P e n s io n  o b lig a tio n  b o n d s , d e sp ite  recen t eq u ity  m ark e t g y ra tio n s, h a v e  la rg e ly  b een  a  bo o n  to  th e  sp o n so rs  
w h o  h a v e  used  th is  s tra teg y . O v e r  the  last 10 y ea rs , d u rin g  w h ich  p e rio d  the  v a s t m a jo r ity  o f  th ese  b o n d s 
w ere  issu ed , in v es tm en t y ie ld s h av e  co m fortab ly  exceed ed  the  in v estm en t re tu rn  a ssu m p tio n s  o f  p ub lic  
p e n s io n  funds a n d  th e  in te res t co s t o f  th e  P O B s, g en era tin g  h a n d so m e  ac tu aria l gains.

D o the m ath : a c tu a l re tu rn  o f  ap p ro x im ate ly  12%  m inus expec ted  re tu rn  o f  8 %  eq u a ls  4%  g ravy . Som e o f  
the g rav y  w as used  to  low er c u rre n t c o n trib u tio n s  and som e to in c re ase  b e n efits . B y any eco n o m ic  m r sure  
P O B s h a v e  b e en  a  su ccess . H o w ev er, fo r a  PO B  to be  a to ta l su ccess  th e  m ath  h as  to  w o rk  (o r  g en era te  net 
sa v in g s)  o v e r  the  fu ll a m o rtiza tio n  o f  th e  bo n d s and fo r m o st P O B s w e  ore n o t e v en  h a lfw ay  there . T o u se  a 
b a se b a ll an a lo g y , P O B s a re  ah ead  3-1 , b u t i t 's  on ly  the fou rth  inn ing . I f  th e  P O B  p lan  w as  so u n d  to  b eg in  
w ith , th ey  shou ld  s ti ll  be w in n in g  a t the final ou t. T he sam e in g red ien ts  th a t he lp ed  o u tstan d in g  PO B s 
su c c ce d —co n sc rv a tiv e  p lan n in g  and  ex p ec ta tio n s coupled  w ith  fo rtu ito u s  tim in g —w ill a lso  help  fu ture  
P O B s  to  b e  a  v ia b le  a lte rn a tiv e  fo r sav ings.

C o p y rig h t ©  1 994-2002  S tandard  &  Poor'.., a d iv is io n  o f  T h e  M cG raw -H ill C o m pan ies. A ll R ights 
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Sectional Analysis
P r e p a r e d  b y  R e p r e s e n t a t i v e  M i k e  H a w k e r ' s  O f f i c e  

“ Indicate sections changed in the CS; Changes are in italics

A l l o w s  a  T e a c h e r ’s  R e t i r e m e n t S y s t e m  ( T R S )  e m p l o y e r  t o  m a k e  a  lu m p  s u m  

p a y m e n t  t o  p r e p a y  a l l o r  a  p a r t i t s  s h a r e  o f t h e  u n f u n d e d  a c c r u e d  a c t u a r i a l 

p e n s i o n  l i a b i l i t y  ( U A A L ) ; a l l o w s  t h e  c o m m i s s i o n e r  t o  a c c e p t  a  lu m p  s u m  p a y m e n t  

t h a t  is  le s s  t h a n  t h e  fu l l a m o u n t ;  a l lo w s  a d m i n i s t r a t i v e  f e e s  t o  b e  c h a r g e d ; o u t l i n e s  

h o w  t h e  lu m p  s u m  p a y m e n t  a n d  e a r n in g s  o r  l o s s e s  w i l l b e  c r e d i t e d ;  a n d  h o ld s  a n  

e m p l o y e r  w h o  p r e p a y s  i t s  l ia b i l i t y  h a r m l e s s  i f t h e r e  a r e  f u t u r e  s t a t e  d i s c r e t i o n a r y  

p a y m e n t s  t h a t  b e n e f i t  m u l t i p le  e m p l o y e r s .  R e q u i r e s  t h e  a d m i n i s t r a t o r  o f t h e  T R S  

p la n  t o  r e c a l c u l a t e  t h e  e m p l o y e r  c o n t r i b u t i o n  r a t e  w i t h i n  1 8 0  d a y s  o f t h e  lu m p  

s u m  p a y m e n t .

“ REWORDED IN CS to accommodate payments made by another entity on 
behalf o f an employer.

k T h e s e  s e c t i o n s  a l l o w  t h e  A la s k a  H o u s in g  F i n a n c e  C o r p o r a t i o n  ( A H F C )  to  c r e a t e  

a  s u b s i d i a r y  t o  a id  a n  e m p l o y e r  in  th e  f i n a n c i n g  o f a  p r e p a y m e n t  o f a l l o r  a  p o r t i o n  

o f t h a t  e m p l o y e r ’ s  U A A L .

“ SECTION 4 CHANGED IN CS. Section 4 exempts Pension Obligation 
Bonds from the AHFC debt cap. The CS adds a m inimum arbitrage spread 
requirement.

O u t l i n e s  h o w  m u n i c i p a l i t i e s  c a n  j o i n  t o g e t h e r  t o  i s s u e  d e b t  o b l i g a t i o n s  a n d  a l l o w s  

f u n d s  d i v e r s i o n  a g r e e m e n t s  b e tw e e n  t h e  m u n i c i p a l i t i e s  a n d  s t a t e  a g e n c i e s .

“ NEW SECTION which exempts the Alaska Pension Obligation Bond 
Corporation from the Procurement Code.

A d d s  A r t i c l e  8  t o  t h e  S t a t e  B o n d in g  A c t ,  w h i c h  a u t h o r i z e s  t h e  s t a t e  b o n d  

c o m m i t t e e  t o  i s s u e  P e n s io n  O b l i g a t i o n  B o n d s  ( P O B s )  a n d  p r o v i d e s  g u i d e l i n e s  

a n d  r e q u i r e m e n t s  f o r  b o n d  i s s u a n c e , s a l e ,  s t r u c t u r e ,  r e p a y m e n t  a n d  th e  

i n v e s t m e n t  a n d  a c c o u n t i n g  o f b o n d  a n d  i n v e s t m e n t  p r o c e e d s .

**REWORDED IN CS to accommodate payments made by another entity on 
behalf o f an employer.

C r e a t e s  t h e  A la s k a  P e n s io n  O b l i g a t i o n  B o n d  C o r p o r a t i o n ,  w h i c h  is  a u t h o r i z e d  to  

i s s u e  P O B s . P r o v i d e s  g u i d e l i n e s  a n d  r e q u i r e m e n t s  f o r  b o n d  is s u a n c e , s a le , 

s t r u c t u r e ,  r e p a y m e n t  a n d  t h e  in v e s t m e n t  a n d  a c c o u n t i n g  o f b o n d  a n d  i n v e s tm e n t 

p r o c e e d s .

“ REWORDED IN CS to accommodate payments made by another entity on 
behalf o f an employer.

1 : A d d s  f a c i l i t a t i n g  l a n g u a g e  t o  tw o  s e c t i o n s  o f t h e  a c c o u n t i n g  s t a t u t e  f o r  t h e  P u b l i c  

E m p lo y e e s  R e t i r e m e n t  S y s t e m  ( P E R S )  t o  a c c o m m o d a t e  lu m p  s u m  p a y m e n t s .

“ SECTION 10 REWORDED IN CS to accommodate payments made by 
another entity on behalf o i an employer.

Pnjju t (A 2
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A l l o w s  a  P E R S  e m p l o y e r  t o  m a k e  a  l u m p  s u m  p a y m e n t  t o  p r e p a y  a l l o r  a  p a r t  i t s  

s h a r e  o f t h e  a c c r u e d  a c t u a r i a l p e n s i o n  l i a b i l i t y ;  a l l o w s  t h e  c o m m is s i o n e r  t o  a c c e p t 

a  l u m p  s u m  p a y m e n t  t h a t  is  le s s  t h a n  t h e  fu l l a m o u n t ;  a l l o w s  a d m in i s t r a t i v e  f e e s  

t o  b e  c h a r g e d ;  o u t l i n e s  h o w  t h e  lu m p  s u m  p a y m e n t  a n d  e a r n i n g s  o r  lo s s e s  w i l l b e  

c r e d i t e d ;  a n d  h o ld s  a n  e m p l o y e r  w h o  p r e p a y s  i t s  l ia b i l i t y  h a r m l e s s  i f t h e r e  a r e  

f u t u r e  s t a t e  d i s c r e t i o n a r y  p a y m e n t s  t h a t b e n e f i t  m u l t i p l e  e m p l o y e r s .  R e q u i r e s  th e  

a d m i n i s t r a t o r  o f t h e  P E R S  p la n  t o  r e c a l c u l a t e  t h e  e m p l o y e r  c o n t r i b u t i o n  r a t e  

w i t h i n  1 8 0  d a y s  o f t h e  lu m p  s u m  p r e p a y m e n t .

**REWORDED IN CS to accommodate payments made by another entity on 
beha lf o f an employer.

A d d s  t o  t h e  s t a t u t o r y  p o l i c i e s  e s t a b l i s h e d  f o r  t h e  M u n i c i p a l B o n d  B a n k  A u t h o r i t y .  

P r o v i d e s  a  d i r e c t i v e  t o  a s s i s t  g o v e r n m e n t a l e m p l o y e r s  t o  m e e t  t h e i r  u n f u n d e d  

r e t i r e m e n t  s y s t e m  o b l i g a t i o n s  b y  i s s u i n g  P O B s  o n  t h e i r  b e h a l f .  S p e c i f i e s  t h a t  th e  

b o n d  b a n k  s h o u l d  p r o v i d e  t h e  l o w e s t  r a t e s  p o s s ib l e  w . . h o u t  s u b s id i z i n g  th e  

e m p l o y e r s  b e y o n d  t h e i r  m e a n s .

1 5 : T h e s e  s e c t i o n s  a l l o w  t h e  M u n i c i p a l B o n d  B a n k  t o  c r e a t e  a  s u b s id i a r y  to  a id  a n

e m p l o y e r  in  t h e  f i n a n c i n g  o f a  p r e p a y m e n t  o f a l l o r  a  p o r t i o n  o f t h a t e m p l o y e r ’s  

U A A L .

E x e m p t s  “ P e n s i o n  O b l i g a t i o n  B o n d s "  f r o m  t h e  c u r r e n t  l im i t  f o r  r e v e n u e  b o n d s  t h a t 

t h e  M u n i c i p a l B o n d  B a n k  m a y  i s s u e  e a c h  y e a r .

A u t h o r i z e s  t h e  M u n i c i p a l B o n d  B a n k  t o  i s s u e  “ P e n s i o n  O b l i g a t i o n  B o n d s . "

E x e m p t s  " P e n s i o n  O b l i g a t i o n  B o n d s "  f r o m  t h e  c u r r e n t  l im i t  f o r  t o t a l r e v e n u e  

b o n d s  a n d  n o t e s  t h a t  t h e  M u n i c i p a l B o n d  B a n k  m a y  h a v e  o u t s t a n d i n g  a t a n y  

t im e .

A d d s  a  d e f i n i t i o n  f o r  “ g o v e r n m e n t a l e m p l o y e r "  t o  t h e  d e f i n i t i o n s  s e c t i o n  f o r  th e  

M u n i c i p a l B o n d  B a n k .

Im m e d ia t e  e f f e c t i v e  d a t e .
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