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Finance Com mittee considered OS FOR HOUSE BILL NO. 13(FIN)
HB 13 RE'NIREMENT SYSTEM LIABILITY/BONDS/CORP.

"Art Act relating to prepayments of accrued actuarial liabilities of government retiremont systems; relating to the Alaska Municipal
Bond Bank Authority, the Alaska Housing Finance Corporation, and the slate bond committee; establishing Ihe Alaska Pension
Obligation Bond Corporation; permitting the Alaska Municipal Bond Bank Authority or a subsidiary of the authoiity, a subsidiary of the
Alaska Housing Finance Corporation, the state bond committee, 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 governmental 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 other contractual agreement with a trustee,
the Alaska Municipal Bond Bank Authority or a subsidiary of the authority, a subsidiary of the Alaska Housing Finance Corporation,
the slate bond committee, or the Alaska Pension Obligation Bond Corporation in connection with lhe issuance of obligations for that
purpose, and relating to those obligations; relating to revision of the employer contribution rale in connection wilh financed
prepayment of unfunded accrued actuarial liabilities of government retirement systems; and providing for an effective date.”
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FISCAL NOTE

STATE OF ALASKA Fiscal Noto Nurrber:
2008 LEGISLATIVE SESSION Bill Version: CSHB 13(FIN)
() Publish Date:
Identifier (file name): HBO13CS(FIN)-DOA-DRB-12-03-07 Depl. Affected” Administration
Title AnAct relating to prepayments of accrued actuarial liabilities of RDU Centralized Administrative Services
government relirement systems and establishing the AK Pension Obligation Bond Corp. Component  Retirement and Benefits
Sponsor Rep. Hawker. Fairclough, Kelly, Roses, Dahlstrom, Johnson. Johansen. Lynn, LeDoux
Requester Senate Finance Component Number 64

Expenditures/Revenues (Thousands of Dollars)

Noto: Amounts do not include inflation unless otherwise noted below.

Appropriation
Required Information

OPERATING EXPENDITURES FY 2009 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013 FY 2014
Personal Services 0.0 0.0 0.0 0.0 V.o 0.0 0.0
Travel 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Contractual 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Supplies 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Equipment 0.0 0.0 0.0 0.0 0.0 0.0 CO
Land 8 Structures 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Grants & Claims 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Miscellaneous 0.0 0.0 0.0 0.0 0.0 0.0 0.0

TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0 0.0
ICAPITAL EXPENDITURES 0.0 0.0 0.0 0.0 0.0 1 0.0 - 00
|CHANGE IN REVENUES ( ) 0.0 0.0 0.0 | 0.0 0.0 0.0 0.0
FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts 0.0 0.0 0.0 0.0 0.0 0.0 0.0
1003 GF Match 0.0 0.0 0.0 0.0 0.0 0.0 0.0
1004 GF 0.0 0.0 0.0 0.0 00 0.0 0.0
1005 GF/Program Receipts 0.0 0.0 QcC 0.0 0.0 00 0.0
1037 GF/Mental Health 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other Interagency Recoipts 0.0 0.0 0,0 0.0 00 0.0 0.0

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY2008) cost:
POSITIONS
Full-time 0 0 0 0 0 0 0
Part-time 0 0 0 0 0 0 0
Temporary 0 0 0 0 0 0 0

ANALYSIS:  (Alar.li a separata paijo if nocassary)
This bill creates the Pension Obligation Bond Corporation for the purpose of issuing pension obligation bonds to allow
stale and municipal employers to prepay unfunded accrued actuarial liabilities of the retirement systems. |ho division

anticipates no additional operating or personnel costs to process any transactions that may occur as a result of passage of
this bill.

Sec. 24.08.036. Fiscal notes on bills affecting stale retirement systems. Before a bill which would have an effect on the
retirement systems of lhe state is reported to the rules committee, Ihcrc shall bo attached to lhu bill an analysis of the long-
term and short term costs to tho state if the bill is adopted, as well as Iho impact of the hill on the actuarial soundness of
the fund. Tho analysis is in addition to tho fiscal note requirements of AS .08.035.

Phono 465-4817

Proparod by:  Patrick Shier._Director
Date/Time 12/3/07 12:00 AM

Division Retirement and Bonolils
Approved by:  Annette Kroitzor, Commissioner Date 12A1/2007
Department of Administration
Pago 1 of I
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FISCAL NOTE

Fiscal Note Number:
Bill Version: CSHB 13
() Publish Date:

STATE OF ALASKA
2008 LEGISLATIVE SESSION

Identifier (file name): CSHB13(FIN)-DQR-TRE-2-603 Dept. Affected: Revenue 04

Title Retirement System Liability/Bonds/Corp. RDU Taxation and Treasury
Component Treasury

Sponsor Representative Hawker

Requester Senate Finance Component Number 121

Expenditures/Revenues (Thousands of Dollars)

Note: Amounts do not include inflation unless otherwise noted below.
Appropriation
Required Information

OPERATING EXPENDITURES FY 2009 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013 FY 2014

Personal Services
Travel
Contractual
Supplies
Equipment

Land & Structures
Grants & Claims

Miscellaneous
TOTAL OPERATING i : : : :

ICAPITAL EXPENDITURES

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

1002 Federal Receipts
1003 GF Match

1004 GF

1005 GF/Program Roceipts
1037 GF/Mental Health
Other Interagency Receipts

TOTAL
Estimate of any current yoar (FY2008) cost: 0.0
POSITIONS
Full-time 0 0 0 0 0 0 0
Part-time
Temporary

ANALYSIS:  (Attach a separata page if nocossary)

Tho bill expands the powers of the Alaska Municipal Bond Bank Authority (Bond Bank) and the State Bond

Committee (SBC) anc creates lhe Pension Obligation Bond Corporation (POBC) for tho purpose of issuing obligations
to provide funds to prepay unfunded accrued actuarial liabilities of the retirement systems. The premis of undertaking
this typo of transaction is borrowing at rates that aro at least 1.5% lower lhan the actuarial assumed rate of return on tho
pension funds (8.25%).

The fiscal note is indeterminate in cost as it is uncertain how or if a transaction will develop if tho legislation is

passed. If a transaction is undertaken it is likely that it will be of considerable size, up to soveral billion dollars, and
occur in FY 2008. Contractual costs include rating agency fees, financial advisor, bond counsel, printing, cusip service,
underwriting, & other miscellaneous costs would need to bo funded In tho yoar of issuance as well as ongoing costs for

administrative monitoring and cost of contractors over tho life of tho bonds.

Phono 907 465-3669

Prepared by:  Brian C Andrews
Division Revenue! Treasury Date/fimo 2/G/08 12:00 AM
Date 2/6/2008

Approved by.  Jerry Burnett
Dopartmenl ol Revenue

AU Page lof 1
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SENATE CONCURRENT RESOLUTION NO.
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTY-FIFTH LEGISLATURE -SECOND SESSION

BY TIIE SENATE FINANCE COMMITTEE

Introduced:
Referred:

A RESOLUTION

Suspending Rules 24(c), 35, 41(b), and 42(e), Uniform Rules of the Alaska State
Legislature, concerning House Bill No. 13, relating to prepayments of accrued actuarial
liabilities of government retirement systems; relating to the Alaska Municipal Bond
Bank Authority; permitting the Alaska Municipal. Bond Bank Authority or a subsidiary
of the authority 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 governmental 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
other contractual agreement with a trustee or the Alaska Municipal Bond Bank
Authority or a subsidiary of the authority in connection with the issuance of obligations
for that purpose, and relating to those obligations; and providing for an effective date.

-1-
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BE IT RESOLVED BY THE LEGISLATURE OF THE STATE OF ALASKA:

That under Rule 54, Uniform Rules of the Alaska State Legislature, the provisions of
Rules 24(c), 35, 41(b), and 42(e), Uniform Rules of the Alaska State Legislature, regarding
changes to the title of a bill, are suspended in consideration of House Bill No. 13, relating to
prepayments of accrued actuarial liabilities of government retirement systems; relating to the
Alaska Municipal Bond Bank Authority; permitting the Alaska Municipal Bond Bank
Authority or a subsidiary of the authority 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 governmental
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
other contractual agreement with a trustee or the Alaska Municipal Bond Bank Authority or a
subsidiary o fthe authority in connection with the issuance of obligations for that purpose, and

relating to those obligations; and providing for an effective date.

-2-
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SENATE CS FOR CS FOR HOUSE BILL NO. 13(FIN)
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTY-FIFTH LEGISLATURE - SECOND SESSION

BY THE SENATE FINANCE COMMITTEE

Offered:
Referred:

Sponsor(s): REPRESENTATIVES IIAWKER, Fairclough, Kelly, Roses, Dnhlstrom, Johnson, Jolianscu, Lynn,

l.cDoux
A BILL
FOR AN ACT ENTITLED
"An Act relating lo prepayments of accrued actuarial liabilities of government

retirement systems; relating to lhe 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 committee, 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 governmental employer to enter
Bond

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

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

-1- SCSCSI1B 13(ITN)
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Finance Corporation, the state bond committee, or the Alaska Pension Obligation Bond
Corporation in connection with the issuance of obligations by a state entity for the
purpose of prepaying all or a portion of the governmental employer's share of the
unfunded accrued actuarial liabilities of retirement systems, and relating to those
obligations; relating to revision of the employer contribution rate in connection with
financed prepayment of unfunded accrued actuarial liabilities of government retirement

;ystems; and providing for an effective date."
IE IT ENACTED BY THE LEGISLATURE OFTHE STATE OF ALASKA;

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

(d) All or a portion ofthe employer's share ofany accrued actuarial liability to
the plan may be prepaid in alump sum. The commissioner of administration may, by
regulation, establish a minimum amount for the lump sum payment of a portion. The
administrator 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 for the employer 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 for which the payment was made, taking
into account earnings and losses from its investment. A lump sum payment made by or
on behalfof an employer under this subsection, together with all earnings and losses
from investment ofthat 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 in a lump sum under (d) of this section, the administrator shall

CS CS1ll) 13(FIN) -2-
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calculate a revised employer contribution rate for that employer in recognition of that
prepayment not more than 30 days following the prepayment.
* See. 2. AS 18.56.010 is amended by adding anew subsection to read:

(9) The legislature finds that permitting the Alaska Housing Finance
Corporation 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 Corporation 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 lead:

See. 18.56.086. Creation of subsidiaries. The corporation may create
subsidiary corporations for the purpose 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 t‘overnmental employer's share of
unfunded accrued actuarial liability of rellrcment stems, or other capital
projects. A subsidiary corporation 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 o f that borrowing, and has all
the powers ofthe corporation that the corporation grants to it. However, a subsidiary
created for the purpose of financing or facilitating (lie financing of prepayment of
a governmental employer's share of unfunded accrued actuarial liability of
retirement systems may borrow money and issue bonds only if the state bond
rating is the equivalent of AA- or better and subject to AS 37.15.603. Unless
otherwise provided by the corporation, the debts, liabilities, and obligations of a
subsidiary corporation created under this section arc not the debts, liabilities, or
obligations ofthe corporation.

* Sec. 4. AS 1S.56.110(g) is amended to read:

(9) Notwithstanding AS 18.56.090(a)(l 1) 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 during

-3- SCS CSIIH 13(FIN)
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the preceding period, unless a different amount is authorized by the legislature. This

subsection does not apply to

(1) the issuance by the corporation ofrefunding bonds,;

(2) [OR TO] the issuance by the corporation of bonds the proceeds of
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 a governmental employer’'s share of unfunded accrued
actuarial liability of retirement systems if the hoard of the subsidiary 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 he

paid on the bonds by at least 1.5 percent annually.

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

(14) "governmental employer® means the State of Alaska

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

See. 29.47.480. Accrued actuarial liabilities of retirement systems, (a) 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 Corporation,
the state bond committee, or the Alaska Pension Obligation Bond Corporation in
connection with the issuance of obligations by a state entity 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
be 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.

(b) Amounts paid by a participating municipality in connection

obligations issued by a state entity under this section, together with proceeds of the

SCS CSIIB I3(FIN) -4
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obligations and interest or earnings, may be 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 be pledged to the holders ofthe obligations.

(c) A municipality may enter into a funds diversion agreement with a slate
agency regarding payment of money on behalfofthe 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. Nothing 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 behalfofa municipality that the municipality is not otherwise
entitled to receive or to make any payments ofprincipal or interest on the obligations.

(d) For purposes o f this section, "obligations” means bonds, notes, commercial

paper, certificates of participation, or other contractual obligations.

* See. 7. AS 36.30.S50(b) is amended by adding a new paragraph to read:

(46) contracts of the Alaska Pension Obligation Bond Corporation

under AS 37.16.010- 37.16.900.

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

Article 8. Pension Obligation Bonds.

See. 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 37.15.903 - 37.15.955, but only if the
state bond rating is the equivalent of AA- or better. The net proceeds o fthe sale of the
bonds remaining alter payment of costs of issuance and administration shall be

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

-5 SCS CSIIB 13(WN)
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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.

(b) The total unpaid principal amount of bonds, including refunding bonds,
but excluding refunded bonds, is limited as provided in AS 37.15.903. The bonds do
not constitute a general obligation of the state. Authorization by the voters of the state
or the legislature is not ~equircd.

(c) The committee may enter into agreements with other state agencies as
necessary or convenient to implement this section and AS 37.15.903 - 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.

See. 37.15.903. Pension obligation bond limit. The total unpaid principal
amount of bonds, including refunding bonds, but excluding refunded bonds, issued by
all state entities added together, for the purposes of financing prepayment of all or a
portion of a governmental employer's share of unfunded accrued liability ofretirement
systems, may not exceed 55,000,000,000.

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 tmst
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 bond redemption fund
shall be drawn on 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) M'uicy 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.t0.070; however, the committee may agree with
the bondholders to further limit these investments. Burnings on investments must be
retained in the bond redem ption fund.

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

SCS CSIIB 13(FIN) -6-
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purposes of paying and securing the bonds. The accounts may be combined for
purposes of investment and for financial support to achieve the ptrposcs of
AS 37.15.910(c).

Sec. 37.15.910. Bond terms, (a) The bonds may be issued and sold at public
or negotiated saie in the manner, in the amounts or series, and at the time or times that
the committee determines. The bonds, or each series ofthem, shall be sold it the price
and on 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. Hie bonds
may be subject to redemption before their fixed maturities, as determined by the
committee, with or without a premium or premiums. The bonds n ay be in
denominations determined by the committee; may be issued in fully o: partially
registered form; must be payable as to principal and interest at the place or places
detcimincd by the committee; must be signed on behalf of the state in the manner
provided by the committee; and must be issued under and subject to he terms,
conditions, covenants, and protective features safeguarding payment of the bonds as
found necessary by the committee.

(c) Ifthe committee finds it reasonably necessary, the committee nny select a
trustee or trustees for the holders of the bonds, or any series of then, 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 o fthe trustee or trustees.

(d) In its determination of all matters and questions relating to tlu 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 commitue 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, are final and are conclusively
considered to comply with the requirements ofAS 37.15.900 - 37.15.955.

Sec. 37.15.915. Bond resolution. The committee shall authorize the issuance

-7- SCS CSIIB 13(1-IN)
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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 o f the bonds or each series ofthem.

Sec. 37.15.920. Enforcement by bond owner, (a) The owner or owners of 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 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.

See. 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 arc 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 on which payments may be made.

See. 37.15.930. Purposes and sufficiency of revenue. The proceeds ofbonds
may be used for the purposes described in AS 37.15.900(a), as appropriate. Bonds
may not be issued unless the com mittee 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

SCS CSHU 13(FIN) e
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refunding bonds of the state if the state bond rating is the equivalent of AA - or better
and if, in the opinion of the committee, refunding is advantageous to and in the best
interest o f the state and its inhabitants.

(b) The issuance ofrefunding 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
AS 37.15.900 - 37.15.955 are applicable to the refunding bonds and to the issuance,
sale, or exchange ofthem, 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 ofthe refunding bonds and any amount less than par for
which the refunding bonds are sold; the premium, if any, necessary to be paid to call
or retire the outstanding bonds and the interest accruing on them to the date of the call
or retirement; and other of these 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
ofrefunding bonds in trust until the proceeds, together with earnings on the proceeds,
arc applied to pay the principal of, premium, if any, and interest on the bonds to he
refunded. Until the refunding bond proceeds are applied, the proceeds may be in 'ested
in direct obligations of, or obligations guaranteed by, the United States or an agency or
corporation of the United States whose obligations constitute c rect obligations of, or
obligations guaranteed by, the United States.

See. 37.15.940. Bonds «s 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.

-9- SCS CSII1113(FIN)
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Statutory construction. AS 37.15.900 - 37.14.955 shall be

liberally construed to carry out the puqroses for which they were enacted.

Sec. 37.15.950. Regulations. The committee may adopt regulations necessary

to implement the provisions of AS 37.15.900 - 37.15.955.

Sec. 37.15.955. Definitions.

In AS 37.15.900 - 37.15.955,

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

redemption fund established in AS 37.15.905;

(2) "bond resolution” means a resolution or resolutions adopted by the

committee under AS 37.15.915 authorizing the issuance ofbonds;

(3) "bonds" means

AS 37.15.900-37.15.955;

the pension obligation bonds authorized in

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

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

succeeds to the right;, powers, duties, and obligations of the state bond committee by

law ;

(5) "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,

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

underwriters, legal sendees, paying agents, bond registrars, bond and escrow trustees,

arbitrage rebate, and all other costs,

indirect.

including administrative costs, both direct and

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

Chapter 16. Alaska Pension Obligation Bond Corporation.

Sec.

37.16.010. Alaska Pension Obligation Bond Corporation. There s

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

public corporation and government

managed by a board of directors.

prepayment of all or a portion of

instrumentality in the Department of Revenue
The purpose of the corporation is to finance

a governmental employer's share of unfunded

accrued actuarial liability ofretirement systems.

Sec.

SCS CSIIB 13(KIN)

37.16.020. Board of directors. The directors of the corporation are the
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commissioner of commerce, comnunity, and economic development, lhe
commissioner of administration, and the commissioner of revenue. If a director is
absent or otherwise unable to act, the director's designee in the department shall act as
a director ofthe cogmration in the director's place.

Sec. 37.J6.030. 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 by the corporation is authorized as
provided in this section and AS 37.16.040 - 37.16.900, but only if the stale bond rating
is the equivalent of AA- or better, The net proceeds of the sale of the bonds remaining
after payment of costs of issuance and administration shall be 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 application to that
liability. Accrued interest paid on the bonds shall be paid into the reserve fund.

(b) The total unpaid principal amount of bonds, including refunding bonds,
but excluding refunded bonds, is limited as provided in AS 37.15.903. The bonds do
not constitute a general obligation of the state. 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 AS 37.16.040 - 37.16.900.

(d) The corporation 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 Corporation reserve fund in
which there shall be deposited or transferred

(1) all money appropriated by the legislature for the purpose o f the
fund in accordance with the provisions of (g) ofthis section;
(2) all proceeds ofbonds required to be deposited in the fund by terms

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

-11- SCS CSJ1B I3(FIN)
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corporation with respect to the proceeds ofbonds;

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

and

(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 the interest on and principal of
bonds of the corporation as the interest and principal become due and payable to the
retirement of boixb, or to the payment or prepayment o: - portion of the participating
governmental employer's share of the accrued actir-ial liabilities of retirement
systems. Money may not be withdrawn if a withdrawal would reduce the amount in
the reserve fund to an amount 'ess than the required debt service reserve except for
payment of interest then due ani payable on bonds and the principal of bonds then
maturing and payable and for the retirement of bonds in accordance with the terms of
a contract between the corporation and its bondholders and for which payments of
other money o fthe corporation is not then available.

(c) Money in the reserve fund in excess of the required debt service reserve as
defined in (b) of this section, whether because of investment or otherwise, may he
withdrawn at any time by the corporation to pay or prepay a portion of participating
governmental employer's share of the accrued actuarial liabilities of retirement
systems or transferred to another fund or account of the corporation subject to the
provision of (h) o f this section,

(d) Money in the reserve fund may be invested in the same manner and on the
same conditions a permitted for investment of funds belonging to the state or held in
the treasury under AS 37.10.070; however, the corporation may agree with the
bondholders to further lim it these investments.

(e) For purposes o f valuation, investments in the reserve fund shall he valued
at par or, if purchased at less than par, at cost unless otherwise provided by resolution
of the corporation. Valuation on a particular date shall include the amount o f interest
then earned or accrued to that date on the money or investments in the reserve fund.

(1) Notwithstanding any other provision of this chapter, bonds may not be

iCS CSIIB 13(F1N) -12-
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issued by the corporation unless there is in the reserve fund the required debt service
reserve for all bonds then issued and outstanding and for the bonds to be issued;
however, the corporation may satisfy this requirement by depositing as much of the
proceeds of the bonds to be issued, on their issuance, as is needed to meet the required
debt service reserve. The cog?oration may at any time issue its bonds or notes for the
purpose of increasing the amount in the reserve fund to the required debt service
reserve, or to meet whatever higher or additional reserve that may be fixed by the
corporation with respect to the fund.

(g) To assure the maintenance of the required debt service reserve in the
reserve fund, the legislature may aimropriate annually to the coiporation 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
sendee 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) AH amounts received because of money appropriated to the reserve fund
shall be held and applied in accordance with (b) of this section.

(i) Al 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
ofparticular 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 deot service reserve. The loans shall be made
on the terms and conditions that may be agreed on 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, on the date of

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

*13- SCS CSIIB 11(1*IN)
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resolution o fthe corporation.

See. 37.16.050. 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 corporation determines the bonds, or each series of them, shall be sold at the price

and on 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 corporation. The bonds
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
corporation; must be signed in the manner provided by the

determined 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

corporation.

(c) Ifthe corporation finds it reasonably necessary, the corporation may select
a trustee or trustees for the holders of the bonds, or any scries 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 corporation shall fix
the rights, duties, powers, and obligations o fthe 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 o f 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 arc conclusively

considered to comply with the requirements ofthis chapter.
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, und delivery of the bonds or any part or

:sCSI1IB U(-IN) -14-
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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 ofthe bonds or each series ofthem.

Sec. 37.16.070. Enforcement by bond owner, (a) The owner or owners ofnot
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 stale 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 this chapter, 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 AS 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.

See. 37.16.090. Refunding, (a) The corporation 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 coqtoration if the state bond rating is the equivalent of AA- or
better and if, in the opinion ofthe corporation, refunding is advantageous to and in the
best interest o f the state and its inhabitants.

(b) The issuance ofrefunding 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
resolutions and prepare all other documents and proceedings necessary for the
issuance, exchange or sale, and delivery of the refunding bonds. All provisions o f this
chapter 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
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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 arc sold; lhe premium, if any, necessary to be paid to call
or retire the outstanding bonds and the interests accruing on them to the 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 arefunding trustee to hold the proceeds

of refunding bonds in trust until the proceeds, together with eamings 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 .is legal investments. The bonds are legal investments
for all banks, trust companies, savings banks, savings and loan associations, and other
persons carrying on a bonking 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 corporation 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. This chapter shall be liberally
construed to carry out the purposes for which it was enacted.

See. 37.16.810. Regulations. The corporation may adopt regulations necessary
to implement the provisions o f this chapter.

See. 37.16.900. Definitions. In this chapter,

(1) "bond resolution” means the resolution or resolutions adopted b

the corporation under AS 37.16.060 authorizing the issuance ofbonds;

SCS CSIIB 13(FIN) -16-
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(2) "bonds" means the pensions obligation bonds authorized in this
chapter;

(3) "corporation” means the Alaska Pension Obligation Bond
Corporation created in AS 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,
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;

(5) "reserve fund" means the Alaska Pension Obligation Bond

Corporation reserve fund established in AS 37.16.040.

* See. 10. AS 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 bv or on behalf of the employer.
Except as provided in AS 39.35.270(d), this [THIS] account shall be charged with
the employer's actuarial charge for pension, death benefits, and other benefits paid
under this plan to or on behalfofthe employee of the employer. Except as provided
in AS 39.35.270(d), after (AF TER] an allowance for interest credited to employee
contribution accounts and employee savings accounts, the investment income o f 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 ofthe end of the fiscal year bears to the total of the average

balance ofthe retirement reserve account and all employer accounts.

* Sec. 11. AS 39.35.100(b)(4) is amended to read:

(4) An expense account shall be maintained for the plan. Except as
provided in AS 39.35.270(d), this [THIS] account shall be charged with all
disbursements representing administrative expenses incurred by the plan. At the end of
the ycara 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

17- SCs CSlilt 13(I'IN)
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governor's budget for each fiscal year and arc subject to approval by the legislature.

. 12. AS 39.35.270 is amended by adding new subsections to read:

(d) All or aportion ofthe 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
applied to other employer contributions. Ifalump sum payment is made, the payment
shall be accounted for separately in accordance with regulations adopted by the
commissioner, 'fhc 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 behalfofan 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 tha» benefits
multiple employers,

(e) If all or a portion of the employer's share ofany 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.

1.3. AS 44.85.010 is amended to read:
Sec. 44.85.010. Legislative policy, (a) It is the policy o fthe state to

(') |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 their 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

SCS CSIIB 13(FIN) AIX*
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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 authorizedpurposes
and to assist them by making capital funds available at reduced interestcosts for

orderly financing of capital improvements and other purposes especially during
periods o f restricted credit or money supply, particularly for those municipalities not

otherwise able to borrow for capital needs;

(3) [TO] assist municipalities to provide for adequate insurance
coverage by authorizing the AlaskaMunicipal Bond Bank Authority to issue
negotiable or nonnegotiable revenue bonds, notes, or certificates of participation cither
directly or through an entity it may create for the purpose of providing a self-insurance
program for municipalities or municipal joint insurance arrangements organized under
AS 21.76"

(4) assist governmental employers to prepay all or a portion of
their share of unfunded accrued actuarial liabilities of retirement systems in an
effort to reduce their costs of satisfying their contractual obliga ions to provide
retirement and other benefits to public employees through the issuance of bonds,
notes, commercial paper, or other obligations by the bond bank authority or liv a
subsidiary corporation created hv the bond hank authority under AS 44.85.1)85,
but only if the state bond rating is the equivalent of AA- or better; this assistance
is limited as provided in AS 37.15.903.

(b) The legislature further declares that

() the exercise of the powers of the state in the interest

municipalities and in the interest of public employees of the state and of it.

<srequired to further and implement the policies declared in (a) of this
section b> authorizing the creation of a state bond bank authority as a body corporate
and politic that will have full powers to borrow money and to issue its bonds and notes
to make capital funds available for borrowing by municipalities and for bum ming
bv or on behalf of governmental employers, by authorizing governmental
employers to contract will) the bond bank authority or with a subsidiary created

under AS 44.85.(185 for the purpose of reducing future costs of providing
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and by granting broad powers to the

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

ofthe state and its taxpayers and residents;

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

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

the bonds or nores ofthe bond bank authority;

the lowest rates

(3) the bond bank authority should conduct its operations

supporting operation with no expectation of subsidization with state

legislature docs not

tu provide

in terms of borrowing to municipalities as is consistent with a self-

funds; the

intend that the bond bank authority be utilized as a means to

finance municipalities beyond their capability to meet repayment schedules and debt

service requirements ofbonds or notcs”

operations

employers

snpportini!

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

to provide the lowest rates in terms of borrowing to governmental

under AS 44.85.085 and 44.85.086 as is eonsistent with a sclf-

operation with no expectation of subsidization with state funds; the

legislature does not intend that the bond bank authority or its subsidiary he

utilized as a means to nuance governmental employers under AS 44 85.085 and

44.85.086 beyond

their capability to meet repayment schedules and debt service

reuniremcnts of bonds, notes, commercial paper, or other ohliualious to the bond

bank authority or its subsidiary.

* Sec. 14. AS 44.85.080 is amended to read:

.See.

may

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

(1) sue and he sued;

(2) adopt and alter an official seal;

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

business and for the use o f its services anil facilities;

money;

S CSIIB D(I'IN)

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

(5) acquire, hold, use, and dispose of its income, revenue,
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(6) acquire, rent, lease, hold, use, and dispose of other personal
property for its purposes;

(7) subjectto AS 44.85.100(b), borrow money and issue its negotiable
bonds or notes and provide for and secure their payment, provide for the rights of their
holders,, and purchase, hold4 and dispose ofany ofits bonds or notes;

(8) fix and revise from time to time and charge and collect fees and
charges for the use ofits services or facilities;

9) accept gifts or grants from the United Stales, or from any
governmental unit or person, firm, or corporation, carry out the terms or provisions or
make agreement? with respect to the gifts or grants, and do all things necessary,

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

o fthe gifts or grants;

(10) do anything authorized by this chapter, through its officers,
agents, or employees or by contracts with a person;

(11) make, enter into, and eniorce all contracts nccesr ry, convenient,
or desirable for the purposes of the bond bank authority or pertaining to a loan to a
political subdivision, a purchase or sale of municipal bonds or other investments, or
the performance o f its duties and execution ofany ofits powers under this chapter;

(12) purchase or hold municipal bonds at prices and in a manner the
bond bank authority considers advisable, and sell municipal bonds acquired or held by
it at prices without relation to cost and in a manner the bond bank authority considers
advisable;

(13) invest funds or money of the bond bank authority not required at
the time o finvestment for loan to political subdivisions for the purchase of municipal
bonds, in the same manner as permitted for investment of funds belonging to the state,
except as otherwise provided in this chapter;

(14) prescribe the form of application or procedure required of a
political subdivision for a loan or purchase of its municipal bonds, fix the terms and
conditions of the loan or purchase, and enter into agreements with political

subdivisions with respect to loans or purchases;

(15) render services to a political subdivision in connection with a

-21- SCS CSIIB 13(FIN)
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public or private sale of its municipal bonds, including advisory and other services,
and charge for services rendered;

(16) charge for its costs and services in review or consideration of a
proposed loan to a political subdivision or purchase by the bond bank authority of
municipal bonds of the political subdivision, whether or not the loan is made or the
municipal bonds purchased;

(17) fix and establish terms and provisions with respect to a purchase
of municipal bonds by the bond bank authority, including date and maturities of the
bonds, provisions as to redemption or payment before maturity, and any other matters
that [WHICH] in connection with the purchase arc neccssc-y, desirable, or advisable
in the judgment ofthe bond bank authority;

(18) procure insurance against any losses in connection with its
prop’ 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, lime 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 nonncgotiable revenue bonds, notes, or certificates of
participation to finance a self-insurance program for municipalities or municipal joint
insurance arrangements organized under AS 21.76 or to provide assistance to
governmental employers under AS 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

(21) do all acts and things necessary, convenient, or desirable to carry
out the powers expressly granted or necessarily implied in this chapter.

* See. 15. AS *14.85 is amended by adding new sections to read:

Sec. 44.85.085. Creation of subsidiary corporation, (a) The bond bank

SCS CSIIB 13(F1N) -22-
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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 of
the unfunded accrued actuarial liabilities ofretirement systems;

(2) receiving payments and providing servicing for payments to or
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
in (1) and (2) of this subsection.

(b) The bond bank authority may incorporate under AS 10.20.146 - 10.20.166
a subsidiary corporation created under (a) of this section. The bond bank authority
may transfer assets of the bond bank authority to the subsidiary corporation and may
agree to secure bonds, notes, commercial paper, or other obligations of the subsidiary
corporation with areserve fund established under AS 44.85.270.

(c) A subsidiary corporation created under (a) of this section may, if the state
bond rating is the equivalent of AA- or better, and subject to AS 37.15.903, borrow
money and issue bonds, notes, commercial paper, or other obligations as evidence of
that borrowing and may have all the powers ofthe bond bank authority that the bond
bank authority grants to it. 'I'hc provisions of AS 44.55.130 - 44.5S5.170 and 44.85.270
- 44.85.390 apply to the subsidiary corporation and 10 bonds, notes, commercial paper,
or other obligations issued by the subsidiary corporation. Unless otherwise provided
by the bond bank authority, the debts, liabilities, and obligations of the subsidiary
corporation are not the debts, liabilities, or obligations o f the bond bank authority.

(d) The staff of the bond bank authority serves as staff of a subsidiary
corporation created under (a) of this section. The bond bank authority shall determine
the membership or the process for selecting the membership of the board of directors
of the subsidiary corporation. The bond bank authority may permit some or all of its
directors to serve on the board ofdirectors ofthe subsidiary corporation.

Sec. 44.85.086. Powers of subsidiary corporation. A subsidiary corporation

created under AS 44.85.085 has the following powers in addition those granted to it

-23- SCS CSIIB I3(FIN)
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under AS 44.85.085(c):

(1) to make loans to and enter into contracts with governmental
employers;

(2) to incur debt, subject to AS 37.15.903, in furtherance of its
purposes, in the form of bonds, notes, commercial paper, or other obligations as the
subsidiary coiporation considers appropriate, but only if the state bond rating is the

equivalent of AA- or better;

(3) to secure its debt with a pledge of any assets that are available to
the subsidiary coiporation for the purpose, including identified revenue and
contractual payments from participating governmental employers, and the general

assets and revenue of the subsidiary corporation; and

(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 pugooscs.

* See. 16. AS 44.S5.100(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 bind bank authority to be
issued during the fiscal year following the fiscal year in which the report is subi litted.
Other than refunding bonds and other than bonds, notes, commercial mmer. or
other obligations issued under AS 44.85.086 and 44.85.180(a)(5), the [THE bond
bank authority may not issue revenue bonds [, OTHER THAN R) "UN DING
BONDS,] in excess of 575,000,000 during any fiscal year beginning after Juie30,

1981. unless the legislature, by law, approves the estimate required by this subsection

for that fiscal year.

* Sec. 17. AS 44.85.180(a) is amended to read:

(a) Subject to AS 44.85.100(b), the bond bank authority may issue its bo ids or
notes in principal amounts that it considers necessary to provide funds for any
purposes under this chapter, including

(1) the purchase ofmunicipal bonds;

(2) the making of 'nans through the purchase of municipal bonds,

notes, or certificates o f participation secured by an agreement between the bone bank

SCS CMIB LI(KIN) -24%
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authority and a municipality or a municipal joint insurance arrangement organized
under AS 21.76;

(3) the payment, funding, or refunding ofthe principal of, oi 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;

(4) 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
authority incident to and necessary or convenient to carry out its corporate purposes
and powers”?

(5) assisting governmental employers to prepay all or a portion of
their share of the unfunded accrued actuarial liabilities of retirement systems,
with security as the bond bank authority considers reasonable; however, to carry
out this paragraph, bonds and other obligations may only he issued if the state

bond rating is the equivalent of AA- or better; bonds issued under this paragraph

are subject to AS 37.15.903.

* Sec. 18. AS 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 [,
EXCEPT BONDS Oil NOTES ISSUED TO FUND OR REFUND BONDS OR
NOTES,] 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 ohliuations issued

under AS 44.85.086 or 44.85.180(a)(5).

* Sec. 19. AS 44.85.410 is amended by adding a new paragraph to read:

(8) "governmental employer" means the State of Alaska

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.

* See. 20. This Act takes effect immediately under AS 01.10.070(e).

-25- SCS CSIIB 13(FIN)
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CS FOR HOUSE BILL NO. I3(FJN)
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTY-FIFTH LEGISLATURE - FIRST SESSION

BY THE HOUSE FINANCE COMMITTEE

Offered: 4/23/07
Referred: Rules

Sponsors): REPRESEN TATIVES HAWKER, Fnirclou|>li, Kelly, Roses, Duhlstrom, Johnson, .loluiiiseii, l.ynn,

LcDoux

A BILL
FOR AN ACT ENTITLED
"An Act relating to prepayments of accrued actuarial liabilities of government
retirement systems; relating to flic Alaska Municipal Bond Bank Authority, the Alaska
Housing Finance Corporation, and the state bond committee; establishing Ihe Alaska
Pension Obligation Bond Corporation: permitting the Alaska .Municipal Bond Bank
Authority or a subsidiary of the authority, a subsidiary of Ilhe Alaska Housing Finance
Corporation, the state bond committee, and the Alaska Pension Obligation Bond
Corporation to assist state and municipal governmental employers by issuing bonds,
notes, commercial paper, >r 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 governmental 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

11BOO 11c -1- CsSIIB LI(ITN)
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other contractual agreement with a trustee, the Alaska Municipal Bond Bank Authority
or a subsidiary of (lie authority, a subsidiary of the Alaska Housing Finance
Corporation, the stat. bond committee, or the Alaska Pension Obligation Bond
Corporation in connection with the issuance of obligations for that purpose, and relating
to those obligations; relating to revision of the employer contribution rate in connection
with financed prepayment of unfunded accrued actuarial liabilities of government

retirement systems; and providing for an effective date."
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) AIll or a portion of the employer's share of any accrued actuarial liability to
the plan"myb”jjrcpaid in a lump sum. The commissioner of administration may, by
regulation, establish a minimum amount for the lump sum payment of a portion. The
administrator 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 for the employer 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. Ihe lump sum payment shall be used solely to offset contributions
under this section required of the employer for which 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 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) Ifall or a portion of an employer's share of any accrued actuarial liability

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

CSIIB |.1(FIN) -2- IIHOI) 13c
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LEGAL SERVICES

DIV'SION OF LEGAL AND RESEARCH SERVICES
LEGISLATIVE AFFAIRS AGENCY

(907) 465-3867 or 465-2450 STATE OF ALASKA State Capitol
FAX (907) 465-2029 Juneau, Alaska 99801-1182

Mail Stop 3101 Deliveries to: 129 6lh St., Rm. 329

M EMORAN I)RIM March 26,200S

SUBJECT: Pension obligation bonds (CSHB I3(FIN),
Work Order No. 25-LS0084\K)

TO: Senator Bert Stedman
Co-Chair of Senate Finance Committee
Attn: Darwin Peterson

FROM: Tamara Brandt Cook~"~C/
Director 1N

Doer CSIIB I3(FIN), authorizing entities of the state and municipalities to issue pension

obligation bonds, pose constitutional or other legal problems?

There are provisions of the state constitution that may limit the uses of this legislation.
Mechanisms that have worked in other states to fund pension liability through pension
obligation bonds may be difficult to apply in Alaska because of Art. IX, sec. 7
(prohibition against dedicated funds), sec. 8 (stale debt), sec. 9 (local debts), sec. 11
(exceptions to restrictions on acquisition of debt), and sec. 13 (money must be
appropriated). The Alaska Supreme Court has noted, for example, that the prohibition
against dedicating state funds is found only in the constitutions of Alaska and Georgia.
(Mvcrs v. Alaska Housinu Finance Corn.. 68 P.3d 386 (Alaska 2003)). There is at least a
slight chance that the prohibition against dedicated funds applies to municipalities as well
as to the state. (Fairbanks v. Convention and Visitors Bureau, 818 P.2d 1153, 1158,
footnote 7 (Alaska 1991) declining to address the question of whether the prohibition
against dedicated funds applies to political subdivisions)

Under the slate constitutional provisions noted, it is not clear to me how certain
provisions of CSHB 13(FIN) are to be applied. Under see. 37.15.905 the state bond
committee may "obligate and bind the state to set aside and pay into the bond redemption
fund. . . If this is subject to appropriation, in what sense is the state bond committee
obligating and binding the state? Likewise, amounts required for bond payments under
the terms established by the bond resolution (secs. 37.15.925 and 37.16.060) could be
subject to appropriation despite the fact that the language of the bond resolution may not
indicate that. Since the pension obligation bonds will not constitute debts of the state
under art. IX, see. 8, it is unlikely that the state will, as a matter of constitutional law, be
liable for bond payments to bond holders (see sees. 37.15.920 and 37.16.070), although
the state could find itself liable for damages to bond holders if they are misled on this
point. Art. IX, sec, 11lonly permits "the issuance of revenue bonds by a public enterprise



/l.

Senator Bert Stedman
March 26, 2008
Page 2

or public corporation of the State or a political subdivision, when the only security is the

revenues of the enterprise or corporation,”

Under sec. 37.16,110 the Alaska Pension Obligation Bond Corporation is permitted to
"enter into contracts with governmental employers for the purpose of recouping amounts
paid as debt service on bonds issued by the corporation for the benefit of governmental
employers.” The corporation is then authorized to pledge the revenue of the contracts as
security for the bonds. If payments by the state on the contracts are not subject to
appropriation, there will be an issue under Art. 1X, sec. 7 (prohibition against dedicated
funds) and sec. 13 (appropriation requirement). If payments by municipalities are not
subject to local budget and appropriation processes, the contracts themselves could
constitute an unconstitutional municipal debt under sec. 9. While it is clear that sec. 9
applies to municipal bonds, the court has left open the possibility that other types of debt,
in addition to bonds, might be subject to that provision. (Chefornak v. Hooper Bay
Construction Co., 758 P.2d 1266 (Alaska 1988)) The court stated at pages 1269 and

1270, emphasis added:

Thus, we think it clear that the framers of our constitution intended section
9 to restrict a municipality's ability to voluntarily borrow funds or issue
bonds. ... We conclude that the lestrictions on contracting debt contained
in article IX, see. 9 arc applicable only where a political subdivision has
endeavored to borrow money, via the issuance of bonds or other paper

indebtedness.

Understand that 1am not calling the constitutionality of see. 37.16.110 into question, but,
rather pointing out that the contracts for recouping debt service may, as a practical matter,
constitute only a limited form of security for the pension obligation bonds because they

may have to include a nonappropriation clause.

Indeed, | stress that the provisions of CSHB 13(F1N) can be applied in ways that do not
raise constitutional issues. My conclusion is only that the constitutional limits on
acquiring state and municipal debt, coupled with the prohibition against dedicating funds
and the appropriation requirement, may make pension obligation bonds in this state more
difficult to issue and market and, thus, less useful than those types of bonds have been in
other states. Some methods of creative financing have, in fact, been upheld by the court
in Alaska, although the facts involved in those instances do not appear to be directly
applicable to the pension obligation bond situation under C'SI IB 13(FIN). (Carr-Gottstcin
Properties v. State. 899 P.2d 136 (Alaska 1995) involving the issuance of certificates of
participation for a capital project where the state lease payment obligation was subject to
appropriation; Mvcrs v. Alaska Housinu Finance Corp., 68 P.3d 386 (Alaska 2003)
involving the sale of a present interest in a tobacco litigation settlement revenue stream)

TBCdmb
08-166.Imb
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/
AMEND MENT 4

OFFERED INTHE SENATE BY SENATOR STEDMAN

TO: CSHB 13(FIN)

Page 1, lines 10 - 12:

Delete "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"

Page 2, line 4:
Delete "for that purpose”
Insert "by a state entity for the purpose of prepaying all or a portion of the

governmental employee's share of the unfunded accrued actuarial liabilities of

retirement systems”

Page 4, lines 15 - 18:

13Delete "A municipality, or two or more municipalities jointly, may issue obligations to

14

15

16

17

18

19

20

21

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

liabilities of retirement systems."

Page 4, line 22, following "obligations":

Insert "by a state entity"

Page 4, line 29, following "issued":

Insert "by a siate entity"



" 25-L.S0084\K.4
V Cook

O 3/25/08

AMEND MENT 0>

OFFERED IN THE SENATE BY SENATOR STEDMAN

TO: CSHB 13(FIN)

1 Page 6, lines 15 - 17:
2 Delete "The committee on behalf of the state, may obligate and bind the state to set

3 aside and pay into the bond redemption fund, on a monthly or other periodic basis."



State of Alaska

Public Employees' Retirement System (PERS) and
Teachers' Retirement System (TRS)

Cash Contribution and Pension Obligation Bond Analysis
Version 4 - Prepared March 13, 2008

Input
Pension Obligation Bond Interest Rate: 5.25%
Growth Rate of POB Payments: 4.00%'
Present Value Interest Rate: 8.25%
Cash Contribution <$1B ($ in millions): $ 450~

March 27, 2008
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Pension Obligation Bond interest rate:
Protected FYO09 Salary (in thousands)
Unfunded Liability at June 30. 2006 (in thousands)

Interest Ralo for Prosonl Value:

Cash (In
billions)

POB Amount
% of Unfunded
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492 0
1.093 4
1,640.1
2.1867
2.733 4
3,280.1
3..26 6
735
4,920.2
5,466 9
6,013 5
6,560 2

0.5

9%

186 5
1.014.5
1,6159
2.162 5
2.709
3.255
3.802
4,349
4,890
5.442
5.989
6.536

© w =~ o wooN

5.25%

$1,877,510
$5,347,505

t

ST R T RS T T

409%

Present Valtio of Savings on Employor Contribution Amount {In millions)

1.0
19%
3730
1.537 0
2,138 3
2.6850
3.231 7
3.778 4
4,325 1
4,871 8
5,418 4
5,965,1
6.511 8

Results ere based on actual 6/30/00 valuations
Percent of pay calculation based on total payroll and amounts use projected FYO09 pryroll
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Cash and Pension Obligation Bond Analysis
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Public Employees' Retirement System

Actual June 30, 2006 Valuation Results
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37%
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Ponslon Obligation Bonds (in billions)
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Percent of Unfunded

2.5
47%
932 4
3.104 4
3.705.8
4.252.5
4,799.1
5.345 8
5.892 5
6.439 7

Cash contribution and pension obligation bonds are receivable as of tho valuation data
Total cash end pension obligation bonds are notto tACocd tho total unfunded accrued liability
Ail other data, assum ptions, methods, end plan provisions are the & jme as those described in tho Juno 33, 2006 valuation report

Tnc abcvo contntiution amounts end rates are for illustrative purposes only
the delay between the valuation data and t/m deposit of tho bonds and the cash contribution
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Liability

S

w oW ow w

3.5

65%
3.657.4
4.149 4
4.750 7
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Teachers' Retirement System
Cash and Pension Obligation Bond Analysis
Actual June 30, 2006 Valuation Results

Pension Ohligation Dond Inloros| role: 5.25%
Projected FY(Q Salary (In thousands): S 637,370
Unfunded Liabllilyat June 30, 2XG(inthousands): ~ $3083151

Employor Contribution Rato as a Percent of Payroll

Pension Obligation Bonds (in t llllons)
Percent of Unfunded Llabl Ily

POB Amount * - t 05 { 10 $ 15 $ 23> 5 25 % 30 $ 35

% of Unfunded 0% 16% 32% 49% 65% 81% 97% 113%
$ - 44.17% 42.80% 41.43% 40.07% 38 70% 37 33% 35.06% 34.60%
$ 045 39.46% 38.10% 36 73% 35.36% 33.99% 32,63% 31.26%
$ 10 33.71% 32.35% 30.98% 2961% 28.25% 2688%
$ 15 28.49% 27.12% 25.75% 24.39% 23.02%

Cash (in 5 20 23.26% 21.89% 20.53% 19.16%
billions) i 25 18 03% 1667% 15.30%
t 30 12,81% 11.44%
5 35 7.58%
Savings on Employer Contribution Rate
Pension Obligation Bonds (in billions)
Percent of Unfunded Liability
POB Amount S - $ 05 J 10 | 15 $ 20 5 25 J 30 5 3.5

% of Unfunded 0% 16% 32% 49% 65% 81% 97% 113%
io- 0 00% 1.37% 2.74% 4.10% 547% G84% 8 21% 957%
S 0.45 4.71% 0.07% 7.44% 881% 10.18% 11 54% 12 91%
5 10 1046% 11 02% 13.19% 14 56% 1592% 17 29%
S 15 15.68% 17 05% 18 42% 19 78% 21.15%
t 20 20 91% 22.28% 23.64% 25.01%
5 25 20.14% 27 50% 28 87%
i 30 31.36% 32 73%
$ 35 36.59%

Resells are based on actual C/30/00 valualions
Percent of pay calculation based on total payroll and amounts use projected FYQ09 payroll
Cash contribution and pension obligation bonds <nu receivable as of the valuation date
Total cast) and (Hjnhnon obligation bonds ere not toerceed ihe total unfunded accrued liability
All other data, assumptions, methods, and plan piuvisions are tho same as those described In tho Juno 30, 2000 valuation repoil
The above contribution amounts and rales are lor illusltalivo purposes only The actual rates and amounts will Incorporaio
Ihe delay between lhe valuation dale am) the deposit of die bonds und the cash contribution



Pension Ohligation Bond Interest rale:
Projected FY09 Salary (in thousands):
Unfunded Liability at June 30, 2006 (in thousands):

Cash (In
billions)

Cash (In
billions)

Teachers' Retirement System

Cash and Pension Obligation Bond Analysis
Actual June 30, 2006 Valuation Results

525%

$ 037,370
S3088,151

Annua! FY09 Employer Contribution Amount (in millions)

th — (N thth ¢

0.5
16%
272.8
2428
206 2
172.9
139.5
106.2
729

agHnaan

Pension Obligation Bonds (in billions)
Percent of Unfunded Liability
10 $ 15 S 20 5 25 5 30 $ 35
32% 49% 65% 81% 97% 113%

264 1 J 2554 S 2467 S 2379 $ 2292 S 220a
2341 $ 2254 £ 2166 S 2080 S 1992

1975 S ie8.7 £ 1001 $ 1713

1641 $ 1555 £ 146.7

1309 S 1221

97.5

Savings on Annual FYO9 Employer Contribution Amount (in millions)

POB Amount £

% of Unfunded 0%
$ e s 2815
$045 S 2515
5 10 $ 2149
$ 15 s 1816
£ 20 S 1483
5 25 S 1149
5 30 $ 816
| 35 S 483

POB Amount J

% of Unfunded 0%
5 -  $
£04 £ 300
S 10 s 666
5 15 £ 999
£ 20 % 1332
5 25 j 166 6
530 i 19909
1 35 | 2332

DiitiL Assumptyns

£
S
£
S
S
£
$

0.5

16%
8.7
38.7
753
1086
1420
1753
2080

$

hoLeHnth

Pension Obligation Bonds (in billions)
Percent ol Fttimatod Unfunded Liability

10 $ 15 £ 20 £ 25 £ 30 £ 35
32% 49% 65% 81% 97% 113%
174 $ 261 S 348 £ 436 £ 523 S 610
474 $ 561 £ 649 £ 735 £ 823

840 $ 928 £ 1014 £ 1102

1174 S 1260 $ 1348

1506 S 1594

1840

eng PJjn Bovisteos

Results are based on actual 6/30/00 valuations
Percent ol pay calculation based on total payroll and amounts use pro|c<.led FY09 payroll
Cash contribution and pension obligation bonds aie receivable as cil the valuation date
Total cast and pension obligation bonds are not to exceed ttie total unfunded accrued liability
All oilier data, assumptions, metliods, and pljrr provisions are Ihe some as those described in tire June 30. 2000 valualion report
Ilui above contribution amounts and rates aro lor lllustrative purposes only. Thu actual 'ales and amounts will Incorporate
the delay between the valualion date and the deposit ot tiro bonds and tho cash contribution



Teachers' Retirement System
Cash and Pension Obligation Bond Analysis
Actual June 30, 2006 Valuation Results

Pension Obligation Bond Inlerest rale: 5.25%
Projected FY09 Salary (In thousands): $ 637,370
Unfunded Liability al June 30, 2006 (in thousands): $3.0B8.151

Interest Rale (or Present Value: 409%

Present Value of Savings on Employer Contribution Amount (in millions)

Pension Obligation Bonds (In billions)
Percent of Unfunded Liability

POB Amount $ 05 § 10 i 15 s 20 S 2.5 ) 3.0 s 3.5
% of Unfunded 0% 16% 32% 49% 65% 81% 97% 113%
- s : % 1250 S 2518 S 3777 $ 5035 $ 6204 S 7553 $ 8812
$045 $ 4643 5002 $ 7161 $ 8420 $ 9678 $ 10937 . 12196
$ 10 S 10318 S 11577 s 12836 s 14094 § 15353 $ 16612
i 15 s 15477 S 10736 5 17995 $ 19253 § 2,051.2
Cash (In i 20 s 20630 S 21b 1 5 23154 S 24412
billions) J 25 § 25705 s 2705 s 28313
$ 30 $ 30054 $ 32013
| 35 s 36113

Dala. Assumptions. Melliods and Plan Provisions
Results are based on actual 6/30/06 valuations
Percent ol pay calculation based on total payroll and amounts use projected FYQ09 payroll
Casli contribution and pension obligation bonds ate receivable as of the valuation date
Total cash and pension obligation bonds are not lo exceed the total unfunded accrued liability
All other data, assumptions, rrelhods. and plan provisions are lhe same os those described In the June 30, 2003 valualion report
Ttie above contribution amounts and rales aro (or lllustrative purposes only. The actual rates and amounts will Incorporate
ihe delay between the valuation date and the deposit of the bonds and lhe cash contribution.
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AMENDMENT

OFFERED IN THE SENATE

TO: CSHB 13(F1N)

Page 3, line 20, following

B 'V 25-LS0084\K.3

Cook

S 1 ' 3/25/08
\

BY SENATOR STEDMAN

Insert "However. a subsidiary created for Hie purpose of financing or facilitating

the financing of prepayment of a governmental employer's share of unfunded accrued

actuarial liability of retirement systems may only borrow money anti issue bonds if the

state bond rating is AA- or better.”
\-f (0Kl a

|
Page 5, line 26, following "37.15.$ 55":

Ct,. A

9/

)

Insert”, but only if the stato bond rating is AA- or better"

Page 8, line 26, following "if:

Insert "the state bond rating is AA- or better and if

Page 11, line 2, following "37.16.900":

Insert”, but only if the state bond rating is AA- or better”

Page 15, line 14, following "if:

Insert "the state bond rating is AA- or better and if

Page 19, line 12, following "AS 44 85.085":

Insert ". hut only if the stale bond ration is A A- or better”

Page 23, line 7, following "may":

Insert “, if the state bond rat ng is AA- or better,”



25-LS0084VK.3

Page 23, line 27, following "appropriate":

Insert”, but only if the state bond rating is A A- or better"

Page 25, line 1, following "reasonable™:

Insert however, to carry out this paragraph, bonds and other obligations may

only be issued if the state bond rating is AA- or better”
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Cook
3/25/08

[ m 'V_-v
Ai «J W

AMEND ME NT

OFFERED IN THE SENATE BY SENATOR STEDMAN

TO: CSHB I3(FIN)

Page 3, line 19, following "may":

Insertsubject to AS 37.15.903,"

Page 6, line 2:
Delete "may not exceed 55,000,000,000"

Insert "is limited as provided in AS 37.15.903"

Page 6, following line 10:

Insert a new section to read:

"Sec. 37.15.903. Pension obligation bond limit. The total unpaid principal
amount of bonds, including refunding bonds, but excludingrefunded bonds,issued by
all state entities added together, for the purposesof financingprepayment of all or a

portion of a governmental employer's share of unfunded accrued liability o f retirement

systems, may not exceed 55,000,000,000."

Page 11, line 9:
Delete "may not exceed 55,000,000,000"

Insert "is limited as provided in AS 37.15.903"

Page 19, line 12, following "AS .14.85.085":

In s ertthis assistance is limited as provided in AS 37.15.903"

Page 23, line 7, following "may":



Insert", subject to AS 37.15.903,"

Page 27, line 25, following "debt":

Insert”, subject to AS 37.15.903,"

Page 25, line 1, following "reasonable”

25-L.S0084VK.2

Insert "; bonds issued under this paragraph arc subject to AS 37.15.903"
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IF SARAH PAUN, GOVERNOR
M $ M

DEPARTMENT OF REVENUE 333 WILLOUGHBY, 11THFLOOR
PO BOX 110400

JUNEAU. ALASKA 99011-0400

OFFICE OF THE COMMISSIONER PACOIMILE: 509 4002999

RECEIVED

The Honorable Senator Bert Stcdinan, Co-Chair
The Honorable Senator Lyman Hoffman, Co-Chair

) ) MR11 208
Senate Finance Committee
Juneau, AK 99801

Dear Senator Stedman and Senator Hoftman,

| appreciated you allocating time on February 29Ih for concluding my presentation on
Pension Obligation Bonds (POBs). During the hearing, your committee requested
information regarding the costs the State would incur as a result of POBs carrying a
lower credit rating than the State’s General Obligation credit rate.

Rating agencies consider debt obligations, such as POBs to be inherently riskier than
general obligation bonds. The spread between these two types of bonds is about .15% or
15 basis points (bps). On a 2 billion dollar issuance the 15 bps would account for a
difference of S3 million. If we were able to do a $2 billion POB transaction at a
refinancing cost of 5.25%, versus our current cost of 8.25%, there would be a potent, vy
savings of3% or $60 million in tire first year. Add to this the 15 bps we could gain if we
are able to do the transaction at the State’s general obligation credit rating, and the
savings would potentially be 3.15% or $63 million.

I have enclosed three recent communiques for the investment banking community on this
subject. If you have any questions please give me a call. | appreciate the attention you
and the committee arc giving to tire matter of POBs and the retirement system’s unfunded

liabilities.

Sincerely,

Brian C Andrews
Deputy Commissioner
Department of Revenue

CC: The Honorable Senator Charlie Huggins
The Honorable Senator Kim Ellon
Ilhe Honorable Senator Donny Olson
The Honorable Senator Joe Thomas
The Honorable Senator Fred Dyson
The Honorable Representative Mike Hawker

2001, 0 3 57-3
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Memorandum
Date: March 4, 2008
To: Brian Andrews

Deven Mitchell
From: Goldman, Sachs & Co.

Subject: Indicative Pricing for Potential State of Alaska Pension Bonds

Thank you for the opportunity to speak with you last week and to offer comments at the Senate Finance
Committee about the potential for Pension Obligation Bonds (POBs) to have a positive economic impact on the
State's pension system. We look forward to continuing to assist the State in evaluating Pension Bonds and
developing an approach to executing a transaction that can best take advantage of the opportunity while at the
same time managing the costs and risks associated with the transaction.

The purpose of this memo is to provide current market pricing indications to help you and other State decision
makers continue to evaluate the potential transaction. As you know, taxable municipal bonds are priced based on
a spread to an underlying reference rate, typically either a U.S. Treasury Bond or the 20-year LIBOR (London
Interbank Offered Rate) swap rate, depending on investor. The spread itself is based on the credit quality of the
borrower and the terms of the security structure. In the municipal finance world, the highest quality credits with
the lowest associated cost are typically general obligation bonds. Other credit structures such as ‘subject to
appropriation bonds' or state credits backed by specific revenue sources will generally carry a cost that is

somewhat higher than a general obligation bond.

We are well aware that the State's Pension Bonds will not be issued as General Obligation debt and that the
intent is. to use a subject to appropriation structure. This is quite to similar to the approach that has been used by
a number of other issuers of POBs and will result in strong pncing based on the State's well regarded credit and
the fact that investors view the risk of non-appropriation as modest, especially in the context of a pension

financii g. In the case of Alaska, this general comfort level with appropriation risk exists because Alaska has a
history of issuing (and making good on) appropriation debt and due to the constitutional underpinnings of the
Stale's obligations to provide for its contractual pension benefits. As we have discussed, we believe the rating
agencies should rate State of Alaska Pension Bonds (subject to appropriation) one notch below the State's
General Obligation credit. As of yesterday's market close, this would translate into the following indicative interest

rates.
Indicative State of Alaska Taxable Pension Bond Interest Rate;) as of Market Close 3/3/20081
Underlylng 20-year

Structure Ratings UBOR Rate Spread (bp) Total Rate
Hypothetical General AAIAA2/AA 4.80% +60-70 540-5.50%
Obligation Bonds
Proposed Subiject to AA-/Aa3/AA- 4 80% +75-85 5.55 - 5 65%
Appropriation Bonds (expected)

Tv/o important caveats to these rates. Firsf as we discussed last week, when introducing the credit, it will be
important that major buyers of taxable debt treat these bonds as they have other major state pension issues (i.e.
lllinois, Wisconsin, Oregon) in terms of their risk assessment or risk weighting. We have no reason to believe that
they won't and have assumed in our indicative spreads risk weighting that is similar to these precedent
transactions. Second, the current capital markets environment is quite volatile. As such, we oncourage you to
continue to closely monitor market conditions as HB13 moves forward. In that spirit, we will update this

information for you regularly throughout the balance of the legislative session.

We hope this information is useful. We will call to follow up and meanwhile, feel free to contact any of us.

' Emclumv* ol luuanc# com. which would 04 rough:/ 1-7 bp for both itructuroi



Memorandum

To: Brian Andrews
Deven Mitchell
State ofAlaska

From: Eric Whaley, Vice President
Greg Sundberg, Managing Director
Jeff Brown, Managing Director
Isaac Sine, Vice President
Merrill Lynch Public Finance

Date: March 3, 2008 Merrill Lynch

Subject: Pension Obligation Bond Rating Considerations - Appropriation Bonds

The language in House Bill 13 provides for the issuance of pension obligation bonds (POBs) to pre-fund the
State's accrued liabilities of government retirement systems. As currently drafted, the bill structures the POBs to
bo secured by annual appropriations of the State. This memo highlights: 1) how bonds that are secured by
State appropriations compare in ratings and credi' to State general obligation bonds and 2) the limited pricing
differences between appropriation and general obligation bonds.

Appropriation Bonds Versus General Obligation Bonds

Appropriation bonds are very common in the municipal bond market and are usually rated just below an issuer’s
general obligation rating. Standard and Poor’s clearly states in its latest Public Finance Criteria: Appropriation-
Backed Obligations write-up that appropnation-backed obligati- ns 'are rated typically one notch off the GO
ratings, as a reflection that appropriation-backed obligations are not legally debt and do not bear the same legal
protections as GO bonds." This general "one-notch" differential between appropriation and general obligation
credits holds true in Alaska, where the State’s appropriation/lease credits for the Virology Lao and Seafood &
Food Safety Lab are rated AA-, one nc'.ch below the State's AA general obligation credit.

Limited Impact on Bond Yields

Even with one-notch lower ratings, it is our opinion that the State’s appropriation bonds represent a high
investment grade credit and would price very similarly to the State's general obligation bonds; particularly since
both fall within the double-A category (i. 8 AA- to AA+). In addition, because pension obligation bonds must be
sold as taxable obligations and will likeiy be met with global investor demand, there is a high likelihood that any
State pension obligation debt will qualify for a "corporate-equivalent* bond rating. Since the rating agencies
apply two different standards to municipal and corporate debt, it is quite probable that the Statj's likely AA-
pension obligation bond rating would translate to a AAA corporate rating. Taxable municipal bonds can get
bumped up to AAA when rated on a “corporate equi alent’ basis because A-rated municipal bonds default far
less frequently than corporate bonds with top triple-A ratings; further, even when municipal bonds default
Investors generally receive most if not all of their principal back. In recent work for other issuers of pension
obligation bonds, we have successfully pursued the strategy of obtaining corporate-equivalent ratings, making
these bonds extremely attractive to taxable investors in the global market. It is worth noting that both the State’s
appropriation and general obligation credit J likely carry the same AAA corporate equivalent bond rating,
narrowing even further any possible pncing u rential. In summary, the probable half-notch differential in credit
ratings between the State's general obligation and appropriation debt will not likely result in any measurable

difference in interest cost between the two forms of security.

We hope this helps answer any remaining quesrions related to the likely credit rating and pricing of any future
State cf Alaska pension obligation bonds. Please contact Greg Sundberg (206-830-6026), Eric Whaley (206-
030-6027), Jeff Brown (206-830-6025), or Isaac Sine (206-830-6028) if you have any questions or would like
additional Information. We look forward to seeing you again ne/t lime we nre up in Juneau.



Alaska Pension Obligation Bond Discussion

Alaska’'s legislation forpension funding hoiuls contemplates using a security that will be subject to annual

What is the difference between general obligation
bonds and "appropriation” bonds?

Where general obligation (“G.0.”) bonds pledge the full
faith and credit of the State, including its taxing power,
to repayment of the bonds, appropriation bonds pledge
only the amounts included for debt service in the annual
budget and must be appropriated annually by the
legislature.

Bond Ratings

Appropriation bonds receive a one notch lower rating by
die rating agencies.

Moody’s Aa2 Aa3
S&P AA AA-
Fitch AA AA-

Appropriation Pledge and Pension Bonds

The appropriation pledge has been by many other issuers
of pension bonds and has received excellent acceptance
in the taxable markets where pension bonds are sold.
States that have issued appropriation pension bonds:

New Jersey S2.S billion 1997 Bonds
Wisconsin $1.8 billion 2003 Bonds
Kansas S500 million 2004 Bonds
Wisconsin $960 million 2008 Bonds (pending)

Investor Acceptance ofAppropriation Pension Bond*-

State pension bonds arc sold in the global market for
taxable securities and investcrs evaluate these bonds in
accordance with die securities and banking regulations
promulgated in each country. To facilitate common
treatment across borders, banking firms follow
international rules known as Basel I, and beginning in
2008 for many non-US banks, Basel n. Under Basel |,
appropriation bonds arc recognized by some investors as
similar to G.O. bonds and accorded the same regulatory
capital charges for owning the bonds (a key determinant
in investor appetite for bonds). Under Basel II, it is
likely that such securities will require less capital,
making them more attractive. This is because Basel Il
rules will ullow die relatively low default history of
municipal bonds generally and appropriation bonds in
particular to he accounted for.

appropriation.

Although appropriation bonds will never be viewed as
strict equivalents to G.O. bonds, issuance by other states
and the historical stability of the practice in domestic
tax-exempt markets makes appropriation bonds a strong
alternative for states such as Alaska.

Appropriation bonds do require slightly higher interest
rates in the global markets, ranging from 10 basis points
to 40 basis points. Turbulent markets tend to widen this
difference as many investors limit their purchases to
treasuries, sovereigns and G.O. bonds. As markets
stabilize later this year, we expect these spreads to
narrow.

Bolstering the Appropriation Pledge

Careful drafting of authorizing legislation can help
investor acceptance of Alaska’s appropriation pledge.
Language should be included that:

» Expresses the intent of the legislature to continue
appropriations (Moral Obligation)

» Accords debt service High Priority Status in die
annual budget

e Se's forth die appropriation mechanism - allowing
the Governor and the Budget Director to covenant
that an appropriation request will be included in
each annual budget request

e Allows for die establishment of adequate reserves

* Allows for a Stabilization Fund

» Permits Debt/Hedging Management Techniques so
that die bond structure can be best structured to
market demand

Alaska’s Current Raring Profile and Pension Bonds

Alaska’s current credit profile, particularly relative to
other comparably rated credits, will help in mitigating
any appropriation credit “premium.” Key among the
State’s credit strengths dtat should be emphasized in the
marketing of any pension oin.gation bonds are:

» Conservative budgeting and expenditure practices
»  Unprecedented levels of reserves
$5.60 billion in General Fund and other
non-scgrcgated investments (1/31/08)
$3.15 billion in Constitutional Budget
Reserve Fund (1/31/08)
$39.9 billion in Permanent Fund (12/31/07)
» Oil provides a tremendously valuable primary
revenue source



Any forms sol forth herein are intended for discussion purposes only and are
subject to the final terms as sot forth in separate definitive written agreements.
This presentenon Is not a commitment to lend, syndicate a financing, undenarite or
purchase securities, or commit capital nor dcee It obligate us to enter into such a
commitment nor are we acting as a fidudery to you By accopting tfiis
presentation, sutject to applicable lew nr regulation, you agree to keep confidontiBl
tho existence of and proposed terms for any transaction contemplated hereby (a
Trensccfion’).

Prior 'n entering into any Transaction, ycu should determine, without reliance upon
us or our affiliates, the economic risks and merits (and independently determine
that you are able to assume these risks) as welt as Iho legal tax and accounting
characterizations and consequences of any such Transaction. In this regard, by
accepting this presentation, you acknowledgo that (a) we are not in the business of
provi Ing (and you ar» not relying on us for) legal, tax or accounting advice, (b)
there may be legal, lax or accounting neks assodated with any Transaction, (c)
you should receive (and roly on) separate and qualified legal, tax and accounting
advice and (d) you should apprise senior management In you. organization as to
such legal, tax and accounting advice (and any risks associated with any
Transaction) and our disc'amm as to these matters. By acceptance of these
matarials, you and we hereby agree that (rom the commencement of discussions
with respect to any Transaction, and notwnhstanding any other provision n this
presentation, wo hereby confirm that no participant in any Transaction shall be
limited from disposing the U.S. tax treatment or U.S. tax structure cf such
Transaction.

IRS Circular 220 Disclosure: Citigroup, Inc. end Its tffllhtu do not provide
tax or legal advice. Any aiicuashn of tax matters In tfiaaa materials (I) is not
Intended or written to be used, end cannot be used or relied upon, by you for
the purpose of avoiding any tax penaltlea and (ll) may have been - ritten In
connection with the ’promotion or marketing" of 'be Transaction.
Accordingly, you should seek advice based on your particular
circumstances from an independent tax edviior.

Wa aro required to obtain, verify and roeord certain information that identifies oach
entity that enters into a formal business relationship with us. We wil ask for your
complete name, stinot address, and taxpayer ID number. We may also request
corporate forrauon documents, or other forms of identification, to verify
information providod

Any rncos o levels centainod hewn are preliminary and vituoive only and do na
represent bds or offers  Th"se indications are providod sofofy for your information and
consideration, are subject to change at any tmo without nolce and we not intended as
a soJritaticn with respect to the purchase or sato of any instrument Tho information
contained in this prssentason may nc ado results of analyses from a quantitetve modal
which represent potential fetors events tha. uiy a may not be reafizod, and is not a
ccmploto analysis of evwy meterial bet representing any product Any estimates
ncluded herein constitute our judgment as of he rielo homof and are subject tu chongo
wrihu t aly notice We MKt'or our aflifates may make a merkot in these instruments
hr our customers and for our own account Axxrdmgty. we may have a postion in
any such instilmenl at any time.

Clti maintain* n policy of strict compliance to ihe anti-tying provisions of the U.S.
Bank Holding Company Act of 1956, as amended, and the regulations issued by
the Federal Reserve Board implementing the anii-tying rules (collectively, the ‘Anti-
tying Rules’). Moreover, our credit policies provide that credit must be
unde-written In asb'q and sound manner and be consistent with Section 23B of
Qe Federal Reserve Act and the requirements of foderal law. Consistent with
tiieso requirements and our Anti-tying Policy:

. Tho extension of commercial loans or ether p.oducts or services to
you by Citibank, N A (‘'Citibank’) or any ot its subsidiaries wil not be
conditioned on your teking other products or services offered by
Citibank or any of ita subsidiaries or affiliates, unless such a conditkxi
is permitted under an exception to the Antl-tying Rules

. Wo will nor vary lhe price or other terms ol any product or service
offered by Citibank or its subsidiaries on the condition that you
purchase another product or sorvioe from Citibank or any Citi affiliate,
unles*: we are authorized to do so under an exception to toe Anti-tying
Rules.

« Vawill not require you to provide property or services to Citibank or
wiy affiliate of Citibank as a condition to the extrusion of a comrmrcial
loan to yoxt by Citibank or any of Its subsidiaries, unless such a
requirement is reasonably requirec to prelect the safety and
soundness of tha loan.

¢ Wa wil not require you to refrain from doing business with a
competitor of Citi or any of its affiliates as a condition to receiving a
commercial loan from Citibank or any of its subsidiane« unless the
requirement is reasonably designed to ensure the soundness ol Die
loan.

Although this matanal may contain publicly available nformaticn about Ob
corporate bond research ur economic and market analysis, Citi policy (i) prohibits
omployess from offering, directly or indirectly, a favorable or negative research
opinion or offenng to change an opinion as consideration or inducement tor the
receipt of business or for compensation; and (li) prohibits analysts horn being
compensated (or specific recommendations nr views contained in rasoareh report?
So as to reduce the potential for conflicts ot intomsl, as well as to reduce sny
appearance of conflicts of interest. 06 has enacted policies and procedures
designed to bmit commu-ications botween its i.nvoshnont banking nd reiearrh
personnel to specifically prosenbod cm imstw ices.

0 200/ Citigroup Global Maikots Inc Member SiPC. Alt rights resor<od. Citi and
Citi and Arc Design are trademarks and service marks of Otigr-rjp Inc or its
affiliates and are usoo and registered throughout tho worid
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Since 200!, over
$30 billion of POBs
have been issued
nationwide

n

M

$10 billion State
of Illinois

$2.1 billion State
of Oregon

$H)27 million
Oregon School
Boards
Association
$300 million
Detroit Retirement
System Fund

State of Alaska

Pension Obligation Bonds are a common tool used by governments.
a resylt of the 8 owth ir] unfunded rPension liabilities and ideal market conditions, POB issuances have

ent over t

ecome Increasingly preva

0 The relatively low Interest rate epvironment,
B lhe%/s } ﬁ er and the assum

{
COI’IO%ICS of the transac¥|on more attractive.

otential cost ?]avings_ from F POB, as many state and local employers strL\ g\l/e qu
vings alternatives becdme scarce, may prove extreme% alua

ald 0

suier/emp

® Th

e past 5 years.

v(Yhich widens the srﬁ)reads
ed Investment retur

fween the POB interest costs
rate of the pension systems makes the

budgetary

POB Issues by Year
Amount Number of

Y ear (SMn) Issues

2007 $726.20 4

2006 1,408.34 10

2r: 3,971.32 37

2004 3,676.42 32

2003 17,685,31 71

2002 2,599.31 25

2001 536.64 9

$30,603.54 188

POB Issues by Size
Issue Size Amount Number of
(SMn) (SMn) Issues

S100 and under 53,450 17 137

5100-250 4,401.23 29

Stales With POB Issuances 5250-500 4.928 48 13

From 2001-Present

Over 5500 17,380.82 9

$30,160.72 188

Note Includes slate, county, city and local POO issuances.



State of Alaska

POBs issued with a low interest cost have proven successful.

Is?

Issue Size:
Delivery Date:
Security Type:
Insurer:

Initial Underlying Ratings

Interest Cost:

Assumed Actuarial Rate of Return;

Actual Rate of Return in
3-years Following POB:

State of Oregon

$2,083,960,000
10/31/2003
General Obligation
None

Aa3/AA-
Moody's Corporate Aaa

5.79%

8.00%

9.89%

State of Illinois

10,000.000,000
6/12/2003
General Obligation
None

Aa3/AAIAA

Moody's Corporate Aaa

5.05%

8.50%

12.86%

(a) Based on 0/30/2002 Annual Report, 3-year Annualized Returns nt (3.0)% and 5-year Annualized Returns ot 5.4%.

,J  State of New Jersey

2,803,042,499
6/30/1997
Appropriation
FSA/MBIA/Ambac

Al/A+

7.64%

8.75%

(3.0)%<a>
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State of Alaska

POB transactions in process for 2008.

State of lllinois

mExpected size: $16 billion
Follows $10 hillion transaction in June 2003

miliming: Pending legislative approval

State of Connecticut
mExpected size: up to $2.0 billion
ml iming: Approved, governor signed

Commonwealth of Puerto Rico |

mExpected size: $6.5 10 $9.0 hillion
* Bonds backed by future employer contributions

miliming: Postponed due to market volatility

Chicago Transit Authority |

mExpected size: $1.9 billion
miliming: Approved, underwriting team selected
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Recognizing and managing risks are key to POB success.

Benefits

-Arb|tr b d estments il edb[)(J
road T nv ments (tiliz
sub(&a% %ﬁrgw nvestment rpe t

/'S Tates,

fums above assumed actuanal Investment retum
)@ roduce greater than expected sa\eifr%gs Prom
uarial in retum
’ E’E?p%fe y|edvv| pr éeéawr?mﬁfm egs
mle(gI]| Benefits t
r C
: o%%g?tm H%OP ale chané)a ea ;s.
-BudggtBRehef | ! :
s may lower annual pension past service
paymentsy
-Labor Relations Benefit

e s g i

State of Alaska

Risks

mAhitrage Risk

0 R? nvesfment retums below the bond interest rate
result In negative eamnings.

o nvetg(sjlr?n of flexible obligation to immutable

0 POB converts a "soft" liability into a "hard” liability
-l\/larket risk o
OEJOE SCBGSU F]tlpa nu ert rea(F[ |on
imng 1
-Regg(gn ph rally issued taxal
’ Fsrt Ig%ohw% sgg& eqasr rréi;e af< uere

I ETESt ra
étructure €S H% S expensive to re und or
ECEaSe
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Disclaimer

This material is not a product of the Fixed Income Research Department, Il is not a research report and it should not be construed as such. All materials, including proposed terms and conditions, are indicative and
for discussion purposes only. Finalized lenns and conditions are subject lo further discussion and negotiation and vail be evidenced by a formal agreement. Opinions expressed are our present opinions only and are
subject lo change without further notice. The information contained herein is confidential. By accepting this information lhe recipient agrees that it will, and it will C3use its directors, partners olticers. employees and
representatives lo use lhe intormation only to evaluate its potential interest in the strategies described herein and lor no other purpose and will not divulge any such information to any other party. Any reproduction
ol this information, in whole or in part 's prohibited. Except in so far as required fo do so lo comply with applicable law or regulation, express or implied, no warranty whatsoever, including but not limited to.
warranties as to quality, accuracy, performance, timeliness, continued availability or completeness ot any intormation contained herein is made Opinions expressed herein are current opinions only as ot tho dale
indicated. Any historical price(s) or value(s) are also only as ol the date indicated. We arc under no obligation to update opinions or other information. The information contained herein has been prepared solely for
Informational purposes &, d is not an olfer to buy or sell or a solicitation ol an offer to buy or soil any security or instrument or to participate in any trading strategy. The Goldman Sachs Group Inc. does not provide
accounting, lax or legal advice; however, you should be aware that any proposed indicative transaction could have accounting lax legal or other implications that should bo discussed with your advisois and or
counsel. The materials should not be relied upon tor the maintenance ol your books and records or for any fax. accounung. legal or other purposes. In addition, wo mutually agree that, subject to applicable law. you
may disclose any and all aspects ot any potential transaction ot structure described herein that nre necessary to support any U.S. federal income tax benefits, without Ihe Goldman Sachs Gtoup. Inc. imposing any
limitation ot any kind. The Goldman Sachs Group. Inc. and nlliliates. officers, directors, and employees, including persons involved m lhe preparation or issuance ol this material, may from time to time have “long"
or "short' positions in. and buy or sell, the securities, derivatives (including options) or other (inanctal products thereof of eniities menlioned herein In addition, Ihe Goldman Sachs Gioup. Inc and/or affiliates rr ry
have served as manager or co-manager ol a public offering of secutllies by any such entity. Further intormation regarding this material may he obtained upon request.

The Goldman Sachs Group, Inc. shall have no liability, contingent or otherw.se. to the user or to thud parties, or any responsibility whatsoever, tor the correctness, quality, accuracy, timeliness, pricing, reliability
performance or completeness of the dala or formulae provided herein or for any other aspect o! the performance ot this materials. In no event will the Goldman Sachs Group Inc. be liable for any special, indirect
incidental or consequential damages which may be Incurred or experienced on account of lhe user using Ihe dala ptovided herein or llus materials, even if Ihe Goldman Sachs Group Inc. has been advised ol lhe
possibility of such damages. The Goldman Sachs Group. Inc. will have no responsibility fo inlorm the user of any difficulties experienced by Ihe Goldman Sachs Group Inc. or third parties with lespecl to Ihe use ol

the materials or lo take any action in connection therewith.
The tact that the Goldman Sachs Group. Inc. has made the materials or any other mutenals avaiiable to you constitutes neither a recommendation that you enter into 0 maintain a particular transaction or position

nor a representation that any transaction is suitable or appropriate for you. Transactions involving deuvativo or other products may involve sigmlicant r.sk and you should net enter into any transaction unless you
fully understand all such nsks and have independently determined that such transaction is appropriate tor you. The Goldman Sachs Group Inc. is acting m tho capacity ol an oim's-length contractual counteip.nly to

the user in connection with any transaction the Goldman Sachs Group Inc may enter into with the user and not os a financial advisor or n liduciory.

General Statement of Distribution Principles

Goldman Sachs is committed to managing securities offerings such that our clients me heated U.rly and to conducting oor business with integrity run nr cording to proper standards, fur policy is that the pricing ol
bookbiult securities offerings and allocations lo inveslois should be transparent to Ihe issuer or soiledsi consistent With cur responsibilities lo our investing incuts, V.c will endeavor lo make available lo Ihe issued

or scAler(s) relevant information to make its own independent decision with inspect lo the price, structure liming and other terms of the ottering

The investors to whom we allocate securities may also be clients ot Goldman Sachs or have other relationship? with the turn To the extent that actual or potential contkt. ju re between the mtuu M. ot such
investors and those of the issuer or sclter(s). we will endeavor in good forth lo manage such conflicts tatriy.

We will not make allocations as an inducement tor tho payment of excessive compensation in inspect of unielatod scvir.es. in .ore.iteration ol tho past c, tutuie award of corporate finance business or expiessly or
implicitly conditional upon tho receipt ol other oiders lor investments ot i'm purchase ol other r.erv'oes Where we underwrite an ottering or otherwise guarantee a puce in connection with  ‘lenng we will lake
mto account our prudential responsibilities to manage our risk properly when determining allocations and their manner and liming
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Asset base

Covered Em ployees

Average em ployer rate 14.40% (2)

Funded ratio 110.50%

UAAL as of 2006 valuation $ 1.9 billion 0)

*As of December 31, 2006 for Oregon and June 30, 2006 for Alaska.
(1) Includes $7.2 billion in bond funded "side accounts.”

(2) Tier 1and Tier 2 only.

PERS

$9.4 billion

35.22% <)

65.20%

55.5 billion

(3) Projected for Fiscal Year 2009 by Buck Consultants. Does not take SB125 into account.

(4) Notcounting bond proceeds in side accounts valued at $7.2 billion.

SNW

$4.3 billion

44.17% 0)

59.50%

.1 billion
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Oregon PERS

Retirement benefits for m ost public em ployees in Oregon are adm inistered

through the ""Oregon Public Em ployees' Retirement System ," or "PER S ."

PERS maintains three separate retirement programs: Tier 1, Tier 2 (post 1996)

and OPSRP (post 2003).

In 1999, U AL of Oregon system was calculated at $900 m illion. By 2002, TJAL
was projected to exceed $17 billion.
M ain drivers of U AAL were poor investment performance, inadequate

reserves, outdated m ortality tables, and "m oney match" provisions that

required em ployer match of individual account balances.

M ajor legislative reform s in 2003 reduced estimated U A AL by approximately
50%, Among other modifications, a hybrid defined benefit/defined

contribution pension program for new employees was created (O PSRP).
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Bonding a Popular

Over 100 Oregon jurisdictions have chosen to finance
PERS' liabilities with bonds.

Original statutory authority provided to local governments and school
districts in 2001, along with authority Il:.c enter into intercept agreements

w ith the State to provide credit enhancement.

State Constitutional amendment was approved by voters in 2003 w hich

authored the State to issue G O bonds for its share of the liability. Voter

approval margin was 55.25%.

Interest rates for most borrowings were well under 6 %.
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September 2005
June 2005
June 2005

May 2004

February 2004

October 2003

April 2003

October 2002

March 2002

(1) Assumes 8%

Local Governments-12 jurisdictions
OSBA -16 school districts
OCCA -6 community colleges

Local Government Pool - 10 cities, counties,

special districts

OSBA - 23 school districts
OCCA - 6 community colleges
State of Oregon

OSBA - 44 school districts
OCCA - 6 community colleges
OSBA -41 school districts

Local Government Pool - 10 cities, counties,

special districts

return.

Total

$ 186 m
$ 492 m
$ 57 m
$ 126 m
$ 400 m
$ 100 m
$ 2,000 m
$ 927 m
$ 153 m
$ 775m
$ 238 m
$ 5,564 m

.04%

77

.86

11

.49

.49

.78

.73

.72

.60

.00

SNW

$ 171

$ 120
$ 25
$ 481
$ 230
$ 37
$ 207
$ 21
$ 1,391



Oregon

Pension

°®

S2.25

52.00

$1.75

51.50

S1.25

51.00

7B
J.m- Apr-
02 02

Bonds

Have

Had Solid

InNvestm ent Perform ance

Oregon Pension Bonds Earnings History

Current Value of$1 Deposited in Lump Sunt Side Account*

Annualized Return throuuh 12/31/07 TIC

2002 Local Govls.
2002 OSBA

2003 OSBA & CC
2001 OSBA & CC
200-1 Local Govls.
2005 OSBA & CC
2005 Local Govls.

Jul- Ocl- Jan- Apr- Jul-
03 03

02 02 03

14.99%
20.71%
20.9-1%
15.86%
17.24%
15.68%
13.91%

50.87

‘w'mm* 2002 | oral Govls.

—— 2004 | oral Govts.

7.00%
5.60%.
5.73%
5.49%
6.11%
4.86"..
5.04%

Ocl- Jan- Apr-

04 01

+2002 OSBA

Jul-
01

Oct-
01

20050SBA & CC

Jan- Apr-
05 05

Jul-

Ocl-

05 05

Jan- Apr-
06 06

2003 OSBA & CC

*2005 Local Govls.

Jul-
06

Ocl- Jan- Apr- Jul-
06 07 07 07

A4 0SBA& CC

Records

Ocl-
07



1. Payment to PERS does NOT guarantee UA AL will be paid off in full.

o

Judicial, legislative, regulatory or investment activities can cause future
changes to UAAL. Further increases would continue to be responsibility of
jurisdiction.

Important to continue consistent funding of pension program.

2. Structure of the financing m atters

n

Inappropriate to use unrealistic assumptions about rates of return.

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

Not prudent to have back weighted structured where all savings are
produced in early years.

Not prudent to use savings for other budgeting needs.
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The "housekeeping issues" are often critical

Adequate protection and proper accounting of lump sum deposits are
critical.

Statutes and regulations needed to ensure that the employers making the
deposit are the ones getting the credit, and that credit is for appropriate
amount. This would be particularly true in the absence of SB 125.

Investment of funds need to be carefully considered given magnitude of
deposits.

Variations in payroll growth not im mediately reflected in debt

payments

Under current structure, if payroll declines, payments to PERS decline.
Using bonds, if payroll declines, payments on the bonds do not change.
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Conclusions

Pension O bligation Bonds have been used effectively by Oregon

jurisdictions to defray pension costs.

It is im portant to carefully structure the bond issue, prudently
m anage investm ent strategies and think ahead about adm inistrative

issues

H B 13 has been drafted with these protections in m ind.
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Good morning Mr. Chairman, honorable members. For the record my name is Brian
Andrews. I'm a deputy commissioner in Revenue.

Last time | gave a description of Pension Obligation Bonds or POBs. | offered some
reason as to why we should consider issuing them. What the risks are associated with a
POB transaction. What the potential savings that may be achieved from a POB issuance.
Why POBs are issued as taxable debt as opposed to tax-exempt debt.

I'll be brief this morning but | would like to highlight certain points on each one of these

topics.

The actual mechanics of a POB transaction is relatively simple. What a POB transaction
tries to accomplish is the replacement of an existing debt obligation with another for n of
debt which has a lower cost. The concept is the same as refinancing your home mortgage

at a lower interest rate.

In my last testimony, | noted that the 2006 actuarial report points out that the State has an
8.6 billion dollar unfunded liability i.e. debt that it owes to the State pension plan
pari®'nates. This debt carries a cost of 8.25%.

Two weeks ago we obtained pricing from three major investment banking institutions for
a POB transaction. It was determined that a deal could be done for 5.25%. The difference
between an 8.25% cost and 5.25% is 3%. That 3% savings over 25 years on a billion
dollars represents 23 million a year or 323 million dollars over 25 years discounted at

5%.

Let me say that the debt markets currently are exhibiting a lot of instability. Whether a
deal could be done today at 5.25% is questionable, but I’'m confident that a transaction
could be accomplished between 5.25% and 5.75%. We are in the lowest interest rate
environment that we have seen in the past forty years. In fact the ten year treasury at
3.7ish area hr j only been lower 3.9% of the time in the past twenty years. The secret, if
there is one. to a POB transaction is to do it at the lowest cost possible.

If we take the proceeds ofa POB transaction and invest them with an earnings rate
greater than our cost we are better off for doing the transaction. If we earn something less
then our cost we made a bad deal. Over the past 16 years only 2 years, 2000 and 2001 in
which we experienced the worst equity market correction since the depression, the
issuance ofa POB transaction would have proved to be a poor decision with the pension
plans actual earnings results. Remember this is a 25 year transaction so you really don’t
know whether you made a good deal or a bad deal until the POBs are paid off.

Two other risks we talked about was political risk and market risk. Political risk is the
risk of over funding the pension plans and then increasing the benefits of the plan that
may be difficult to fund in the future. Remember that future pension liabilities as well as
past unfunded liabilities that aren’t at the lower cost of n POB transaction still carry the



8.25% cost. Market risk is the risk that deals with the timing of proceeds into the market
and how they should be invested.

POBs are not General Obligation of the State, but rather are what is known as annual
appropriation bonds meaning that each year the Legislature have to budget for their debt
service. Although the issuance of a POB transaction is considered a neutral event for the
State’s A A credit rating, the rating of the POB bonds, because they are appropriation
bonds, would carry a rating a AA- or one notch below the State’s credit rating.

Go to Savings Matrixes
Page 27, Explain

Continue with Tax issues section and conclusion.
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Overview of
Pension Obligation Bonds (POBS)



Pension Obligation Bonds (POBS)

P ension O bligation B onds are bonds issued by a state or
local government to pay its obligation to th e pension

system in w hich its e m ployees are m e m b e rs

P O B s h ave b e en an increasingly popular and successful

w ay for state and local governments to accomplish

financial objectives

S ince 1995, six states and over 234 local governments

h ave issued P OBs totaling in excess of $40 billion



POBs Have Been Issued Throughout the
US

81 Over S5 billion
£2 Berwe-en SI and S£ billion total iscued

Less tbau SI billiou is:ued

Source: Lehman Brothers



Why Should We Consider Issuing POBs?

Intere st rate savings - th e interest rate of P O B s issued in th e near
future w ill b e low er th an 8 .2 5 % charged by th e pension system
A rbitrage - th e actual investment return of pension asset exceeds

th e P O B cost.

P O Bs are not generally view ed as adding to th e debt burden o f
th e state or local government issuer because th ey replace e xisting
pension obligations

P O B s c¢can im prove funding ratios at a relatively lo w cost of funds

an d w ith a re paym ent schedule th at fits th e state's or local

governments goals and constraints



POBs Are

Not...

Golden Bullet Financial Tool



Alaska Pension Bill/Unfunded Actuarial
., Accrued Liability (UAAL) In 2006

Total $8.6 Billion:
$5.5 Billion .
$3.1 Billion TRS

AK Pension System

State & Local
Governments



Paying the BIll/UAAL

O ption A: Pay the total w ith C ash

$8.6 Billion $8.6 Billion

Y25: $0.82 B
YI: $0.82 B

Y2: $0.82 B

O ption B: A "loan" of 265 years at 8 .25 % co st



Funding Status Overview

Summary of Funding Status for PERS and TRS as of June 30, 2006

$18,000
$16,000-
$14,000 -

in

c

0 $12,000

E

c $10,000

$8,000 - $14.58

$6,000 $9.08
$4,000 -

$2,000 -

$0

PERS

Source: Actuarial Valuation Reports and Financial Statements

UML
Assets

Total Liability

Ry

$1.28
$4.1B

TRS



Interest Rate Savings



Interest Rate Savings

C om paring th e am ortization of $1 b illion debt at 8 .2 5 % cost to $1
billion debt at 5 .25 % over 25 y ears:

[] S aving on interest cost is 3 .0 %

] S aving on annual debt payment is $ 2 3 m illio n ;

] N P V of savings on annual debt payment over 25 y ears is $ 3 23
m illion discounted at 5 %

Amount ($Billion) Interest Cost Annual P& Payment ($M ill ion)

$ 1 8.25% $ 96
$ 1 5.25% $ 73

Savings 3.00% $ 23
NPV of Cumulative Savings @ 5% $ 323




Interest Rate History

m 10-Year Treasury yield is 3.65% as of February 1, 2008. This rate is

extraordinarily attractive when viewed in a historical context.

Source: Yahoo!Finance



Treasury Rates Still Historically Attractive

Dottom ID11 Percentile

3-tnnnlJIit LIBOR Ra:
- Average
Min: 1.00% Lower than current level Current
Average: 5.03% 36% ofthe time
Max: 10.63%
Current: 4.62%
J I s 1 b « - 2.M.Sn

8.75 3.5 10.25

5'Ami Til* iiiv R iti:

Min: 2.03% Lower than current level
Average: 5.69% U% of the time
Max: 9.73%
Current: 3.27%
*it Ve.tr lre.jisirv K.vii
Min; 3.11% Lower than current level
Average 6.06% 3% of the time
Max' 9.54%
Current 3.91%
i =i+
125 2 .75 35 425 5 575 65 725 8 8.75 35 10;
Al Year In: m40V Kale
Mm 4 17% Lower than current level
Max: 9.45%
Current 4 39% I I I I I
I 1 1! 10 »1 1=1 » T*I-
125 2 . 75 5 4 25 5 575 S5 725 3 2.75 35 1025

. Citi v
Source: Citigroup Weekly Data. Past 20 Years
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Historical Investment Returns of State Pension
Plans (PERS)

PERS

FY ROR
2007 18.88% PERS Historical Investment Returns
2006 11.69%
2005 8.86% 25.00%
2004 14.73% 20 00%
2003 3.82% 15.00%
2002 -5.40%

i 0/ 10.00%
2000 10.12%
1999  10.6 5% ESS&
1998 14.62% " VU
1997 18.07% -10.00%
1996 13.70%
1995 15.56%
1994 266% > T h e average re turn from 1992 to 2 007 is 9 .6 7 % .
1993 14.25%
a S tandard D eviation is 7 .4 0 % .

1992 11.80%



Historical Investment Returns of State Pension
Plans (TRS)

TRS

FY ROR
2007 13.89% TRS Historical Investment Returns
2006 11.72%
2005  8.90% 25.00%
2004 14.75% o 00k
2003 3.81% 15.00%
2002 -5.41%
2001 -5.36% PoRn

5.00%

2000 10.19%
1999 10.73% 0-00%
1008  14.73% -5.00%
1997 18.00% -10.00%
1996 14.35%
1995 15.89% The average return from 1992 to 2007 is 9.72% |,
1994 2.61%
1993 14.16% B Standard Deviation is 7 .45 % .

1992 11.58%



Long Term Target Asset Allocation

Asset Class Allocation Range
Domestic Large Capitalization 30% +3%
Domestic Small Capitalization 6% +3%
International Equity 14% +3%
Emerging Markets Equity 2% +2%
Private Equity 7% +5%
Domestic Fixcd-Income 20% =38
High Yield 2% +2%
International Fixed-1ncome 2% * 2%
Real Estate 10% + 4%
Absolute Return 4% 4%
Other 3% +3%
Cash 0% +3%

Median Return 8.05%
Standard Deviation  12.27%

Source: Callan Associates, Inc.



Credit Neutrality
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Prudently Structured, POBs are Ratings
Neutral

"o H .
H I » i

Failure to fully fund the actuarially required contribution signals fiscal stress to
the market ("willingness to pay").

] Consistent underfunding is considered a credit

Above 90%

negative.

Well Funded

SOs. 90%

] Funding ratios below 80 % are a potential negative Under-Funded
Actuarially Required Contribution needed to "catch 70%-S0%
Siguific.mrly

up" may "crowd out" other priorities, reducing the

Under-tutided

state's financial flexibility.

Under 70?-b
Negative
a Rating agencies generally view POBs as an acceptable Credit Factor

tool for reducing the cost of an already existing

liability .

] Significant term extensions and/or payment holidays

are notviewed positively.

Source: Lehman Brothers
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Risks Overview

Investm ent Risk - POB financing is successful as long as the return

of investm ent of proceeds exceed POB cost.

P olitical Risk - Overfunded pension system can lead to political

pressure to increase pension benefits, which can cause further

increased pension liability in the future.

M arket Risk - Prudent investment of POB proceeds in early years s

im portant.
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Investment Risk Analysis

long as those bond-funded assets earn more th

better off for having borrowed.

W ith the current low interest rate environment,
cost around 5.25% is achievable.

Historical investm ent returns of PERS and TRS
outperform 5.25% most of the tim e.
Simulations of future investment returns show

possibility that we are going to outperform

an 5.25% , we are

POB

issuance with

indicate that we can

that there are high

5.25%



FY
2007
200G
2005
2004
2003

1999
1998
1997
1996
1995
1994
1993
1992

Investment Risk (PERS)

PERS
ROR
18.88%
11.69%
8.86%
14.73%
3.82%
-5.40%
-5.30%
10.12%
10.65%
14.62%
18.07%
13.70%
15.56%
2.66%
14.25%
11.80%

Estimated
Cost of
Borrowing
5.75%

5.
.04%
.02%
.76%
.36%
T7%
.78%

\I@\l\l_\l\l@@@(ﬂ(ﬂh(ﬂ(ﬂ

55%

40%

.01%
.10%

19%

.32%
.84%
.62%
.76%

Accm.
Returns
as of
EOY
FYo7
13.13%
20.63%
26.82%
40.92%
40.65%
18.16%
-3.29%
-8.21%
3.38%
24.72%
31.90%
46.90%
68.16%
70.80%
96.98%
79.24%

Annualized
Returns as
of EOY
FYO07
13.13%
9.83%
8.24%
8.95%
7.06%
2.82%
-0.48%
-1.07%
0.37%
2.23%
2.55%
3.26%
4.08%
3.90%
4.62%
3.71%

Estimated Cumulative Net Return to 2007 (PERS)

Based on PERS actual investment history, we can see what the cumulative net return to 2007
might have been if POBs had been issued in any given year.

For 14 out of 16 years the issuance of POBs would have resulted in a gain to the pension

system .



Investment Risk (TRS)

ISO
Accm.
Returns Annualized
Estimated as of Returns as
Cost of EOY of EOY Estimated Cumulative Net Return to 2007 (TRS)
FY TRS ROR Borrowing FYO7 FYO7
2007 18.89% 5.75% 13.14% 13.14%
2006 11.72% 5.55% 20.68% 9.85% 120.00%
2005 8.90% 5.04% 26.92% 8.27% 100.00%
2004 14.75% 5.02% 41.06% 8.98%
2003 3.81% 4.76% 40.78% 7.08% 80.00%
2002 -5.41% 5.36% 18.25% 2.83%
8. 866
2001 -5.36% 5.77% -3.32% -0.48%
2000 10.19% 6.78% -8.13% -1.05% 40.00%
1999 10.73% 6.40%  3.60% 0.39%
1998 14.73% 6.01% 25.17% 2.27% 20.00%
1997 18.00% 7.10% 32.25% 2.57% 000% . DJ DO
1996 14.35% 7.19% 48.94% 3.38% SNroM-incoN.000)f5 T -c'jn'Ariocorn-
1995  15.89% 7.32% 71.33% 4.23% 20.00% & °q’ °1o) 320 5% o 26° 3 %% 3 %% % %
T - r T - — r r r t - \ M \% N N w C N |
1994 2.61% 7.84% 73.70% 4.02% crrnem €
1993 14.16% 6.62% 99.82% 4.72%
1992 11.58% 7.76% 81.23% 3.79%

. Based on TRS actual investment history, we
might have been :f POBs had been issued in any given year.

For 14 out of 16 years the issuance of POBs would have resulted in a gain to the pension

system .



UAAL vs. POB Financial Success

] POB financing:

B As long as those bond-funded assets earn > 5.25%, we are better off
for having borrowed,

B POB financing is undesirable if assets earn < 5.25%.

[ | All other things equal, when PERS and TRS assets earn < 8.25% ,
the UAAL goes up.

[ | Further, even ifthose assets earn > 8.25% , the UAAL can increase

due to actuarial and / or accounting changes.

UAAL may still go up

Asset 8.25%
Investment POBs are desirable
Yield (%) 5.25%

UAAL goes up

POBs are undesirable

20



Investment Return Forecast

Monte Carlo simulation with 10,000 iterations for each scenario; Assuming a 25-year investment period.

Conservative - 70/30 Moderate - 80/20 Aggressive - 90/10
Annualized Average 9.00% Annualized Average 9.07% Annualized Average 9 .16 %
Return Return Return
Stand Deviation of 2.37% Stand Deviation of 2.71% Stand Deviation of 3.03%
Returns Returns Returns
Probability of 94.2% Probability of 92.2% Probability of 89.87%
outperforming 5.25% outperforming 5.25% outperforming 5.25%

Lo LB Gowt'Cred.
IQ GotOcd 10%
Govt'Cred.
10%
SU'so0
Ircn Ot

SSP500



Political Risk - Key Driver of UAAL

BN
Between 1992 and 2003, increasing liabilities - not poor investment

performance - caused the mostdamage to the PERS/TRS system

Presented by State Actuary to ARM Board in 2005

Drivers of PERS/TR$ Funding Ratio Changes (1992-2003)

Changes in Assets Include:

® Investment performance (i.e. v PERS TRS
minvestment I’ISkj - Change in Funded Status Change in Funded Status
— ey N S ——
Change Due to Assets -3.8% -2.7%
Change Due to | iabilities -18.5% -26.6%
Changes in Liabilities Include:
] Total Change in Funded
m Health benefits cost S tatus 22 3% 29 3%

experience
« Health assumption changes
* Plan changes
m Demographic experience

®m Non-health changes

22



Political Risk

High amount of POBs proceeds may cause the pension system to be
over-funded, which could lead to political pressure calling for benefit

increases that incur new liabilities in the future.

Risk Control:

. POBs are not issued for the full UAAL; a funded ratio of 70-80% is

an industry standard.

] M anage pension benefits and UAAL with discipline.

23



Market Risk

POBs proceeds cause a large amount of capital infusion into the
pension system at once. Prudent investment of the proceeds in early

years is critical.

Risk Control:

@ Thorough market assessment before POB issuance;

m Considering whether to have a special investm ent allocation strategy

for the proceeds, or stick with the traditional allocations.






Security

General obligation bonds

Bonds that satisfy any constitutional debt limitation and are backed by the full faith
and credit and taxing power of the issuing state and local government.

Obligations imposed by law

Obligations imposed by the state or local government by the constitution or by
statute or by courtjudgment as distinguished from a voluntary exercise of the

borrowing power by the state or local government.

Annual appropriation bonds

Bonds that are not considered debt subject to a constitutional debt limitation
because the state and local government issuer has no legal obligation to pay them

and payment is therefore subject to annual appropriation of funds for that purpose
at the discretion of the legislature or governing body of the state or local

government issuer.

HB13 Restriction

Please note that HB13 Sec. 37.15.900(b) indicates that "The bonds do not constitute
a general obligation of the state."

25
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POBs and Cash Infusion

Pay partial UAAL o ff with cash and borrow partial at 5.25% by issuance

of Pension O bligation Bonds (P OBSs).

Implications
[ Im m ediate reduction of the UAAL;
> Increase in the Funded R atio;

] Reduction of em ployer past service contribution rate.

26



Ceh (n Dbillions)

Geh (n billions)

Case Study (PERS)

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

POBs (in billions) POBs (in billions)
4 -3 10 $ 20 4 30 $ 40 $ 50 % 55 $ . 4 104 204 304 404 50 4 55
0% 13% 3% T % 9% 0% ®o B 3 B B W% 0%
' 35.2% 3407%  3291%  3176%  3061%  29.46% 28.88% o $ 40.00 419.31 B 45793 $77.24 49655 $106.20
10 29 51% 28.38% 27.20% 26.05% 2490%  23.74% 5 $ 10 495.69 $115.00 4134.31 $153.61 $172.92  $19223
20 238006 2264% - 2149% 20306 19196 ¢ i 20  si9137 $21063 422099  $249.30  $258.61
30 18.03% 1693% 1578% 14 63%
40 1237% 11290  1007% % 4 30 $28706 $366.37 432563  $344.99
50 6.66% 551% - 5 40 $362.75 $40205 442137
5.0 6.65% 5.51% 4 50 $478.44 $497.75
55 3.80% 4 55 $526.23
Savings on Employer Contribution Rates NPV of Savings on 25-year Contribution Amount (in millions)
POBs (in billions) POBs (in billions)
$ 100% 20 f 304 40 % 50 9% 55 4 . % 10%$ 204 30% 404 50 % 55
%) 8% I B 30 A% 100% 0% B0 I/ S50 3 A% 100,
9 0.00% 1.15% 231%  346% 461% 576% 634% g s . 4000 $272.14  BMAB  s316 43 $1,038 57 $1,36071  SLABT3
10 5.71% 636% 3.02% 9.17% 1032%  11.48% i= J 10 4134861  $1,620.75 $1,69290 $2,16504 $2,437.13 $2,709 32
20 1142% 1253%  1373% 1488%  1603% 20 4269722 $2,96937 $3,24151 $3,51365 $3,78579
30 17.14% 18.29%  1944%  20.59% I+ 30 ss04584 $4,317.93 $4,590.12 $4,362 26
40 2235% 2400% 2515% LI? ( 40 $5304.45  $5,66659 $5,933.73
50 28.55% 29.71% S B0 4674306  $7,01520
55 3142% 4 55 741737
$2.0 billion POBs issued in 2008
Assumed $5.5 billion PERS UAAL in 2007
Annual employer contribution amount for Tiers I, I, and 111 would be $590 million without POBs starting in 2007

Funding ratio will be improved from 65.12% to 77.81% (based on preliminary $10.27 billion PERS asset as of Dec 31, 2006)
27
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Case Study (TRS)

Employer Contribution Rates

Savings on Annual Contribution Amount (in millions)

POBs (in billions)

POBs (in billions)
$ R 10 $ 15 20%$ 25% 30 i 31 $ -3 10 $ 15$ 20%$ 25} 30% 31
% 3% 49% 6% 81% 9% 100% in % % 4% 6% 81% 9% 100%
- 44.17% 033% 384 B 3M464% RT3 1 8 - iol0g) 2% $AL ¥ BT WA 7113
05 B3 R4  D51%  2360% BT 247 15 $ 05 Rirdc7) $0™ =26 $B74  HEB2L  F1663
10  28328% 2447 25 20664  1879% £ $ 10 660 §1863  HNM K453 $15306
15  2034% 165%  146% 127 % $ 15 $i4353 §16643  $l77HB R4
20 123 8.53% 6.68% u $ 20 $I9LF PAR B
25 445% 0.64% 5 25 P2 6216
Savings on Employer Contribution Rates NPV of Savings on 25-year Contribution Amount (in millions)
POBs (in billions) POBs (in billions)
$ > 10 $ 15 i 20 i 25$ 30% 31 > $ 10 $ 15$ 20%$ 25% 30% 31
% % 48% 6 81% 9M%b 100% in % 3% 4% 6 81% 9% 100%
0.00% 381% 572% 762% 95% :'4:: 1181% | $ - $000 21 Bl e BBR 97023 $1,00257
05 7.9%% U™  1365%  155M%  1747%  1938% 15 $ 05 $6M3 o772 $15042  $LR112  $14R83 $1,64453
10 156%% 1970%  2160%  2351% 54% £ $ 10 386l HERE® $SBB F9643 15713
15 238 2764% 20556  3145% 55 $ 15 PR UV BB DA
20 37 3B5M  37.45% B $ 20 w72 BVRNE B1IXRHA
25  3972% 4353% $ 25 VB3I BHHA
$0.5 billion cash infusion and no POBs issued in 2008
Assumed $3.1 hillion TRS UAAL in 2007
Annual employer contribution amount for Tiers 1, Il, and 11l would be $266 million without cash infusion and POBs starting in 2007

Funding ratio will be improved from 59.9% to 66.36% (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

m Can be issued for any purpose
m Complete flexibility with use of proceeds

B Interest rate about 1% higher than tax exem@ptin current market

Tax Exempt Bonds

m Can only be issued for public capital projects
» Earnings on proceeds are restricted to yield paid on bonds

[ 1% lower interest rate than taxable bonds in current m arket

29



The Difficulty with Tax Exempt

Very difficult to identify appropriate GF funded capital projects to

issue bonds for.

C ertificates of P articipation issuance is the most viable option.

B However the existing, yet unexpended GF funded capital projects are
small, for private purposes, short lived acquisitions, operational grants,
or federal mateh,

B Fiscal Year 2008 capital budget isonly $100 million, all of which could
not be funded with tax exempt bonds,

Any use oftax exempt bonds to fund capital projects would have to
be coincidental, rather than integrated, to any use of on hand cash

to fund PERS/TRS contributions.

30
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Take-aways

If we can earn more than the cost of POB, we
are better off for issuing it.

We are in a very favorable interest rate
environment - take advantage of it!

Risks associated with POB issuance are
guantifiable and statistically justified by the

rewards.

Doing nothing Is not a viable option.
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State of Alaska

Department of Revenue

Commissioner’s Office

The Honorable Senator Bert Stedman, Co-Chair
The Honorable Senator Lyman Hoffman, Co-Chair
Senate Finance Committee

Juneau, A K 99801

Dear Senator Stedman and Senator Hoflman,

SARAB PALI.W GOVERNOR
333 Willoughby Avenue, 11lh I'loor
P.O. Box 110100

Juneau, lluska 99R11-0405
Phone: (907) 165-2300

Fax; (907) 165-2391

February 15, 2008

RECEIiV.

FFG 1 i)

| appreciate your allocating time on February 8 for the presentation on a financial
technique regarding Pension Obligation Bonds (POBs). During the hearing, your
committee requested cash flows that indicate the returns displayed on pages 18 and 19 in
my presentation. This letter includes the requested cash flows on pages two to eight.
Since the methodology is the same behind each scenario, | include in this letter only four

cash flows for illustrative purpose.

| appreciate yours and the committee’s attention to the matter of POBs and the retirement
systems’ unfunded liabilities. | look forward to discussing with the committee further
details regarding this matter. Please feel free to contact me with any feedback or

questions.

CC: The Honorable Senator Charlie Huggins
The Honorable Senator Kirn Elton
The Honorable Senator Donny Olson
The Honorable Senator Joe Thomas
The Honorable Senator Fred Dyson
The Honorable Representative Mike Hawker

Page 1o f8

Very truly

Brian Andrews
Deputy Commissioner

Department of Revenue

/? 1A <



A follow up to the POBs presentation on February 8, 2008

This information is provided as a follow-up on a request made at the POBs presentation
on February 8, 2008 to provide cash flow analysis that supports the charts that were
included on pages 18 and 19 of the presentation. The following cash flow analyses show
the differential between the interest cost on a borrowing of SI billion and the interest
earnings that the pension funds could obtain based upon historical performance.

This analysis does not address the impact on the actuarially required contributions to the
pension fund and'or the appropriations for repayment of principal and interest on the
debt.

It should be noted that the success of an issuance of POBs can only be determined at the
maturity of the POBs - i.e., over the term of the POBs, did the investment return realized
on investment of the bond proceeds exceed the cost of the POBs? During the period that
the POBs are outstanding, there may be significant gains or realized losses on the
program. Assuming an investment strategy consistent with past practice of the pension
funds, statistically the probability of realizing a gain from the program exceeds 90%.

Pige 20f8



A follow up to the POBs presentation on February 8, 2008

Cash flow #1

This example shows the cumulative return if the POBS had been issued in 1992, at the
estimated cost of borrowing in 1992, and the bond proceeds had been invested in the
pension funds, and realized the investment returns that the pension funds had experienced

over the period from 1992 - 2007.

Note that the estimated cost of borrowing in 1992 was 7.76%.

This rate exceeds the rate

at which POBs could be issued under current conditions under the proposed legislation.
The legislation limits the all-in interest cost of the POBs to not more than 1.5% below the

actuarially assumed investment rate. Under current conditions, the actuarially assumed

investment rate is 8.25%; thus, the all-in interest cost could not exceed 6.75%.

Assumptions:

An issuance of S| billion POBs in 1992 at an all-in interest cost of 7.76%; the annual
fiscal year investment returns are actual Public Employee Retirement System (PERS)

returns.

POB borrowing cost (all in) 7.76%

POB issuance amount S 1,000,000,000

POB term 25 years

Cash flow based on actual PERS returns from FY1992-2007
PERS PCB Annual
FY ROR BoFY Balance Returns In $ hterast Costs EoFY Edanca

1992 11.80% S 1.000,000.000 $ 118,000,000 S (77,600,000) S 1.040.400,000
1993 14.25% $ 1,W0,4CC,000 S 148,257,000 S (77600.000) S 1,111,057,000
1994 266% $ 1.111,057,000 S 29.554.116 s 77600000 $ 1,063,011,116
1995 15.56% $ 1,063,011,116 $ 165,404,530 s (77.600,000) $ 1,150,815.646
1996  13.70% $ 1,150.815.646 s  157.661,743 3  (77600,000) S 1,230,877,389
1997 iao/% $ 1.230,877.389 s 222,419,544 ¢ (77600,0C0) S 1.375.696934
1998  14.62% S 1.375696,934 s 201,126892 s  (77600,000) $ 1,499,223 825
1999 10.65% S 1.499,223,825 s 159,667,337 5 (77600.000) $ 1,581,291,163
2000 10.12% S 1,581,291,163 s 160.026,666 s (77 600,0C00 $ 1,663,717,828
2001 -5.30% S 1,663,717,828 s (68,177,045) S (77600.000) $ 1,497,940,783
2002  -5.40% $ 1.497,940.783 s  (80,888802) S  (77600,000 S 1,339,451,981
2003 3.82% $ 1,339,451,981 $ 51,167,066 s (77,600.000) S 1,313,019,047
2004 14.73% $ 1,313,019,047 § 193,407,706 s (77.600,00 S 1.428,826.752
2G05 886% $ 1.428,826,752 s 126,594,050 s (77.600,000) S 1,477,820,803
2006 1169% S 1,477,620,803 $ 172,757,252 s (77.6CO0CA 5 1,572,978,055
2007  18.88% $ 1572978,055 s  296.978.257 s  (77,600.000 S 1,792,356,311

Results ns of the end of FY2007:

Annual POB interest payment with cost @ 7.76% S

Total POB interest payment for 16 years
Overall surplus/(shortfall) because of arbitrage at the end

the 16 years
Accumulated returns at the end of the 16 years

Page 3018
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Surplus oi
(shortfall)
40,400,000
111.057,000
63,011,116
150,815.646
230.877,389
375.696,934
499,223,825
581,291,163
663717,828
497.940,783
339,451,981
313019.047
428,826,752
477,820,003
572978,055
792356,311

(77,600,000)
S (1,468,252,912)

792,356,311

79.24%



A follow up to the POBs presentation on February 8, 2008

It should also be noted that the period from 1992 - 2007 is less than the assumed 25-year

term of the POBs.
earn an investment return of the actuarially assumed investment rate of 8.25% for the

period from 2003 - 2016, the cash flow benefit would be increased.

FY
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016

PERS
ROR
11.80%
14.25%
2.66%
15.56%
13.70%
16.07%
14.62%
10.65%
10.12%
-5.30%
-5.40%
3.82%
14.73%
8.86%
11.69%
18.88%
8.25%
8.25%
8.25%
8.25%
8 25%
8.25%
8.25%
8.25%
8.25%

NBEHHBO NBNBERB NN —BNHBAENENTULE OV

Cash flow based.Ofi actual PERS ratw s.frcm

BoFY Balance
1.000,000,000
1,040,400,000
1,111,057,000
1,063,011,116
1,150,815,646
1,230,877,389
1,375,696,934
1,499,223,825
1,531,291,163
1.663.717.828
1.497.940,783
1,339,451,981
1,313,019,047
1.428,826,752
1,477,820,303
1,572,978,065
1,792.356.311
1,862,625,707
1,938,892,323
2,021,034,445
2,110,169,786
2,206.658,794
2,311,108,144
2,424,174,566
2.546,568,968

“GeEn v n n e e aBn nne e nNeme —

Pesults as of the end of FY2016:
Overall surplus/(shortfall) because of arbitrage at the end

the 25 years

Returns In $
118,000,000
148,257,000
29,554,116
165,404,5 X
157,661,743
222,419,544
201,126,892
159,667,337
160,026,666
(88,177,045)
(30.888,802)
51,167,066
193,407,706
126,594,050
172,757,252
296,978,257
147,869,396
153,666,621
159,942,117
166,735,342
174,089,007
182,049,350
190,666,422
199,994,402
210,091.940

Accumulated returns at the end of the 25 years

Page 4 0fS
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POB Annual
Interest Costs
(77.600.CC0O)
(77,600.000)
(77,600,000)
(77.600.CCO)
(77.6C0.000)
(77,600.000)
(77,600,000
(77.6C0.000)
(77,600,000)
177.600.000)
(77,600,000)
(77.6C0O.0C0)
(77.600,000)
(77.600,000)
(77.6C0.000)
(77,600,020
(77.6C0.0C0O)
(77.600.0CO)
(77,600,000)
(77,600,000)
(77,600,000)
(77,600.000)
(77,600,000)
(77.600.CC0)
(77.6C0.0C0)

NN B VLG BHLNWARBARONIAEHE NN B AL BB S

5

EoFY Balance
1,040,400,000
1,111,057,000
1,063.011,110
1,150,815,6-16
1,230,877,389
1,375,696,934
1,499,223,825
1,581,291,163
1,663,717,828
1.497.940,783
1,339,451,981
1,313,019,047
1,428,826,752
1.477,820,803
1,572,978,055
1,792,356,311
1,862,625,707
1,938,692.328
2.021,034.445
2,110,169,786
2,206,658.794
2.311,108.144
2.424,174,566
2,546,568,968
2,879,060,908

=

mm%%wwwo\‘bt.n%%%%%%(ﬂ neme a nes @

But, if the investment return on the pension funds were assumed to

Surplus or
(shortfall]
40,-'00,000
111,057,000
63,011,118
150,815,646
230,877,389
375,696,934
499,223.825
» " 1,163
663,717,828
497,940,783
339,451,981
313,019,047
428.826,752
477,820,803
572.978,055
792.356,311
862,625,707
938,692,328
1,021,034,445
1,110,169.780
1.206,658.794
1,311,108,144
1.424,174,566
1,546,568,968
1,679,060,908

1,679,060,908
167.91%



A follow up to the POBs presentation on February 8, 2008

Cash flow #2

This cxampfo shows the cumulative return if the POBS had been issued in 2001, at the
time of the downturn in the equity markets, at the estimated cost of borrowing in 2001
(i.e., 5.77%), and the bond proceeds had been invested in the pension Rinds, and realized
the investment returns that the pension funds had experienced over the period from 2001

- 2007.

Note that the period from 2001 - 2007 is significantly less than the assumed 25-year term
of the POBs. With such a short period of performance to review, it is not possible to
determine how the program would perform over the term of the POBs. Clearly, the seven
period from 2001 - 2007 was not enough in order to earn back the losses that were
experienced in the early years of the program. However, if the invcstmen : returns on the
pension funds were assumed to earn an investment return of the actuarially assumed
investment rate of 8.25% for the period from 2008 - 2025, the cash flow deficit would be

erased and the program would experience a cash flow benefit.

Assumptions:
An issuance of S| billion POBs in 2001 at an all-in interest cost of 5.77%; the annual

fiscal year investment returns are actual PERS returns.

POB borrowing cost (all in) 5.77%
POB issuance amount S 1,000,000,000
POB term 25 years

Cash flow based on actual PERS returns from FYQ1-07

FY PERS ROR

BoFY Balance

POB Annual

Returns In J kilorast Costs

(57.7CO.CO0)

EoFY Balance
889,300.000

Surplus or
(shortfall)

(110,700.000)

2001 -5.30% S 10c0.000.000 S (53,060,000) S $ $

2002 -5.40% s 889.300.000 S (43.022290) S (57.7CO.OCO) $  783,577.800 S (216.422,200)
2003 3.32% $ 783,577.800 S 29,932,672 5 (57.7CO.COO) $ 755.810.472 s (244.ie9.523)
2004 14.73% $ 755,810.472 $ 111,330,883 S (57.7CO.COO) S  809.441,354 ¢  (190,558.646)
2005 8.86% s 809,441,354 $ 71,716,504 s (57.7CO.000) s 823,457.858 s (176,542.142)
2306 11.69% s 823.457,858 S 96,2679224 s (57,7CO,COO) s 862.020.082 s (137.979.918)
2007 1888% s 862,020.082 $ 162.749.392 s (57,760,000) s  937.069.474 s (32,930,526)

Results as of the end of FY2007:

Annual POB interest payment with cost (g 5.77%
Total POB interest payment for 7 years
Overall surplus/(shortfall) because of arbitrage at the end

the 7 years
Accumulated returns at the end of the 7 years
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A follow up to the POBs presentation on February 8, 2008

Cash flow #3
This example shows the cumulative return if the POBS had been issued in 1992 and the

bond proceeds had been invested in the pension funds, and realized the investment
returns that the pension funds had experienced over the period from 1992 - 2007. For
purposes of this example, we have used an estimate of the interest cost at viuch POBs
could be issued under current market conditions. Thus, this example usej current interest

rates, but historical performance of the pension fund.

It should also be noted that the period from 1992 - 2007 is less than the assumed 25-year
term of the POBs. But, if the investment return on the pension funds were assumed to
earn an investment return of the actuarially assumed investment rate of 8.25% for the

period from 2008 - 2016, the cash flow benefit would be increased.

Assumptions:
An issuance of S| billion POBs in 1992 at an all-in interest cost of 5.25%, which is likely

to be available under the current market condition; the annual Fiscal year investment

returns are actual PERS returns.

POB borrowing cost (all in) 5.25%
POB issuance amount S 1,000,000.000
POB term 25 years
Cash flow QractuaLEERS-ralmns from FY 1992-20QZ
PERS POB Annual Surplus or
FY ROR BoFY Balance Returns In $ Interest Costs EoFY Balance (shortfai;
1992 11.60% s 1,000,000,000 S 118,000.000 S (52500,000) S  1,065.500.000 S 65.500,000
1993 14.25% s 1,065,500,000 s 151,833,750 S (52500,000) $ 1,164,833,750 $ 164.833,750
1994 2.60% s 1,164,833,750 s 30,9e4,578 $ (52500.000) 5 1,143.318.328 5 143,318,328
1995 1556% s 1.1-13,318,328 s 177,900.332 S (52500.01X3) $  1.268.718,660 S 268,718,660
1996 13.70% s 1,268,718.660 $ 173,814.456 $ (52500,000) S 1,390,033,116 S 390,033,116
1997 iao7% s 1,390.033,116 $ 251.178,984 $ (52500.000) $ 1.584712.100 5 588,712,100
1996 14.62% s 1,588,712.100 s 232,269.709 S (52500000) s 1,754481,809 $ 768,481,809
1999 10.65% s 1,768,481,809 5 188,343,313 5 (52500,000) s 1,904,325,122 $ 904325,122
2000 10.12% $ 1,904,325,122 s 192.717.702 S (52500,000) 5 2,044542.824 S  1,044.542.824
2001 +530% $ 2,044,542824 s (108,360,770) $ (52,500,000) S 1,883,682,054 $ 883,682.054
2002 <5.40% s 1,883,682.054 s (101.718.331) $ (52500.000) $ 1,729,463,223 $ 729,463,223
2003 3.62% s 1,729,463,223 s 66,065.496 S (52500,000) $ 1.743.028,718 S 741.028.718
2004 14.73% s 1.743.024718 s 256,74a130 S (52500000 $ 1,947,275.849 s 947276 349
2005 886% s 1,947,276.849 s 172.52a729 S (52500.000) $ 2.067.305.577 5 1.067.305.577
2000 1l es% 5 ,067,305,577 s 241.66a022 S <52500000 S 2.256,473599 $ 1,256,473,599
2007 iaep* 2256.473599 s 420.022216 S (525CCOCO) s 2.629,995815 S  1,629995,815

Results as of the end of FY2007:

Annual POB interest payment with cost @ 5.25°0 S (52,500,000)

Total POB interest payment for 16 years S (840,000,000)

Overall surplus/(shortfall) because of arbitrage at the end

S 1,629,995,815
163.00%

the 16 years
Accumulated returns at the end of the 16 years
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A follow up to the POBs presentation on February 8, 2008

Cash flow tt4

This example shows the cumulative return if the POBS had been issued in year 1. The
interest cost is an estimate of the interest cost at which the POBs could be issued under
current market conditions. The investment returns use the acnial historical investment
returns of the pension fond, but the annual returns are rearranged such that the four years
having the worst returns occur in Years | - 4. This scenario illustrates the impact of
issuing die POBs i:i a down stock market, and the need for additional years of good

returns to bring the program out of the deficit position.

It should also be noted that the period from Years 1- 16 is less than the assumed 25-ycar
term of the POBs. But, if the investment return on the pensi in funds were assumed to
earn an investment return of the actuarially assumed investment rate of 8.25% for the

period from Years 17-25, the cash flow benefit would be incieased.

Assumptions:

An issuance of S|
likely to be available under current market conditions; the annual fiscal year investment

returns are rearranged PERS returns in order to simulate a shock scenario with the first

billion POBs in Year 1 at an all-in interest cost of 5.25%, which is

four year:: having the worst investment returns.

POB borrowing cost (all in) 5.25%
POB issuance amount $1,000,000,000
POB terrr. 25 years
A shock scenario: Cash flow based on low ROR In the beginning
PERS FOB Annual Surplus or
FY ROR BoFY Balance Returns In $ Interest Costs EoFY Balance (shortfadl
1 -5.40% S 1,000,000000 $ (54,000.000) S (52,500,000) i 893,500,000 S (106,500,000)
2 *5.30% $ 893,500,000 s (47,355,500) S (52.500,C00 s 793,644,500 s (206,355,500)
3 286% S 793.644,500 s 21,110,944 s (52,500.000) s 782,255,444 s (237,744,556)
4 3.82% S 762,255,444 S 29,118.158 (52.500,000) $ 738,873,602 s (261,126,398)
5 14.62% S 738,873,602 s 108,023,321 S (52500,000) s 794.398,922 s (205.603.078)
6 11.69% $ 794,396.922 $ 92,865,000 5 (32,500,000) J 834,761,922 s (165,238,078)
7 13.70% S 834,761.922 s 114,362,383 5 (52,500,000) J 896,624,306 $ (103,375,694)
8 11.80% S 896,624.306 s 105.801.668 3 (52.500.000) s 940,925,974 s (50,074,026)
9 1065% S 949,925974 5 101,167,110 S (52,500,000) J 996,593,090 s (1,406.910)
10 1888% S 998.593,000 s 188,534,375 s (52.500,000) J 1,134,627,465 s 134,627.465
un 14.73% S 1.134.627.465 s 167,130,626 s (52,500,000) s 1,249,258,091 s 249,258,091
12 1425% S 1249,258,091 s 178,019,278 s  (52.500.000) $ 1,374,777,369 $ 374,777,369
13 15.56% S 1.374,777,369 $ 213915359 $ (52,500.000) s 1,536,192,728 s 536,192,728
14 886% S 1.536.192.728 $ 136,106.676 s (£2,500 000) s 1.619.799.403 s 619,799,403
15 18.07% S 1,619 799.403 s 292697,752 s (52,500,000) s 1,859,997.156 s 859,997,156
16 10.12% S 1859.997.156 s 188231,712 5 (52500,000) s 1.995,728.868 s 995,728,868
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Results as of the end of Year 16:

Annual POB interest payment with cost @ 5.25% S (52,500,000)
Total POB interest payment for 16 years S (840,000,000)
Overall surplus/(shortfall) because of arbitrage at the end

the 16 years S 995,728,868
Accumulated returns at the end of the 16 years 99.57%

This scenario shows that if the POBs were issued in a down market, additional few years
of good returns will be required to bring the program to a position that investment returns
cover the POB co.'ts. Such market risk is the main reason why | recommended in my
presentation a thorough market assessment before POB issuance and considering a
special investment allocation strategy for the proceeds, if necessary.
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Representative Mike Hawker
Alaska State Legislature

House Bill 13
Sponsor Statement

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
lov/ier rate of interest than the money 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 uoes not authorize any debt instruments to be issued. Separate
specific action would be required to initiate any tiansaction under the

authority provided by HB 13.

Staff Contact: Juli Lucky 465-4949 Revised 3/19/2007
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Representative Mike Hawker
Alaska State Legislature

Changes to House Bill 13

House Special Committee on Ways & Means

The major changes between HB 13 and CS 1IB 13 (W&M) ate the requirement for an
employer’s contribution rate to be recalculated within 180 tlays of a lump sum payment
authorized under this bill, the authorization for the Alaska llousing Finance Corporation
and the state bond committee 'o participate in the sale of Pension Obligation Bonds, and
the creation of the Alaska Pension Obligation Bond Corporation.

>

r

Added new sections to require the plan administrator to recalculate the employer’s
contribution rate within 180 days of a lump sum payment to reduce their unfunded

accrued actuarial liability.

Authorized the Alaska I lousing Finance Corporation to create a subsidiary
corporation to assist in the financing of Pension Obligation Bonds.

Authorized the state bond committee to assist in the financing of Pension
Obligation Bon Is and set guidelines and requirements for bond issuance, sale,
structure, repayment and the investment and accounting of bond and investment

proceeds.
Created the Alaska Pension <)bligation Bond Corporation to assist in the
financing of Pension ()bligation Bonds, defined its organization and structure, and

set guidelines and requirements for bond issuance, sale, structure, repayment and
the investment and accounting of bond anil investment proceeds.

Necessary title and conforming amendments to accommodate new language.

l-loir sFinance Committee

>

Reduced the time for a plan administrator to recalculate the employer’s
contribution rate from 180 days to It) days of receipt of a lump sum payment.

Reworded sections to accommodate a payment made by another entity on the

behalf of a governmental employer.

Added a requirement that the actuarially assumed rate of return on PCPs issued
by the Alaska | lousing Finance Corporation exceed 1.5 percent annually. This
mirrors existing requirements in the bill ior bonds issued by the State Bond
Committee and Alaska Pension ()hligation Bond Corporation.

Exempted the Alaska Pension Obligitit i Bond Corporation from the

Procurement (lode.
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Section 1:

Sections 2 - 5:

Section 6:

Section 7:

Section 8:

Section 9:

Sections 10-1

Section 12:

Section 13:

CS House Bill 13 (FIN)

Sectional Analysis
Prepared by Representative Mike Hawker's Office

Allows a lump sum payment to be made to prepay all or a part of a Teacher’s
Retirement System (TRS) employer’s 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 will be ciedited; 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 30 days of the lump sum

payment.

These sections allow the Alaska Housing Finance Corporation (AHFC) to create
a subsidiary to aid an employer in the financing oca 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 star*7 agencies.

Exempts the Alaska Pension Obligation Bond Corporation from the Procurement
Code.

Adds Article 8 to the State Bonding Act, which authorizes the state bond
committee to issue Pension Obligation Bonds (POBs) md 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.

Adds facilitating language to two sections of the accounting statute for the Public
Employees Retirement System (PERS) to accommodate lump sum payments.

Allows a lump sum payment tc be made to pnpay all or a part of a PERS
employer's unfunded accrued actuarial pension liability (UAAL); allows the
commissioner to accept a lump sum payment 'hat 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 3U 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.

Pago 1012
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Sections 14 -1

Section

Section

Section

Section

Section

16:

17:

18:

19:

20:

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.

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.

Pago 2 of 2
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Dear reader:

s2.73 writtion. That is a conservative estimate of what states will spend on pensions, health caro and other
retirement benefits for their employees over the nex*: 30 years. It is an enormous investment of taxpayer
dollars— so the stakes are extraordinarily high. Across the country, state policy leaders are trying to strike the

right balance between controlling costs and recruiting and retaining talent in the public sector.

This groundbreaking report, promises with a price, provides first-of-its-kind data about the long-term costs of
public sector benefits. It highlights which states are prepared to pay tho significant bill coming due, which are

not, and why it matters to state lawmakers and citizens alike.

States' fiscal health depends greatly on policy makers' ability to wisely manage their bills coming due— and
Tho Pew Charitable Trusts' Center on the States (PCS) is tracking their efforts across a range of issues. For
instance, last year we published a report on states' efforts to rein in ballooning Medicaid costs while ensuring
high-quality health care for citizens in need. This year we issued a 50-state assessment forecasting that, without

data-driven policy reforms, many states will see significant giowth in their prison populations and corrections

spending in the next five years.

Equally important is whether states have the right policies in place to be competitive in a global, 21st-Century
economy. In July, PCS and the National Governors Association joined forces to produce a governors' guide on
states' research and development funds, aimed at stirring innovation and creating new jobs. In January 2008,

PCS and coverning magazine will publish a report on whether states' tax structures encourage or impede

states' economic vitality.

Finally, in March, our Government Performance Project will release a 50-state report card on how efficiently and
effectively states are managing choir budgets, employees, infonnation and infrastructure— all critical to ensuring

that state policies ultimately deliver the results lawmakers and taxpayers expect.

Researching emerging topics, developing 50-state comparisons, identifying innovative approaches among

states to complex problems, and, when the facts are clear, advocating for nonpartisan, pragmatic solutions—

these are the signature offoits of PCS.

Tho Pew Charitable Trusts applies the power of knowledge to solve today’s most challenging problems, and PCS, a
division of Pew, identifies and advances effective policy approaches to critical issues facing states. We hope all of our

work, including this repoit, helps states make sound, data-driven policy choices on a wide range of issues.

fo learn more about Pew and our Center on the States, please visit www.pewcenteronthestatos.org.

Sincerely,
Susan Urahn
Managing Director, Pew Center on the States

WWW.PEWCCNTERONTHESTATES.ORG
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FOR MANY AMERICANS, POST-RETIREMENT
BENEFITS— principally pensions and health
care— for state government employees is an
obscure topic. But because of how they can
affect state budgets, these benefits have
become an issue of critical importance.
Research by Pew's Center on the States shows
states' retiree pensions and other benefits
represent a bill coming due over the next few
decades that can be conservatively estimated
at $2.73 trillion. That includes about $2.35
trillion for a wide range of

employee pensions, including

The bill

those for teachers, and
an additional $381

billion for retiree

due over

health care and other
decades
non-pension benefits
for state employees
only, excluding those
for teachers and a

handful of other groups.

at $2 .73

To their credit, states have socked away
enough to cover about 85 percent of the
pension bill. But there is very little put aside
for non-pension benefits. All told, states face
about $731 billion in unfunded bills coming

due. (See Exhibit 1-1.)

The way in which states provide retirement
benefits, and at what levels, to their employees
has become tho subject of increasingly volatile
debate. Several important developments have
drawn attention to the issue, including the
precipitous diop in public pension funding
levels in the early years of tho decade and new

accounting rules that identify, for the first time,

com ing

the

conservatively

the large obligations that many governments
have incurred for retiree health care and other

non-pension benefits.

States' liabilities and their ability to cover those
costs are affected by a variety of factors,
including the strength of their economies, shifts
in their populations and their tax capacity. But
policy decisions are equally critical. In some
states, retiree benefits have been vulnerable to
a buy-now, pay-later mentality. In bad budget
times, retirement benefits
become easy substitutes for
salary increases

because states can put

next few

off the bills. In good
times, feelings of
can be o
legislative largesse
. can create new
estim ated
retirement benefit
policies that havc-

trillion.
costly long-term price tags.

Today, the need to intelligently control and
manage the cost of post-retirement benefits is
integral to states' capacity to fund competing
needs, such as adequate roads, bridges, water
systems and high-quality public education. But
at atime when states are competing with tho
private sector and other nations for the best
and the brightest, many fear that reducing
benefits could make public sector employment
less attractive. "Addressing this issue now is
responsible public policy," said Robert N.
Campbell lll, vice chairman, Doloitte & Touche
USA, LLP, which provides financial, human
resource and technological services to business

and government. 'Itis in tho public interest to

WWW.PEWCENTERONTHESTATES.ORG
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The pension bill is much larger than that of other benefits, but it is 85 percent funded;
the bill for other benefits is only 3 percent funded (in billions).

Pensions $2.35 trillion
LY <i"J
ran

Funded
Unfunded

Other Benefits
$381 billion

$11°

1Thisnumber isan estimate of assets for state employees only. According to actuarial valuations, which include cost-sharing plans, tho

assets total $13 billion.
NOTES: Numbers oro the totals of the states' 30-year obligations as calculated in 2006. Other benefitcosts only include state employees.
The "Other Benefits” number is based on actuarial valuations from tho states, which include some cost-sharing plans (i.e., Arizona, North
Carolina and Ohio).
SOURCE: Pew Center on the States; Based ON States’ Comprehensive Annual Financial Report and Actuarial Valuation Data

ensure that qualified, skilled and capable
individuals continue to be attracted to careers

in public service."

Tho issues surrounding retirement benefits am
highly technical, involving complex calculations
and arcane financial terms; in general, the
public doesn't pay nearly as much attention to
them as they do to education, health care and
other topics. This lack of public awareness is
part of the reason some states now find
themselves in trouble. But tho complexity of
public sector retirement benefits belies their
potential consequences for everyday citizens.
Even seemingly modest changes can have
significant impacts on public employees,

taxpayers and states' fiscal health.

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEFITS

Given the amount of public funds invested, it
is more important than ever that states be
informed by the best available data, analysis
and practices when making decisions about

post-retirement benefits.

This report, by the Pew Center on the States
(PCS), seeks to provide such information to
state policy makers across the country. The
report is divided into three sections. This
executive summary highlights key findings of
the report, describes current forces driving up
costs in both pensions and other post-
employment benefits (primarily health care),
and explains why state budgets will be affected
for years to come. The second section focuses
on pensions, offering 50-stato data illuminating

different ways states have handled these



obligations and opportunities for states to
control future costs. Tho last section examines
other post-employment benefits, providing
groundbreaking data on states' liabilities for
retiree health care and profiling initial measures

some states have taken to manage tho issue.

PCS's analysis flows from an intensive review of
data compiled and reported by the states—
information that is publicly available but not
always easily accessed by policy makers. To
examine pension funding trends, PCS
aggregated all the pension data that were
available in states' comprehensive annual
financial reports, including plans for teachers,

state employees, law enforcement personnel,

Key Findings

Pensions

State of the States:

e From a national perspective, states' pension
plans seem to be in reasonable shape.
Looking at all pension plans covered in tho
states' financial reports, there were $2.35
trillion in long-term liabilities at the end of
fiscal year 2006, of which $361 billion was
unfunded. Data collected by PCS show that,
in tho aggregate, states' systems were 85

percent funded for fiscal year 2006.

* But the national perspective masks important
variations across the states. Twenty states
had less than 80 percent of the funds
necessary to cover their long-term pension
obligations— the level most experts consider
to be healthy. Given shifts in funding levels
caused by volatility in the stock market and

other forces, underfunding could leave states

elected officials, judges and, iri some cases,
municipal employees whose benefits are
administered through state plans. To assess the
impact of health care and other non-pension
benefits, PCS collected actuarial valuations
that have now been completed by most of the
states and which calculate long-term costs of
retiree health and other benefits that have
previously been unknown. In this case, to offer
a consistent comparison among states,
information was collected for state employees
only. Non-pension benefits for teachers will be
the topic of a subsequent report. (For a more

detailed explanation of our methodology, see

page 17.)

in a very precarious position. And several
states, including Connecticut, lllinois, Hawalii,
Kentucky and New Hampshire, have
experienced particularly troubling drops in

their funding ratios.

« While the overall story about states' pension
plans seems generally positive, policy
makers should bo cautious about this news.
Past experience indicates that good times
may become perilous for the long-term
health of pension systems. In the late 1990s
and early 2000s, when half the states'
pension plans were fully funded, many
states reacted lay increasing benefits. In tho
years that followed, funding levels for state
pension plans dropped substantially, some
by as much as 30 to <10 percentage points.
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¢ In the past 10 years, only about a third of the
states have consistently contributed the full
annual amount their own actuaries said was
necessary. In 2006, 20 states contributed less
than 95 percent of the amount their actuaries
targeted to meet their annual contribution for
pension funding, and 10 states contributed
less than 80 percent. States that have
consistently fallen short in recent years include
Colorado, lllinois, Kansas, Michigan, New

Jersey, Oklahoma and Washington.

Promising Approaches:

« States should fully fund their liabilities each
and every year. And they should be sure that
any new benefits promised are genuinely
affordable— once given, pension benefits are
very difficult to take away. Both Georgia and
Oklahoma require that any proposed benefit
increase bo accompanied by actuarial

calculations of long-term affordability.

*« A number of states are taking additional
steps to reduce their long-term costs. At

least five states now offer hybrid plans that

combine elements of both defined benefit
and defined contribution plans. (The former
promises recipients a set level of benefits;
with the latter, tho employer contributes a
defined amount to the plan.) According to a
September 2007 report by the U.S.
Government Accountability Office (GAO),
Oregon officials estimate that a new hybrid
program adopted by the state in 2003
contributed to $400 million in pension

reform savings.

Some states are closing loopholes within
pension systems that allow employees to
increase tho amount they collect after
retirement, such as inflating the number of
years counted toward retirement or final

salary during the last years of employment.

Some states are strengthening how they
govern their pension systems so the funds
will bo better managed and less volatile. A
number of states also are requiring faster,
more accurate financial reporting so that
policy makers will have the best and most
up-to-date information when making

decisions about pension plans.

Other Post-Lmployrilent Beiioliis

In response to a 2004 rule from the
Governmental Accounting Standards
Board (GASB), most states have now
completed their calculations of the long-
term cost of the non-pension retiree
benefits they offer to their own state
employees. Of these benefits, the biggest
by far is health care, but benefits can also
include such coverage as dental care and

lift* insurance.
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State of the States:

Tho long-term price tag for retiree health
care and other benefits for state employees
alone is about $381 billion, according to
PCS's analysis. About 97 percent— $370
billion— of that 30-year bill was unfunded at
the end of fiscal year 2006. And this is a
conservative estimate because it doesn't
include obligations for teachers or local

government workers.

When it comes to states' total liabilities for
employee retirement, pensions represent a
far bigger portion than retiree health care
and other non-pension benefits. But states
are doing a far better job socking away
money to cover pension costs. That means
that non-pension liabilities make up a
disproportionate share— more than half- cf

what states haven't yet funded.

States differ tremendously in the kinds of
non-pension benefits they offer to retirees.
Half the states account for almost 94
percent of the liabilities— largely the result
of decisions that governments have made
about how large or small these retirement
benefits should be and who should receive
them. Per capita costs for other post-
employment benefits range from less than
$200 in states like North Dakota, South
Dakota and Wyoming to more than $5,000

in Delawaie, Hawaii and Connecticut.

At the end of fiscal year 2006, just six
states— Arizona, North Dakota, Ohio,
Oregon, Utah and Wisconsin— were on track
to have fully funded their non-pension
obligations during the next 30 years. Of the
five largest states— California, Texas, Now
York, Florida and lllinois— none had put
aside money for non-pension benefits.

Eleven states face long-term liabilities in

excess of $10 billion, led by New York at
$50 billion, California at $48 billion, and
Connecticut and New Jersey at $22 billion
each. (lllinois does not have an official
valuation yet, but estimates put its liability
at $48 billion.)

Promising Approaches:

At least 13 states have set up irrevocable
trusts to pay for retirement benefits in years
to come, ensuring that none of the funds

are diverted to other purposes.

States con cut their long-term costs
substantially if they start fully funding their
annual required contribution for other post-
employment benefits. For example,
Massachusetts would face $13.3 billion in
long-term costs if it didn't put aside funds
for retiree health care and other non-pension
benefits. If the state consistently funds its
required contribution every year— as it is
doing in 2008- the long-term costs will be
reduced to $7.6 billion. Why? Because the
interest the state is likely to earn when it
invests more money over the long term can

be applied to paying down the bill.

Many states owe so much that they may find
< cost-prohibitive to fully fund their non-
pension liabilities— the median annual
contribution required is almost three times
what they currently are paying. So a growing
number ot states are both setting aside
seme money and restructuring benefits to
reduce costs. (In general, states have more
flexibility to make changes to retiree health
care than to pensions— although this subject
is likely to be litigated as governments test

their latitude for making changes )
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« States can reduce costs by raising the
retirement age, increasing employee and
retiree premiums and co-pays, increasing
the number of years of employment
required for lifetime or fully subsidized
benefits, requiring new retirees to pay a
percentage of their base salary at retirement
for health care costs, and requiring retirees
to join a Medicare advantage prescription

drug plan.

¢ Some states also are reducing retiree health
costs by promoting wellness programs and
other preventive measures, and by

managing their benefit plans more cost

Why it Matters

Today it is more important than ever that
decision-makers— state policy leaders, boards
of trustees, agency and union heads, and
others— pay serious attention to decisions

about post-employment benefits for public

efficiently— for instance, by joining with
localities to bundle their plans under a

smgle administrative umbrella.

« States can, in fact, lower their long-term
liabilities. For example, after setting up a
trust fund for its other post-employment
benefits and adopting several reforms,
including increased co-pays and
requirements for retirees to join a Medicare
advantage prescription drug plan, West
Virginia reduced its long-term liability by
more than half, from an estimated $7.8
billion at tho end of June 2006 to $3.4
billion in April 2007.

sector employees and that they strike the right
balance between managing costs and
recruiting and retaining good talent. Five key
forces significantly affect post-employment

benefits and states' ability to pay for them.

1. Pension funding levels are volatile

Pension investment practices have shifted
dramatically in the past 30 years. Federal
Reserve Board data from June 2007 indicate
that 70 percent of state and local pension
investments are in equities, broadly defined, up
from 62 percent in 2000 and 38 percent in
19907 Because equity investment was a
relatively now phenomenon for a lot of states in
the 1990s, decision-makers may have ignored

tho idea that what goes up also comes down.

By 2000, about half the states' pension
systems were fully funded, due to strong and
sustained stock market growth. Legislatures
responded in 1999 and 2000 by sho'tening

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEFITS

vesting periods, increasing the multipliers used
in determining benefit amounts, decreasing
the age at which employees could receive full
retirement benefits and shortening the years of
service needed to qualify. New York, New
Jersey, lllinois, Pennsylvania, Kentucky,
California, Colorado and other states increased
benefits.” Some also decreased required
employer contributions to the plans (see

Exhibit A-2 in Appendix A).

But tho rosy ii vestment picture of the late
1990s was already starting to wilt in 2000, with
the dot.com bust followed by tho 9/11 attacks

and weakening economy beginning in 2001.



Added benefits increased accrued liabilities
while shortfalls in contributions ate into asset
growth. In the early years of the decade, as
poor investment returns caused funding levels
to dip, it became even more difficult for states
to make the employer contributions required to
keep up, By 2006, only five states— Florida,
New York," North Carolina, Oregon and
Wisconsint had pension funding ratios at a 100
percent or greater level. A handful of others—
Delaware, Georgia, South Dakota, Tennessee

and Utah— were moving close to that point.

This story provides a cautionary tale for policy

makers today.

Most states employ a multiyear smoothing
process, which evens out gains and losses over
time, to calculate the value of their assets. For
that reason, pension funding levels have
continued to experience the effects of poor
returns in fiscal years 2001 and 2002/ even

though investment returns have done well
recently. States have responded to their
lowered pension funding levels with caution,
enacting relatively few benefit increases in the
past several years. States such as Rhode Island,
Kansas and lllinois have implemented reforms

to try to reduce long-term costs/

But in the next year, there is a chance that
pension funding levels will start to rise again,
as the bleak returns of the early 2000s are
removed from the picture. Tho big question is
whether state leaders will learn tho lessons of
the past decade or whether they will respond
to rising funding levels as many did in the

period between 1999 and 2001.

One basic fact significantly affects all retiree
benefit equations: While funding levels may
rise and fall with the economy, once given, a

defined benefit is very difficult to take av/ay.

2. Retiree heal'h care costs are rising dramatically

Retiree health benefits have been offered to
public sector employees for decades, but their
long-term costs have received relatively little
attention. That changed in 2004, when the
Governmental Accounting Standards Board
(GASB) adopted new standards that ask
governments to calculate the long-term
actuarial liabilities for non-pension benefits,
called "other post-employmerit benefits"
(OPFB), using an approach similar to tho one
they take for pensions/ For the largest
governments, including all states, those
numbers will be reported for the first time in

fiscal year 2008 financial reports/

In some states, the actuarial unfunded liability
for non-pension benefits just for state
employees is greater than the aggregate
unfunded liability for all their pension plans.
This is because states have long set aside
money for future retirees in their pension
systems, but most states have paid for other
post-retirement benefits on a pay-as-you-go
basis. Each year, as the number of retirees
grows and medical costs go up, so does the

bill that must bo paid out of current revenues.

Exhibit 1-2 shows eight of the 15 states in
which the unfunded actuarial accrued liability
(UAAL) for retiree health and other post-
employment benefits for state employees is
greater than the aggregate unfunded actuarial

liability for pensions.

WWW.PEWCENTERONTHESTATES.ORG


http://WWW.PEWCENTERONTHESTATES.ORG

States
California
Connecticut
Delaware

Georgia

win

OPEB UAAL Pension UAAL States OPEB UAAL Pension UAAL
$47,878,000 $46,673,644 Hawaii $6,791,000 $5,132,028
$21,681,000 $14,914,600 Maryland $14,543,000 $7,634,087
$4,410,000 $207,635 Pennsylvania $13,501,000 $12,223,300
$4,905,000 $2,503,741 Tennessee $2,305,000 $366,114

NOTE: PCS assembled these data Irom 2006 Compiehensivo Annual Financial Reports (or all 50 states, and their respective pension plans. Additional dala wore
obtained from 2006 actuarial valuations of state pension ‘'/stem s and actuarial valuations of other post-employment benefits when available.

SOURCE: Pew Cenler on the States

3. The gap between private and public sector

benefits is expanding

Private sector retiree benefits differ greatly,
depending on the size of companies, the level
of unionization and the industry.”” But in
general, the private sector never offered the
level of benefits that have been traditionally
available in the public sector. At its high point
in 1980, only about 35 percent of private sector
workers had defined benefit pension plans.”
That number is expected to drop to 13 percent
by 2016, according to Dallas Salisbury, chief
executive officer of the Employee Benefit

Research Institute (EBRI).

As Exhibit 1-3 shows, public sector employees
are far more likely to receive retirement
benefits— and the gulf between private and
public sectors continues to grow. While there
are signs that governments are instituting some
reforms to scale back benefits, particularly for
new employees, the pace of change is
dramatically slower than in tho business world.

In spring 2007, EBRI and Mercer Human
Resource Consulting surveyed private sector
defined benefit sponsors and found that more
than 35 percent had made changes to their plan
in the past two years. About a quarter had
closed the plan to new hires, while nearly 13

percent had frozen their plans for all members.’-
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About a third of the organizations that had not
changed their plans said they intended to do so
in the next two years. And 19 percent said they
were considering closing the plans to new hires.
The vast majority of private sector companies
that intend to shift away from defined benefit
systems also say they will increase contributions
to defined contribution plans.’3

The same phenomenon ias taken place with
retiree health benefits. According to tho Kaiser
Family Foundation, only a third of big
companies offer retiree health insurance. The
number has been cut in half since 1988." Of
those that do offer benefits, they tend to be
considerably less generous than those offered
by state government. Tho Citizens Budget
Commission in New York took a look at
employers that offer retiree health coverage and
found that 10 percent pay the full premium,
compared with 32 percent in the states.’l

The gap between public and private sector
benefits fuels the political debate, as taxpayers
notice that they are contributing to gov< rnmont
employee retirement benefits that are
increasingly unavailable in tho private sector.
This dispaiity— and resulting pension envy
among private sector employees— has
generated a wide variety of political reactions,

with some calling for a reduction in government



benefits and others decrying the declining
benefits in the private sector and citing the
public sector as an example of how long-term
employees should be treated. "The larger issue
of what working people are entitled to in our
society needs to be considered too," wrote Jon

Shurc, president of the New Jersey Policy

4. The number of retirees

The number of retirees will continue to grow as
the baby boomer generation reaches
retirement age— a massive demographic shift
that will affect government on all levels and
across sectors. The number of Americans uver
age 65 increased eleven-fold from 19Cd to
1997. Steady increases have continued since
then, but the growth in the elderly population
will accelerate even more with the aging of the
baby boom generation, with a projected
increase of 8C percent between 2010 and
2030." By 2030, 71 million Americans— one of
every five people— will be over 65, according
to projections from the Social Security

Administration.”

Meanwhile, the public sector will face an

escalating number of retirements sooner than

Compensation/Benefit

Defined benefit plan

Median pension in 2005

Retiree health benefit of any kind

hitpV/www.bls gov/ncs/ebs/sp/cbsm 0006 pdl

Private Sector Employees

Perspective in a commentary :n the New Jersey
section of the New York Times on November
26, 2006. "Is one group getting plush benefits
at the expense of the other? Or, rather, is it
government's responsibility to set an example

for what the private sector should do as well?"

increases every year

the private sector because oi the older average
age of public employees. In lllinois, tor example,
the state comptroller reports that in fiscal year
21/06, 65 percent of public employees were in
their *0s and 50s— up from 41 percent in 1986.'n

As the number of retirees multiplies, the
enormous variation in states will become more
pronounced. States with large unfunded
actuarial liabilities either in health benefits or
oensions will face increasingly large annual
costs to provide benefits that were promised.
California provides a telling example: The
Center for Government Analysis reports the $4
billion required to pay for California's annual
state and local retiree health costs in 2006 will
escalate to $6 billion in 2009, almost S10

billion in 2012 and $27 billon by 2019.”

Public Sector Employees

20%’ 90%'
$7,692' $17,640°
33%s 82%*

Data from tho U.S. Bureau of Labor Statistic*, "National Com pensation Survey: Crnployoo Benefits in Private Industry in tire United States", (March 2007) 7,

2 Data from Cmployco Benefit Research Institute. “Fundamentals ol Employee Benefit Programs, Part Five. Public Sector,”
2005:16.http:/Avww obri.org/pdf/publications/boots/lundamontals/Fnd05.Prt05.Chp40 pdf

September 21, 2006.
Ibid.

York's Gb.”’on Budget Commission, "The Cato F
6 Tho 82 percent figuro pertains to stato anj locai

Data from Debra Whitman and Patrick Purcoll, “Topics in Aging: Income and Poverty Among Older Americans in 2005," Congressional Research Service,

A liltlo more than a fifth of largo employers that offer retiree nealth pay no part of tho premium, according to tho Citirens Budget Commission in New York. New
Redesigning Retirement Bcnofits lor New York's Public Employees,” April 29, 2005.

lornmonts that have more than 200 employees.

SOURCES: Defined benefit data from BLS/CORI; median pension data from Congressional Research Service; and Retiree health data Irom Kaisor Family Foundation.
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California's annual state and local retiree health costs of
$4 billion in 2006 will escalate to $6 billion in 2009,
almost $10 billion in 2012 and $27 billon by 2019.

5. People are living longer

Life expectancy has trended upward for the
U.S. population, from 69.7 years in 1960 to a
projected 79.2 years in 2015, according to the
National Center for Health Statistics. Some of
this change stems from a drop in infant
mortality, but it also reflects improvements in

health care for adults/’

Given tf e financial pressures that result from
increased longevity, the Social Security
Administration is gradually shifting its
retirement age upward, based on birth year.
For people born before 1943, full Social
Security benefits will kick in at age 65, but ihe
retirement age will escalate. For example, a
person born in 1967 or later will have to wait
until age 67 to qualify for full Social Security.
Some observers predict that when Social
Security is next reformed, the retirement age

will go up even further.

Many private sector companies that offer
retirement benefits conform their retirement
ages to those provided by the federal
government. But for states and localities, tho
eligibility age for receiving lull benefits has
traditionally been much lower. A December
2005 study from Wisconsin's Legislative
Services Council noted that only Minnesota

had conformed to Social Security's practice of
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increasing retirement age over time. Of 87
plans studied across the 50 states, 85 allowed
retirement with full benefits at age 62 or earlier
for individuals with long service, and 57
provided retirement at age 62 or lower with
only 10 years or fewer of service. Only two
plans stipulated that it was necessary to reach

age 65 to receive full benefits/’

In addition, some public sector employees (for
example, police and corrections officers) who
arc in hazardous jobs or in jobs that require
heightened physical strength or agility are
eligible for full retirement benefits at even
earlier ages. Offering benefits at an early ago
greatly affects health care costs because
Medicare coverage has not yet kicked in. For
this reason, it is generally much more
expensive for governments to provide

retirement benefits for pro-Medicare retirees.

The Wisconsin report noted that at the end of
2005, states were still moving toward earlier
retirement ages; nine plans had reduced

normal retirement provisions since 2000 and 10
had reduced the minimum ago or years of
service required for early retirement. Since
2005, however, some states, presumably
preparing for the significant demographic shifts
on the horizon, have started to reverse course. '
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Glossary

ACTUARIAL ACCRUED LIABILITY (AAL) - The
total value of pension benefits owed to current
and retired employees or dependents based

on past years of service.

AMORTIZATION PERIOD - The span of time
set to fully pay for actuarial accrued liabilities.
To adhere to generally accepted accounting
principles (GAAP), governments must use a
period of 30 years or less to calculate their net
pension or other post-employment benefits
obligation and their expense on an annual
basis. Some states, which are not in
compliance with GAAP, choose longer periods
for funding purposes to reduce current

contributions.

ANNUAL REQUIRED CONTRIBUTION or
ACTUARIALLY REQUIRED CONTRIBUTION
(ARC) - The amount of money that actuaries
calculate tho employer needs to contribute to
the plan during the current year for benefits to
be fully funded by the end of the amortization
period. (This calculation assumes the employer
will continue contributing the ARC on a
consistent basis.) The ARC is made up of
"normal cost" (sometimes referred to as
"service cost")— the cost of benefits earned by
employees in the current year— and an
additional amount that will enable the
government to reduce unfunded past service
costs to zero by the end of the amortization

period.

ASSETS - The amount of money that a pension
fund has on hand to fund benefits. The assets
(also known as plan assets) build up over time,
generally from three sources: employee
contributions, employer contributions and
investment returns. Plan assets generally are
expended to pay pension benefits when due,

refund contributions of members who leave
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the plan before qualifying for benefits and

cover the plan's administrative expenses.

ASSUMPTIONS - Estimates made by actuaries
about the future behavior of various economic
and demographic factors that will impact the
amount of pension benefits owed over time.
These estimates, of factors such as investment
returns, inflation rates and retiree life spans,
are used by actuaries to calculate the AAL and

the ARC.

DEFINED BENEFIT PLAN - A plan that
promises its recipients a set level of benefits,
generally for life. In the case of pension
benefits, it is based on a "defining" formula
that usually includes the number of years
served and an employee's salary multiplied by
a preset figure (e.g., 30 years x $40,000 x
1.75). In the case of retiree health, the
promised benefit is typically the payment of a
portion of (or the entire) medical insurance
premium. However, it can also be based on a
defined formula much like a pension. In this
case, a certain monthly income is promised

that must be used for health expenses.

DEFINED CONTRIBUTION PLAN - A plan to
which tho employer, and often the employee,
contributes a defined amount (e.g., 8 percent
of salary) to an individual account in the
employee's name while the employee is in
active service, but which does not guarantee
any set benefit. The amount available for
retirement is based solely on the amount of
money that has been saved, along with
investment income credited to the employee's
account. When these funds are used up by the

retiree, tho benefit is exhausted.

NORMAL CO08T - The cost of benefits earned

by employees in any given year.



OTHER POST-EMPLOYMENT BENEFITS
(OPEB) - Benefits other than pension benefits
that an employer provides to former
employees as a deferred form of
compensation for their services. OPEB is
defined by GASB as including (1) post-
employment health care benefits and (2) other
types of post-employment benefits— for
example, life insurance— if provided separately

from a pension plan.

PAY-AS-YOU-GO - A method of financing
pension benefits or OPEB in which the amount
contributed by the employers or employees
each year is approximately the amount needed
to pay the benefits currently due and payable
to retirees (or the premiums currently due and
payable to provide for health care coverage or
other non-pension benefits for retirees for the
current period). Under this method, the source
of financing for current benefits often is the

employer's current collections.

SMOOTHING - To counter tho natural volatility
of the stock market, the vast majority of states
do not measure the funded status of pension
benefits using the current market values of
plan assets. Instead, most use methods of
determining the actuarial value of plan assets
that average out the effects of increases or
decreases in market values each year over
several years (generally four or five). The effect
of this approach is to mute the immediate
impact during a severe market drop or spike in

growth and to spread it out over time.

UNFUNDED ACTUARIAL ACCRUED LIABILITY
(UAAL) - The difference between the actuarial
accrued liability and the actuarial value of plan
assets on hand. This is the unfunded obligation

for past service.
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The Basics of Funding

The following principles apply to both
pensions and post-employment health care
benefits, based on a general consensus of

experts in the field:

e Thi long-term costs of retiree benefits are
based on a passel of variables, the future
values of which are unknown. Actuaries try
to pin down these variables through the use
of best or at least reasonable "assumptions"
and a professional methodology developed
to manage multiple uncertainties. If all the
actuaries' projections were correct over
time, governments funded benefits earned
by employees every year and no new
benefits were added, then pensions and
retiree health benefits would be fully funded

by the end of the amortization period.

* When a state has an unfunded actuarial
liability, it is often because over time those
"ifs" did not happen. To pay for the
unfunded liability, governments add another
chunk of money to their annual contribution
to spread the unpaid costs over the
amortization period, which is usually 30
years. Generally, when funding ratios
declin 2, employer contributions need to

increase.

« Overly optimistic assumptions, bei efit
increases and underfunded contributions all
put greater demands on future government

payments.

* Inaccurate assumptions also can result in a
situation where funding levels rise
unexpectedly. This occurred in tho late
1990s when most investments earned higher
than anticipated returns, which prompted
some governments to skip tho ARC

payment during a so-called funding holiday.

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEFITS

However, as the recession in the early half of
this decade demons'rated, bad years often
follow good ones ard the contribution
holidays aggravated the impact cf market

losses.

In a mature pension plan that is reasonably
well funded, lost of the total additions to
plan assets each year will come from
investmc -t returns of assets that have been
S<raside over decades. In a poorly funded
plan (pensions or OPEB), more future money
comes from direct state contributions and
from the same state coffers that fund
education, economic development and

health care.

A poorly funded plan or one that is moving
in the wrong direction mav also eventually
cause trouble for an organization's credit
rating. This could increase the cost of
borrowing money, which will make it more
expensive for governments to pay for
infrastructure improvements such as bridges
and roads that typically are supported

through borrowing.

Although states aspire to having fully
funded pensions, it is important to
recognize that "underfunding is a matter of
degree,"” said Keith Brainard, research
director for the National Association of State
Retirement Administrators (NASRA).-1 The
important point is not whether states have
reached 98 percent or 101 percent funding;
it is the direction in which they are heading
and tho distance they have to travel to get

there,



Methodology

This report is the product of an extensive data
collection effort, a review of the literature, a
thorough analysis of actuarial studies and
evaluations, and interviews with experts and
individuals knowledgeable about particular

states.

To analyze states' pension systems, PCS
examined state annual reports with information
over a 10-year time period. Data in tho
pension section of this report were obtained
from State Comprehensive Annual Financial
Reports (CAFRs) as well as CAFRs from state
pension systems. The numbers aggregate
multiple plans in the state pension system and
include, in many instances, municipal workers
and teachers. PCS did not attempt to
disaggregate municipal workers because this

could not be accomplished for every state.

To analyze states' other post-employment
benefits, PCS reviewed CAFRs and the
preliminary actuarial assessments of state non-
pension liabilities over the next 30 years. In this
case, PCS focused the analysis on state
employees alone, in order to achieve a more

consistent comparison, because states vary

greatly in whether non-pension retiree benefits
for teachers ore funded at the state or local

level. Armed with those preliminary assessments,
gathered from a variety of government offices at
the state level, PCS assembled a comprehensive
and up-to date compilation of these liabilities,
the amounts the states are currently paying for
retirement benefits and their funding practices.
PCS collected actuarial valuations in spring and
summer 2007, continuing through the fall to
pursue valuations from states that had not been
completed previously. One caveat: Many of
these calculations are preliminary and are likely
to change as health plans are altered and
actuaries re-examine the subject. A handful of
states had not finished actuarial valuations by
the completion of this report. Where feasible this
research was augmented with interviews with
actuaries, economists, state controllers, auditors,

legislative analysts and other experts in the field

The expert statements included in this report
come directly from interviews conducted by
PCS between September 2006 and Octobei
2007, unless otherwise noted. A complete list
of resources can bo found on PCS's Web site at

www pewconteronthestatos.org.
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Figures aro in thousands.

Actuarial
State liability
Alabamal $33,961,978
Alaska 13,090,657
Arizona 34,35.3,623
Arkansas 19,114,260
California’ 355,-83,412
Colorado 49,490,604
Connecticut 34,190,000
Delaware 6,416,275
Florida 110.977.831
Goorqut 65.994,177
Haw aii 14,661.399
Idaho 9,951,1(X)
Ilinois 103,073,463
Indiana 28,953,950
lowa 21.651,122
Kansas 17,552,000
Kentucky 30.659.476
Louisiana 33,358,313
Maine 12,357,418
Maryland 41,537,681
M assachusetts 50.431,974
Michigan 63,768,000
Minnesota 30,787.259
M ississippi 25,630,550
MitiOun 43,856,576

Unfunded
liability
$5,622,322
3,369,759
5,274,143
3,409,290
46.673.6-14
12,803,562
14,914,600
207.635
6,181,784
2,503,741
5,132,078
525,200
40,732.132
10,565,887
2,507,086
5,364,000
9,303,606
10.978,703
2,826,820
7,634.087
14.055.701
12.155,000
7.1 M ,117
6,865,090
8,426,945

Annual
required
contribution

$684,861
423,666
640,197
463,786
6,342,208
978,924
1,031,000
122,914
2,193,928
1,117,742
423,446
244,600
3,085.601
947,890
387,542
471,424
564,361
1,066,311
294,888
874,079
1,320,178
1,564,557
284.372
537,721
1,048,125

Actual
payments
in 2006

$684.861
259,496
640,199
500,475
6.265,138
609,853
1,031,000
118.950
2.106,171
1,117,742
423,446
262,800
1,025,341
955,620
324,677
298,883
483,740
1,075 547
312.017
716,745
1.747.751
1,297,741
280.0/4
537.580
652,530

State

Montana
Nebraska
Nevada

e«lew Hampshiro
Now Jersey
New Mexico
New York]
North Carolina
North Dakota
Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island”’
South Carolina’
South Dakota*
Tonnesseo
Tcsas

Utah

Vermont
Virginia'

W ashington’
W est Virginia
NViscontm

Wyoming

Actueri.nl
liability
$8.58-1.710
7,395,639
25.794,627
6,402,875
109,610,983
92.544,980
140,150,000
61,827,530
3.573,500
139,251,460
27,039.660
51,254,000
91,494,400
9.822.437
33,712,394
5,903,592
28,117.127
1.32,087,713
18,703,454
3,195,421
51,683,000
29,0/4,500
11,774,712
73,735,800
6,215,540

Unfunded
liability
$1,675,759
832,377
6,482,437
2.474.605
23,141,602
4,076,390,

2,954,470
681,600
26,200.600
11,468,080
=5.362.000
12,223.300
4,329.104
9.134.923
197,808
366,114
15,140.379
689,963
256,358
9,934,000
5.984,300
5,330,649
320,500
316,168

1 2005 dale wire used to report on tho stale's lability and unfunded liability, j <7006 dats wore not available from Il’e data.

2 Seen.4, page 13

Percent

funded

= 55%-69%
i 10%-79%
B 80%-84%
B 85%-9S5%

" 96%-110%

Annuel
required
contribution

$157,078
210,977
1,058,892
170.578
2,180,913
484,506
2,782,147
516.570
81.586
2,604,033
1,053,336
488.500
1,877,118
193,394
689.400
81,620
665,879
2,315,721
535,1j 2
102,681
988,662
1,421,200
484,234
569,000
78,257

Actu.nl
payments
in 2006

$239,822
210,977
1.015,757
170,578
501,342
439,274
2,782.147
516,689
5-1,039
2,433,921
763,719
492,408
652,231
193.394
690.374
01,620
655.879
1,944,141
535,152
78,358
85/.660
396.1(H)
879.880
569,000
117,074

3 7005 data wore used to reporton tho slam's liability .md unfunded liability, «t 7006 data wore not available Irom tho stato. Rhode lilard did not havo financial

leporting on Its specific pension plant after 700-1 at tho limn of thi» report
*1 South Dakota hat tv.!) plant, 7006 data woro only available for itt m.ijor retirement plan and 7005 figures for itt tmallnr plan were utod in the total calculation

NOfC Star tiInbold represent pension systems below 1i0 (wrcont funded
Actuarial hat lity it the total vakro of pei'sron benefits owod 10 fimenl ard rotued emjrloyrnsin depti.le >it bated on past ynait ol torviro.
Annual ruqulroa contnbjtion is ihe amount ol money thatactuanetcalculate the employerrerdt lo conlnbuto to tho plan cLnng tho CtdtOOtyear lor benof.tt to

be fully funded by the end ol the amortization period, which it typically 30 years or let!

SOU-ty'E Pew Center on tho Statoi
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FOR THE SAKE OF SIMPLICITY, it may bo
tempting for tho press and policy makers to
paint a one-size-fits-all portrait of state
pensions. But each state has its own
complicated story to tell. From 2000 to 2006,
for example, New Hampshire's pension funds
took a tumble, wh;le North Carolina's funding
status was nearly unchanged. Kansas-1 set aside
only about two-thirds of its annual required
pension contribution in 2006, while neighboring
Nebraska set aside the full amount.“1About half
the states have troubling unfunded liabilities in
some of their pension plans and the other half

do not, at least at tho moment.

Overall, the national pension
"balance sheet" is in relatively
decent shape,-' with 30 stato
pension systems more than

80 percent funded (Exhibit

2-1). Almost half of those

are over 90 percent funded,
according to PCS research.
However, the remaining 20
states have funding ratios of less
than 80 percent, meaning that
their propoftion of assets to
liabilities may create fiscal stres f
unadcJrosscd, according to many exports in the
field (see Exhibit 2-1— the 20 states are in
Isold).

All told, states have contributed enough
money— about $1 99 trillion— to cover roughly
85 percent of their $2.35 trillion-' long-term

20 states
have funding
ratios of
less than
80 percent

liability for their retirees' pensions over the
next 30 years. Still, that leaves them with
about $361 billion in unfunded liabilities.

Large underfunded long-term liabilities put
future budgets— and taxpayers— at risk. For
years, West Virginia has had difficulty putting
sufficient money into education or health care
because of its need to cover huge pension
liabilities the state accrued decades ago,
according to Governor Joe Manchin 111" And
while West Virginia has been aggressive and
responsible in overfunding its annual pension
contribution over the past decade— the state's
system is now 55 percent funded, compared
with a 39 percent funding level
in 2003— the funding mistakes
of the past make catching
up extremely difficult (see
Appendix Exhibits A-1
and A-2).

States can delay action to deal
with an underfunded pension,

i but only temporarily The share
of the population aged 65 or
older will grow to 20 percent
in 2030, according to the U.S. Census Bureau.
In 1950, the number of workers relative to
intirees was 16.5 to 1, today the ratio is 3.3 to
1, and it will move down to 2 to 1during the
nexl 40 years, according to Census estimates.-'
When a pension system is fully funded, the
ratio of workers to retirees matters little,

because the money for retirees is already in
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the bank.%But when a plan is underfunded,
making the payouts can become extremely

burdensome for states.

RCS's research highlights two important rules
for states to follow if they are to address their
long-term pension obligations cost-effectively.
Agreement on these points is nearly universal,
and they have been voiced by experts ranging
from researchers at rating agencies such as
Standard & Poor's and academic institutions
such as the University of Pennsylvania, the
University of Michigan and Harvard University
to retirement administrators in a number of
states. Following these sound financial
principles allows states to evenly spread out
tho costs of long-term benefits over time,
rather than have low costs now and a
substantial- and potentially budget-breaking—

cost spike later.”

FULL FUNDING. First, it is critical for a state to
diligently meet its own yearly goal for funding
its long-term pension liability (known in
actual ial terms as the actuarial required
contribution, or ARC) and to base that goal on

accurate assum ptions.

Florida's legislature is displaying a high degree
of fiscal caution that has presumably helped
the stato achieve tho fully funded status it has
held since 1998. Tho stato passed legislation
that basically reserved a portion of the pension
surplus to servo as a safeguard against
unexpected increases m liabilities, providing
the state with extra financial Security.”* North
Carolina has also had consistently high levels
of funding, even when the stock market
dropped or the state was under fiscal stress.
The state has been disciplined about paying its
annual bill and maintaining the financial health
of its pension system. lllinois and New Jersey
are examples of poor financial decision-making

as both states have actively reduced

PROMISC5 WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEFITS

contributions to their plans over the past 10

years, leading to chronic underfunding.

AFFORDABILITY OF NEW BENEFITS. Second,
a state must make sure it can afford new
promises, as once a benefit increase is made it
is extremely difficult to take back. This means
the state must carefully consider the long-term
impact of benefit changes, including shifts in
vesting periods, early retirement programs,
cost-of-living adjustments, salary calculation
methods, and a host of other factors that affect
pension amounts and the states' own long-term
fiscal health. States, in general, have become
more careful about adding benefits in the last
few years and several have enacted legislation
that establishes safeguards against benefit
increases enacted in haste. A 2007 Hawaii law,
for example, bars benefit enhancements
between January 2, 2008 and January 2, 2011
if the plan has an unfunded accrued liability. A
2007 Missouri lav/ prevents pension plans in
the stato from increasing benefits if they are

less than 80 percent funded."

Finally, states can take additional steps to
reduce their long-term pension obligations.
Among other measures, they can close
loopholes in pension systems that allow
employees to inflate the amount they collect
after retirement. They can consider creating
hybrid plans that combine elements of defined
contribution and defined benefit plans. And
they can improve oversight and governance of
their system so that decisions are well informed
by up-to-date, accurate and reliable data, and

to ensure tho funds are well managed.

The cietailed analysis that follows seeks to help
state policy makers and tho public answer

these critical questions:

« What differences are there among the states

in how they manage their pension plans?



What are the fundamental reasons

for these differences?

What tools can troubled states bring
to bear to prevent problems in the
future, and what can they do to
ameliorate the problems of today?

Is s IM™3"M fe «

Pension Funding Levels:

The State of Play

Generally, the money to pay for pensions comes
from three sources: employees' contributions;
employer contributions, and investment returns.
Employee contributions, which are required in
the vast majority of states, must be paid
annually. But in many states, governments— the
employers— are able to put off some of their
own required payments. These payments
include the cost of benefits earned by their
employees in any given year, as well as
contributions that will help make up for past
underfunding and load to full funding of the
plan over the amortization period (typically 30
years). If the government's contribution falls
short, tho costs for services rendered in that
year will be shifted to future taxpayers and the
state also will forego the advantage of

investment returns on those dollars.

Exhibit 2-1 shows how wo 1, or how poorly, the
50 states are doing at funding their long-term
pension obligations, and shows the great
variation in tho level of funding of states'
pension plans. These aggregate figures, which
include all pension plans that states listed in
their latest comprehensive annual financial
reports, give a snapshot of funding status as of

June 30, 2006

According to PCS research, the average
funding level in 2006 was 82 percent, a drop
from the high point in 2000 when the mean
ratio of pension assets to pension liabilities

was 97 percent.

Noto that the 82 percent average is lower than
the 84 percent average funding level reflected
in the 2006 Public Fund Survey data compiled
by tho National Association of State
Retirement Administrators. That survey
includes the largest public retirement systems
in the United States, focusing chiefly on
systems for general employees, public school
teachers and public safety personnel. PCS's
report includes all pension funds covered in
the state comprehensive annual financial
reports. Teacher and state employee funds
dominate in numbers, but the reports also
include plans for elected officials and judicial,
public safety, corrections and university
employees, and, in some cases, municipal

plans operated by the state.
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W hat Drives Differences
In Funding Levels?

Our analysis shows that states have in pension funding levels. In 2000, half of the

considerable control in either moderating the states were fully funded. But in that year,
bad times through effective planning or dot.com problems were already having a
diminishing the good times through poor negative impact. The 9/11 attack and
decision-making. The 1990s were atime of continuing stock market drop in 2002
growth for pension plans as a healthy economy devastated the asset levels of many pension
and a booming stock market enabled swift rises plans. Between 2000 and 2002, the average

A Word about Pension Funding Levels

The data in Exhibit 2-1 and Appendix Exhibits A-1 and A-2 are derived from the work of actuaries, who develop
a variety of assumptions? tailored to the particular situation of individual states. Tiny variations in these
assumptions cascade like numerical snowballs into dramatic differences between states. For example, New
Hampshire calculated its actuarial accrued liability assuming it would receive a return of 9 percent on the funds

it had invested— higher than any other state. If it used the same 7.5 percent assumption used by West Virginia,

its unfunded liability would rise considerably.3&

An important caveat to these exhibits: A major difference among states is the way they smooth out the impact
of market changes over time. Currently, only a handful of states, including Idaho, lIFnois, Oregon and West
Virginia, use a fair market value approach for valuing their largest funds. Because they are looking at the current
value, these states respond more dramatically to year-to-year shifts, but their numbers do not retain the impact
of bad or good years over time. Otherwise, smoothing periods generally range from four years (for example, in
Colorado, Louisiana and Ohio) to os many as 15 years in California. Not surprisingly, states with shorter
smoothing periods will currently appear to have better funding levels than those with longer periods, because
the down years in the early part of the decade are no longer reflected in their averages. Funding in Louisiana
and Colorado has been on an upward trend since 2005, and Ohio started to show upward motion in 2006.

In addition, a few states use the "aggregate cost method" of accounting, which does not provide an unfunded
liability amount. Washington and New Hampshire supplied notes in their annual reports that allowed researchers
to derive this ratio. New York did not supply notes, but provided its internal calculations to PCS. A new standard
from tho Governmental Accounting Standards Board, GASB 50, stipulates that states provide unfunded liability

calculations by using one of the five permissible actuarial cost methods other than aggregate cost.

A final concept to mention is tho treatment of summary statistics. In calculating averago funding rates for states
in this report, we have simply taken all the state funding levels and taken tho mean. However, one can also look
at national funding levels by adding up the assets of all 50 states and dividing them by the liabilities of all 50
states. That number also reflects an aggregate picture of pension funding levels. Using this method generates
substantially higher aggregate funding levels than simply averaging state funding lovols, because the larger

states have better funded pension plans than the smaller states.
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pension funding level dropped from 97 percent
to 89 percent, resulting in an increase of

unfunded liabilities of $166 billion. Furthermore,
due to smoothing, many states were still feeling

tho effect of those bleak years up through 2006.

In general, states that are poorly funded have
done a combination of three things over time:
failed to annually pay their own actuarially
required contribution; increased benefits, or
made overly optimistic actuarial predictions.
States with large underfunded pension plans
will be forced to eventually meet those
obligations, which will require increases in taxes
or reductions in other spending. Thus, the
states with unfunded liabilities are the ones

that will face increased

Over the long term, states control whether
their pension plans will be appropriately
funded. But decision-makers may have to
grapple with tough choices that stem from
previous policy decisions. In general, this is not
necessarily an issue of pensions being too
generous. States offer pensions and other
benefits in part to attract and retain skilled
workers despite the lower salaries offered in
the public sector.5 The important
consideration is that when states, for whatever
reason, decide to incur an expense like
employee benefits, they also should have a
plan for how to pay for that expense. This is

what some states have failed to do.

financial stress in the future States have considerable control
to pay for obligations
incurred in the past. in either moderating the bad times

through effective planning or

diminishing the good times

through poor decision-making.

A Two-State Comparison

Comparing states is always a tricky business.
The details of how pension benefits and costs
are calculated vary tremendously. Averages can
bo misleading, and a huge number of factors,
such as tho underlying financial assumptions,
have an impact on tho costs of the system and

the benefits received.

But putting aside the kinds of calculations that
leave oven experts scratching their heads, a
very simple comparison of two states, lllinois
and Georgia, is illustrative." These two largo
states— ranked fifth and tenth in total
population, respectively— have relatively
similarly sized stato employee plans but have

taken very different approaches to funding

their pensions As a result, in 2006 Georgia's
pension fund was 96 percent funded, while the

Illinois system was 60 percent funded.

Georgia's un undcd pension obligation, or
UAAL, during the next 30 years is 30 percent
of covered payroll, whereas the unfunded
pension bill for the lllinois plan is 147 percent
(Exhibit 2-2). lhe unfunded liability is 38
percent of 2006 total operating expenditures
in Illinois and just 3 percent of total expenses
m Georgia. lhe annual required contribution is
10 percent of payroll for both lllinois and
Georgia; however, while Georgia was able to
pay the contribution in full, lllinois paid only 33

percent of its required contribution in 2006.

WWW. f EWCENTE RONTHESTATES.ORG



24

While Georgia is fully funding its pension contributions, lllinois is failing to meet its obligations,
leading to a big difference in the health of the two pension systems.

Unfunded pension obligations as a percentage of total state expenses

Georgia 3%

Illinois 38%

Unfunded pension obligations as a percentage of covered payroll*

Georgia 30%

Illinois

SOURCE: Pew Center on the States

The problems with the lllinois pension system
do not stem from unusual generosity to
average employees. In fact, lllinois asks most
employees to contribute 4 percent of their
salary,'lwhile Georgia's employee contribution
is 1.25 percent.” The average pension in lllinois
state government is on the low end compared
with other states, according to on analysis by
the lllinois Comptroller's office last winter.
According to these figures, given a final salary
of $45,000 in each place and 30 years of
service, the Georgia pension would pay out
$28,938 per yoar and the lllinois pension would

be $22,545 annually.0

147%

NOTE: Covered payroll includes all employees participating in the state's pension plan.

According to a 2007 study by the lllinois
Center for Tax and Budget Accountability,
"The data make it clear that tho state's
unfunded pension liability accrued to date was
not caused by overly generous benefits, high
head counts, excessive costs or even poor
investment returns. Instead, the real culprit has
been and continues to be tho repeated failure
of the state to make its full annual employer

contribution to the system."”

Sound Principles and
Promising Practices

Key to achieving a fully landed pension plan is
a commitment to pay tho actuarial required
contributions (ARC) in full each year. The
annual pension cost, which is calculated every
year, is the amount of funding needed to pay

for new liabilities accrued in that year as well
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as to pay off a portion of the unfunded
liabilities accrued in previous years. States that
are able to pay tho full ARC each year will
experience a gradual reduction in unfunded
liabilities until they are fully funded, provided

that assumptions are accurate over the long



term and calculations take into account any their annual pension costs in 2006 and 10

additional benefits that have been granted. states that failed to contribute what actuaries

said they should. This annual pension cost is
Recently, the split between states meeting generated using one of the GASB-approvcd
their funding requirements and those failing to actuarial funding methods and is designed to
do so is about 50-50. Exhibit 2-3 shows 10 distribute costs for worker benefits over the
leading states that have more than fully funded course of the workers' employment.

100 pc-cont indicates fully funding
the annual required payments

10 Leading States

West Virginia 182%
Montana 153%
Wyoming 150%
Arkansas E 108%
California jjSa 108%
Idaho 107%
Maine 106%
Louisiana 101%
Indiana 101%
South Carolina 100%

10 Lagging States

Vermont 76%
Oklahoma 73%
North Dakota & 66%
Kansas 63%
Colorado 62%
Alaska 61%
Pennsylvania 35%
Hlinois 33%
Washington 28%
New Jersey 27%

SOURCE: Pew Center on tho Stotos; Based on Status' 2006 Comprehensive Annual financial Report Data.
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A single year of adequate funding, howavcr,
does not add up to a properly maintained

pension plan.'2

States such as Alabama, Arkansas and North
Carolina, which fully fund each year, seem to
have established an ethos that mandates this
fiscally sensible practice. Others, such as
Virginia, Kansas and Massachusetts, have more

erratic records.

However, states that fund their required

contributions at 100 percent each year—

years later. In addition, if actuarial assumptions
missed the mark, even a 100 percent
contribution may fail to move the state toward

a fully funded position.

Nonetheless, a commitment to pay the ARC
yoar after year is good practice, and it can
substantially improve the position of even a
poorly funded state like West Virginia. As
Exhibit 2-4 demonstrates, West Virginia's
performance in paying the annual pension cost
over the past decade has improved vastly, and

it is starting to pay dividends in addressing the

state's unfunded liability. In a short time, from

2003 (its low point) to 2006, the stato shrank its

beginning as far back as 1997— could still
have a dramatic unfunded liability today.

Unfortunately, _hort-changing plans in unfunded liability by 17 percent and $1.1

decades past can have ripple effects many billion.

West Virginia's pension fund is improving thanks to diligence in making its required annual payments,
while years of not paying enough has diminished Mew Jersey's pension system funding level.

Percentage of annual required contribution paid into pension fund

288%
WEST VIRGINIA

18%
M/%

103%105% 10-1%'06% 108% 1056 10.1% = {

Percentage of total liability that is funded

46%

SR RC)

1798 1990 2000 2001 2002 2003 AD1 2005 2006 1997 1990 1990 2000 2001 2002 2003 201 2006 2006

NOTE: 1997 cita uraveilede let Wo-t Mirgrdl
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Other states, however, have proven unable or
unwilling to raise the necessary funds to pay
an actuarially sound amount into their pension
fund. In New Jersey, for example, leaders
skipped some required pension contributions
that resulted in an $8 billion shortfall between
1998 and 2003.” Tho low point came in 2002
when the state contributed $16 million out of
the $560 million actuarially recommended
amount, resulting in only 3 percent of the ARC
being put into the pension fund. New Jersey's
funded ratio stands at 79 percent in 2006 after
being fully funded only four years before. New
Jersey is an extreme example but, as Exhibit
2-4 shows, it is highly illustrative of how critical
consistent contributions can be to a state's
pension system.

Decisions to skimp on annual contributions
have taken a dramatic toll on pension funding
levels in other states as well. A few examples:

<« |ILLINOIS. The decision to cut pension
contributions sharply in 1982 and 1983,
followed by only moderate increases
through 1995, are cited by the Illinois
Comptroller as the root of the state's
pension problems.” Although the state
recently passed several long-term reforms to
its pension system, the pattern of
underfunding actuarially required
contributions has not abated. The
state used $2 billion from a 2003
pension bond offering to make
payments in fiscal years 2003 and
200-1 and cut pension payments by
$2.3 billion in fiscal years 2006 and
2007, according to the Civic
Federation of Chicago. The
rationale was that savings to the
pension system from the bond sale
and funding reforms adopted by
the legislature made those payment
cuts possible, but longtime

observers of the state's troubled pension
system were dismayed. "These partial
pension holidays are short-sighted and ill-
considered," said Civic Federation Vice
President Lise Valentine. "You have to
examine the pension holidays in the context
of the overall budget, where we see
expansions of other state programs and
discretionary spending at the same time that
pension contributions are cut. This
demonstrates an unwillingness to fully fund
the pension obligations and to pay for the
true cost of employee benefits."”

HAWAII. Hawaii's budget director told Pew's
Government Performance Project in 2000
that the state, facing enormous budget
pressures, had failed to make pension
contributions of $44.1 million in 1999 and
$155.8 million in 2000. Data from the state's
comprehensive annual financial reports show
that pension contributions stood at about 83
percent of what actuaries required in 1999. In
2000, actual contributions met only 13
percent of the required amount. The
following year, the state held back even
further, contributing only about 5 percent.
Since that time, Hawaii has solidly funded its
pensions. But tho three-year hiatus from full
funding, coupled with investment losses,
took a severe toll on the funding status of the

"These partial pension

ii~)liclays ate short sighted

and i llkan’
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state employee plan, which dropped from its
high of about 94 percent funded in 2000 to
65 percent funded at the close of 2006,

< KENTUCKY. Kentucky also had one of the
most dramatic descents in funding levels,
from about 111 percent funded in 2000 to
about 70 percent funded in 2006. Employer
contribution rates for both the Kentucky

Employees Retirement System and the State
Police Retirement System have fallen short
in nine of the past 15 years. According to
the Legislative Research Commission, the
pattern of reduced contributions continued
for tho past six straight years, including
fiscal year 2007, resulting in "more than
$744 million in lost contributions and
investment opportunities." 4

Additional Strategies for Ensuring

Sound Pension Plans

Fully funding pension contributions each year
requires a great deal of political fortitude and
the kind of long-teri thinking that is hard to
come by, particularly in difficult economic times.

The good news is that there are additional
measures states can take to have an impact on
their long-term pension liabilities. These

measures include:

PLUGGING THE LEAKS: Auditor reports are
full of examples of loopholes within pension
systems that allow individuals to inflate the
amounts they collect Tier retirement. But
states can close the loopholes and stem
possible abuses.

EVALUAT ING THE FISCAL IMPACT OF
BENEFIT CHANGES: Even tiny changes in
benefits can result in very large long-term
liabilities. Some states have started to require
that a careful actuarial assessment of long-term
costs accompany any proposed pension
benefit increase.

CONSIDERING HYBRID PLANS: Despite
legislative initiatives in some states to convert
state pension plans to defined contribution
systems (in which recipients are promised only

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEFTS

that a set amount of cash will bo put aside for
them each year), the defined benefit plan
format (in which recipients are promised a
specified package upon retirement) remains
the dominant and most popular form. Most
professionals expect that defined benefit plans
will remain the core retirement benefit for
many years to come, in most states. But some
states have begun experimenting with hybrid
plans, which are a mix of defined benefit and

contribution plans.

REQUIRING FASTER, MORE ACCURATE
FINANCIAL REPORTING: Pension systems are
extremely complex and difficult to compare
due to the wide variety of choices that
actuaries make when determining asset value,
calculating actuarial liability, and setting
funding and recommended contribution levels.
Faster, clearer financial reporting among plans
could improve tho accuracy of actuarial
projections and would provide policy makers
and other state officials with the most current
data to infori i their decisions.

IMPROVING PENSION OVERSIGHT: Although
the states have resisted suggestions that the
federal government step in to provide more
accountability for state and local pension



plans, many are starting to improve
governance practices and provide
greater oversight of their own plans.
Commissions that pay attention to
pension funding levels, benefits and
practices can promote sustained,
consistent attention on an issue that
tends to float in and out of public
awareness with changes in the
economy.

Plugging the Leaks

States can pull back on the amount of
money that goes out in pension benefits
without attacking the general principles of a
defined benefit plan or the pension benefits
on which the average employee relies. Here
are a handful of issues to target, drawn from
a PCS review of recent reports from auditors,
legislative task forces, independent
government watchdog groups, universities,
pension systems and special commissions

in the 50 states. The examples are
representative of problems that have
surfaced in multiple states.

FINAL-SALARY INFLATION. In general, the way
pension benefits are calculated requires that
"final salary” be multiplied by a preset formula
based on the number of years employed. In
several states and local governments, this
practice has resulted in employees hiking up
their salaries during the last years of their
employment by any method allowed.

This is a particular problem in states such as
Kentucky, where overtime pay is allowed to bo
included in the calculation,'land in Now
Hampshire, where accrued sick leave and
vacation tune can be used to increase final
income.1

The fewer the number of , ears used to
determine final salary, the greater the
possibility that the figure can be manipulated.
For this reason, several states have moved—or
are trying to move—from a three-year average
to a hve-year average. Kansas and North
Dakota passed legislation to change to five-
year averaging in 2007,” and a change in
Kentucky is scheduled to go into effect in
2009.*" New Hampshire considered some
reforms to its system in 2007, mcluding
changing from a three-year to a five-year
average and preventing the use of accrued sick
leave and vacation time in salary calculations,
but the reforms did not pass.'l

A related problem occurs when employees
change jobs in the last years of their career so
that tho pension determination is based on a
salary that is far from typical of their career. For
example, in lowa, former legislators often
move into executive branch positions with
salaries that pay two to three times tho amount
they received as a part-time legislator. "This is
a bipartisan ploy that has played out
regardless of tho party in control of the
executive branch for at least the last 20 years,"
said Randy Bauer, former lowa budget director.

INFIATING YEARS OF SERVICE. Since tho

number of years worked is generally part of
the formula for determining a pension, another
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ploy for increasing the payout is to bulk up the
number of years counted toward retirement.
Until 2007, New Jersey made this easy for
employees and elected and appointed officials
by allowing pension credit for any year in
which a minimum of $1,500 was earned.3. This
allowed people to relatively easily add extra
years of service to their pension calculation. In
2006, the New Jersey legislature considered
but did not pass a change in the law to
increase the threshold to $5,000." In May
2007, Governor Jon Corzine signed a law that
abolished the practice for elected and

appointed officials. ' This was one of 41
recommendations by the Joint Legislative
Committee on Public Employees Benefits
Reform.'1Prior to this change, individuals had
remained active In tho state's pension system
by earning minimal amounts, sometimes at "no

show" jobs.

Sometimes states allow workers to count time
served in jobs outside of state government
toward tho determination of their pension,
contributing a percentage of salary as they
would on a state job. As long as the rate of
payment is appropriate, this may cause little
difficulty. But sometimes it's not. In
Massachusetts, for example, an employee can

PROMISES Win) A PRICE: PUBLIC SECTOR RETIREMENT BENEFTS

add years of service spent in a volunteer job—
for example, serving as an unpaid town
alderman—to add to his pension benefits.
Because volunteer jobs do not pay a salary, the
state has set a proxy rate of $2,500 as a base
for employee contributions. In these cases, the
employee would need lo conti ibute 7 percent
of $2,500—$175—for each year of service

adc ed. According to a study by Ken Ardon at
the Pioneer Institute for Public Policy Research,
that payment is a pretty good deal, because it
buys about $1,000 in additional lifetime
pension benefits for each year purchased.'4

EARLY RETIREMENT
PROGRAMS. Often, early
retirement programs allow
individuals to retire before the
normal retirement age by buying
service credits for additional
"years." So, for example, if the
government has a rule of 80—
meaning that a person's age and
years of service must add up to
that number to qualify for full
retirement benefits—a
prospective retiree who is 55 and
has woiked 20 years could buy
five additional years to qualify for full benefits
immediately.

This practice can work fine if the price of the
additional years of service is calculated with
careful attention to actuarial needs. But often,
in the zeal to cut the workforce through an
early retirement program, tho details arc not
well thought out.

lhat is what happened in the late 1990s and
the early 2000s in Colorado. /According to
information provided to Pew's Government
Performance Project (GPP), practices in the late
1990s allowed employees to buy five to 20
years of service at "fire sale prices."" Although



the program certainly cut the workforce, it
added significant costs to the pension system
and contributed to the dramatic drop in
funding levels from about 105 percent funding
in 2000 to about 73 percent funding at tho
end of fiscal year 2005. "It was not an
actuarially sound price," one Colorado finance
official told the GPP in 2005. "People got a
bargain, and everyone knew they were getting
a bargain and that's why everyone was flocking
over there to purchase extra years."

States have embarked on far fewer early
retirement programs recently, compared

with the early part of the decade, according

to the Public Fund Survey, Summary of
Findings for FY2006. As longevity increases
and the gap between public and private
retirement ages widens, they are looking for
ways to add years to the normal retirement
age as well. Often changes are targeted just at
new employees to avoid legal challenges that
may result from shifting the rules on current
workers. In Colorado, a rule of 80 was changed
to a rule of 85 for anyone joining tho
workforce after January 1, 2007. In North
Dakota, a similar change moved the teachers'
plan from a rule of 85 to a rule of 90.u In
California, an initiative that was filed this year
to control pension costs would require the
state to conform to the U.S. Social Security
age for new civilian employees and age 55

for law enforcement.5

ELIGIBILITY FOR ENHANCED RETIREMENT
BENEFITS. Some jobs have physical
requirements that make it sensible to offer
retirement at a younger ago. Stato police and
corrections workers often qualify for enhanced
benefits duo to tho difficulty and danger of
their jobs. The problem in many states is that
over time there tends to be an expansion in
the number of people covered in these special
plans. In California, for example, a third of the

workforce receives public safety pensions
compared with one in 20 in the 1960s,
according to a Deloitte Research Study
published in 2006.D

In Illinois, Governor Rod Blagojevich told
Business Week that one in three state
employees receive "hazard rate" pension
benefits that were originally intended for state
police. 4L It is a matter of states' own public
policy to determine which jobs should qualify
for these enhanced benefits. The important
thing is for policy makers to recognize the
financial costs associated with these expansions.
In Massachusetts, a blue ribbon panel on the
state's public employees' pension classification
systems noted that the pension benefits
available for "hazardous” jobs had been
extended to district attorneys and supervisors at
MassPort, a public authority that manages
transportation infrastructure in the state.'2

In its two-year session that concluded

in 2006, the Pennsylvania legislature gave
"enforcement officer" status to game
commission officers, which would have
allowed retirement at ago 50 instead of 60.
This was one of 130 retirement-related bills
introduced during this period, many asking for
benefit expansions. Governor Edward Rendell
vetoed the bill."

POWER WITHOUT ACCOUNTABILITY. When
there is a disconnect between those who have
the power to increase pension benefits and
those who have tho responsibility of funding
those increases, fiscal responsibility can get lost.
lllinois, for example, took note of this problem
in 2006 when its legislature capped end-ot-
enroer salary hikes at 6 percent for teachers,
school administrators and university personnel.
Prior to this, there was a fear that school
districts and universities "may have been
inflating payments to employees in their last
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years of employment,” because the pension
costs were carried by the state budget and

not their own budgets, according to the lllinois
Comptroller.4

The new law requires school districts that grant
raises of more than 6 percent to fund pension
benefit costs associated with those raises. The
law also requires employers who grant sick
leave "in excess of the member's normal
annual sick leave allotment” to fund related
pension benefit increases.%

Evaluating the Fiscal Impact
of Benefit Changes

It is far easier to increase benefits than to take
them away. That is why legislatures need to
carefully consider the long-term impact of any
proposed increases. But when state coffers are
full and the benefits appear to have little
immediate cost to the state, increases can be

difficult to resist. In addition, in states where
salaries and benefits are the subject of labor
negotiations, retirement benefits, which
make workers happy but require fewer
current dollars, are offered in place of bigger

salary increases.

Although states generally require that fiscal
impact statements accompany legislation that
is expected to have a financial effect, this is
not always done rigorously and benefit
increases can sneak through without adequate
attention. "Municipal governments and
pension fund managers have long complained
that legislative pension proposals often feature
inadequate or even inaccurate forecasts,"
according to E.J. McMahon, senior fellow at
the Center for Civic Innovation at the
Manhattan Institute. In a fiscal memo, he cites
a number of examples of benefit increases in
New York that have been justified in the
legislature based on severely outdated
information. For example, a reduction in the

Remember: Promises Come With a Price

Good times may be the most hazardous for pension plans. This is a particularly important point, because many
pension plans are likely to show an increase in funding levels in 2007. State investment returns have been very
good in the past few years and the majority of states use five-year smoothing periods, which will no longer factor

in the bleak investment returns of 2002.

Some pension observers worry that the upturn in funding levels may lead legislators to focus only on the most
recent figures and ignore the inevitable pendulum swings of any stock market-related investments. "Good times
are dangerous if you raise benefits, because you're adding another commitment that will increase the burden
when interest rates fall and your liabilities surge,” said Alicia Munncll, director of the Center for Retirement

Research at Boston College.'-'

This is particularly true because a pension benefit, once given, is very difficult to take away. The majority of states
have some form of constitutional protection for their pensions, according to a September 2007 report by the U.S.
Government Accountability Office (GAO).4 And although state interpretations of constitutions may vary, courts

generally have held that pensions belong to employees and benefits cannot be withdrawn or altered in a way that

is detrimental or contrary to past agreements,

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEHFTS



number of years—from 30 to 25— requited to
receive benefits passed the legislature in 2005.
But the "justification" section of the support
memo provided outdated stock market data
from the year 2000.

To help ensure that adequate attention is
given to long-term consequences of decisions
about pension benefits, Oklahoma passed the
Actuarial Analysis Act in 2006. Modeled on a
similar law in Georgia, the act requires that
specific review and oversight actions
accompany any legislation that could have a
long-term impact on the retirement system.
For example, bills with a fiscal impact can only
be introduced in the first year of a two-year
session and can only be approved in the
second year—to make sure that there is no
rush to action. If a bill will have an impact on
costs, it has to be accompanied by ai ncrease
in employer
contributions or another
appropriation to

"If someone soys,

benefit for any state employee who served in
Irag,’ you might do that in the emotion of the
moment. This allows you to drop back and

study it."

Considering Hybrid Plans

In the past 10 years, two states have shifted to
defined contribution plans for new employees.
In Michigan and Alaska, employees who
started work after 1997 and 2006, respectively,
are no longer promised a set benefit when
they retire. Instead, they have savings plans to
which they make annual contributions, which
are supplemented by contributions from the

state government.

Leaders in other states including California,
South Carolina, Massachusetts, lllinois and
Virginia have tried to
make a similar switch,
but have been
unsuccessful to

'Let's

fully fund the
benefits.4 triple ihe retirement benefit date.'3The
controversy
. lor any state employee who .
Georgia's surrounding
defined

legislation has
been in effect
about eight years.
It requires tho

served in
that in
legislature's moment.
retirement
committee to send
for an actuarial
study whenever
any change to
the benefit structure is suggested. Hero, too,
the requirement for additional study results in
a year "cooling off period" between the
introduction of a bill and any vote that's taken,
"It's had a very salutary effect on us," said Tom
Hills, the chief financial officer in Georgia. "If
someone says, 'Let's triple the retirement

IlIraq/ you
the emotion ol
This allows you to

drop back and study

Run Hilp Hill'/ fuuuuini 0Z/fo 1.3 (.

might do
contribution

plans should not
be much of a
surprise. Nebraska,
for example,
moved to a defined
contribution plan in
1964. But between
1983 and 1999,
state and county workers averaged a 6 percent
return on their individual accounts, compared
with an 11 percent return for teachers and
judges who had a defined benefit plan.”
Testifying before tho House Committee on
Pensions and Investments in 2000, Anno
Sullivan, director of tho Nebraska Public

the

it."
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Employees Retirement System, said, "We have
had over 35 years to 'test' this experiment and
find generally that our defined contribution
plan members retire with lower benefits than
their defined benefit plan counterparts.™3

Employees' preference for defined benefits
can also be seen in the states that have
offered a primary defined contribution plan
as an alternative to a defined benefit plan.
(These include Colorado, Florida, Montana,
North Dakota, Ohio and South Carolina.) In
those states, employees still overwhelmingly
pick the defined benefit plan, according to a
recent study of state experience by Mark C.
Olleman, a consulting actuary and principal

at Milliman, Inc.

There are several key differences between
defined benefit and defined contribution plans.
Some states have found that their annual costs
for their defined benefit plans have become
burdensome due to past funding decisions,
increased longevity among state employees,
and in some cases tho capacity of both state
employees and employers to abuse the system.
Cost containment/control is a major benefit of
defined contribution plans. The other key
difference between the two types of pension
systems is risk. In a defined benefit plan the
financial risk is borne by the state, while ina
defined contribution plan tho employee bears
tho risk, lias is of special concern for state
employees who .ire not part of the Social
Security system and thus do not have that safety
not. As states consider utilizing defined
contribution plans, they will need to ensure that
adequate funds are available to suj>port retirees
either by providing annuities through defined
contribution plans or simply heavily encouraging
adequate employee contribution rates

Potentially more promising are hybrid plans,
which incorporate parts of both typos of plans.

PROMISES WITH A PRICE: PUILIIC SECTOR H TIREMCNT BENEFATS

At least five states offer hybrid plans,
according to the Kentucky Legislative Research
Commission.'1lln Ohio and Washington, for
example, employees have the option of
signing up for a combined plan in which
employer contributions fund a lower but
guaranteed retirement benefit, while employee
co,.iributions are invested separately in a
defined contribution plan. Oregon officials
estimate that a new hybrid program adopted
by the state in 2003 contributed to more than
$400 million in pension reform savings.

Washington has further improved individual
investment returns on the employee side by
giving employees the option of investing in a
portfolio that mirrors the investments of the
state's defined benefit plan. About 70 percent
of defined contribution assets are now
invested in this way, according to Olleman.

In 2003, moved at least in part by the
evidence cited above, Nebraska offered state
employees another choice instead of a defined
contribution plan. The so-called "cash balance
plan" is a hybrid of a defined benefit plan, in
which employees and the state both make
annual contributions, according to Phyllis
Chambers, director of the Nebraska Publu
Employees Retirement System Employees are
guaranteed a 5 percent annual rate of return,
although successful investments may push the

rate even higher.

"We think this plan is working well," Chambers
said "Smco 2003, the returns have been good
and we have been giving a dividend to
employees above the credited rate. For those
employees that do not want tho volatility of a
defined contribution plan, the ( ash balance =
a good option because they know that there
will bo a minimum return of 5 percent Also,
they don't have to woriy about what to invest
m because it is clone lor them."



Requiring Faster, More
Accurate Financial Reporting

Corporations must disclose timely infor. 'ation
about their pension plans to investors and file
information with the Securities and Exchange
Commission. There are no similar requirements
for public pensions. Although many of them
do an excellent job of reporting to members
and the public, a number of states have
significantly late annual financial reports.

In March of each year, Wilshire Associates, an
investment consulting and management firm,
reports on pension funding status of the largest
public p .nsion plans. One of the issues it
perennially faces is the delay of financial reports.
In March 2007, for instance, 17 out of 125 state
pension funds examined had a financial report
issued prior to June 30, 2005. Another 61
reports were released prior to June 30, 2006.

Timely financial reporting has obvious benefits in
delivering important information to policy
makers, managers and citizens. It also may be a
sign that other aspects of a system are running
effectively. An analysis of a database of public
pension plans from 1990 to 2000, at Wharton’s
Pension Research Council,

revealed pension systems with

stellar financial reporting

practices also had annual

investment returns that were

2 1 percent higher than funds

with lesser financial reporting

practices. *

Tho issue of timeliness also
applies to actuarial valuations,
which are now required every
two years (compared with an
annual requirement in the
private sector) Jim Riz/o, an
actuary with Gabriel Roeder

Smith, said many states opt to do actuarial
valuations more frequently, but they don't have
to. "The numbers you put in a comprehensive
annual financial report could be so old and stale
that they're not useful to the reader," Rizzo said.
"If the year ends September 30, 2007, then that
year began on October 1, 2006, and you could
be using an actuarial valuation for the year that
began in 2004. By tho time the Comprehensive
Annual Financial Report gets published, it could
be three years since tho valuation.”

The Governmental Accounting Standards
Board (GASB) continues to look into ways that
accounting and financial repor ng for
retirement benefits could Lo improved. In
2007, GASB issued a standard that will provide
improved transparency for state and local
government pension activities. Among the
changes is a requirement for those plans that
use the aggregate method in determining
actuarial funding requirements to provide
funding status information using another
method.*
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In addition, GASB is conducting a research
pioject that will assess the effectiveness of
current pension standards in meeting financial
statement user needs. Issues that will be
addressed include the overall approach to
calculate annual pcnsiun costs and pension
liabilities and detailed issues, including the
discount rate, amortization methods and
amortization periods, and actuarial cost
methods.

The initial research phase of the project will be
completed by April 2008. After consulting with
its advisory committee, GASB is scheduled to
decide whether a pension project should be
added to the current technical agenda.

Improving Pension Oversight

One concern voiced by critics of government
pension systems is that they are not subject to
adequate oversight. This woriy, expressed by
Senators Charles Grassley and Max Baucus,
ranking members of the U.S. Senate Finance
Committee, led to tho launch of a 15-month
exploration of state and local retirement
benefits by tho GAO in July 2006. lhe GAO
recently released a icport on this topic and
another is due in ihe coming months.
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The senators expressed their concerns in a
letter to David Walker, the Comptroller
General of the United States, in which they
argued that public pensions are held to a
lower level of scrutiny than those in the private
sector.'I1Most states, watchful of increased
federal regulation, have reacted with alarm to
the idea that the GAO study might spark more
federal oversight. The Nation'lAssociation of
State Retirement Administrators and the
National Council on Teacher Retirement
responded to the senators with a letter that
defended the status and security of state and
local funds." This was followed with another
letter from 28 national organizations
emphasizing the soundness r aublic funds
and the importance of recognizing the
difference in the public and private sectors/' In
fact, when the first GAO report was released, it
conveyed a generally positive tone about the
health of state and local pension systems.

Whatever happens on the federal level, there
are abundant signs that increased oversight by
the states is coming. This issue is explored in
depth in the October 2007 Governing
magazine article, "Who’s Minding the $3
Trillion Store,” which was researched under the
auspices of PCS in conjunction with this

report. The C.vic Federation of Chicago has
also done valuable work on tne subject of
pension governance.M

Many states have standing legislative
committees devoted to pensions and a number
of states also have oversight commissions that
keep an eye on pension fund operations
According to the National Conference of Stato
Legislatures, these include:

< Indiana - Pension Management Oversight
Commission
e | ouisiann - Commission on Public

Retirement



= Massachusetts - Public Employee Retirement
Administration Commission

< New Jersey - Pension and Health Benefits
Review Commission

= Ohio - Retirement Study Council

= Oklahoma - State Pension Commission

= Pennsylvania - Public Employee Retirement
Study Commission

= Texas - Pension Review Board

= Washington - Office of the State Actuary;
Pension Funding Council; Select Committee

on Pension Policy

In early 2007, Texas's Attorney General Greg
Abbott also stepped into tho action, taking a
look at the state's 96 state and local pensions.

Abbott's concerns largely centered on pension
governance. He noted that a number of local
pension funds were using amortization periods
longer than stipulated by GASB, and ina

Conclusion

Tho strategies discussed in this section can help
states reduce government pension corts and
improve current pension management and
future decision-making. However, these
strategies will not eliminate the fundamental
issue—that some states have liabilities they have
not adequately funded For the states that have
fallen behind, there is no easy fix Achieving an
improved position requires the political will and

June 2007 speech to the Pension Review
Board, he complained of unbalanced board
membership, a lack of transparency in financial
reporting and poor decisions in setting
actuarial assumptions.’6Abbott said he was
particularly concerned about the possibility of
conflicts of interest after discovering situations
in which investment managers had hired board
members after these firms had contracted with
the retirement boards on which they sat. "They
develop a chummy relationship,” he said.
"These job offers can be seen as a reward or
inducement to shift the board member's
allegiance to that particular investment

manager."

Abbott says he hopes other attorneys general
will also start to look at this issue, working on
compliance with the law, while legislatures and
boards of trustees focus on reforms needed to
improve pension governance systems.

discipline necessary to begin funding their
pension plans at actuarially adequate levels.
Even states that are currently in a good position
in terms of pension funding should heed the
lessons in this report to help avoid the poor
decision-making that led to the problems other
states now face. When states delay action, tho
problem grows exponentially and the costs of a
solution grow right along with it
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Kansas established a number of pension reforms in 2U07. One
new provision requires that employer contributions equal tho
actuarially required amount (and nut bo less than employee
contributions).

See Table A-2 in Appendix A. Information in this rcpoit
aggregates financial dala from all pension funds listed in states’
2006 comprehensive annual financial reports.

Tnis PCS conclusion generally tracks with the findings ol a
September 2007 report by the U.S. Government Accountability

Office. See GAO, State and Local Government Retiree Benefits:

Current Statu>of Benefit Structures. Protections, and Fiscal
Outlook for Funding Future Costs, report to tho Committee on
Tmanco, U S Senate (GAO 07-1156) (September 2007) Tho
GAO report cites tho opinion of "pubhc sector experts, union
officials and advocates" that 80 percent is a responsible
funding ratio for pension systems. There is some disagreement
on this point, however It is useful to regard funding levels as a
snapshot and recognize that they are always changing and arc
also extremely dependent on the health of the economy, and
affected by a wide variety of individual practices relating to
how they arc calculated A funding level of 80 percent,
following a recession, is very different from a funding level of
80 percent following an economic expansion

Tho actual total of actuarial assets in stato pension funds, as
calculated by PCS. is $1,992 trillion

Interview with PCS, December 2006

Sujit M CanagaRetna, ‘ State Retirement Systems Recent
Trends,** (presentation at the Pall Southern Legislative Issues
Conference, Savannah, Ga , November 12. 2006)

There >s no guarantee, of course, that a pension that appears
to be fully funded will stay that way Benefit increases are often
retroactive and w*H odd to the actuarial accrued Lability
Assumptions arc also constantly readjusted as actuaries
reexamine past projections ard experience

Pro funding also has the benefit of addressing ir.tergrrcrjhoral
equity issues The idea be! >J mtergcnorationa! equity is that
the taxpayers paying for govrn mnrt employee bcnef.ts m) OuM
have been tho ones why received services from those
employees, however, if states put off funding ".heir obligations,
future generat ors wil) bo on the hook fur past ar d future lulls

An important note, Honda's suiplus srot ami it  f as the
GASB ivpnts It e flur. Jaleqg'dafuie essentially ensured that
this set aside would remain for longer than the (iIASH apprised
30 year period Th-s is an extremely cautious approach, but >t
illustrate* that if a state r. ".enci.s at nit bn «g fully funded, it
tjin make certain .t stays that a ay

National Confcrenu* of Stale Legislatures, Peme.n and
Retnemrnl Plan Enactments .n ¢'(X)/ stale fegisl.ifur- « |y
Ronald K Snell (October, 2007)

Sen glossary in Section |

There are many other variance : that cart cause difficult*! v.o
totupj* g stat* He Pew Ct -ter "n the Stvttes Web vte
provide! a slate by state listing showing f ow assueg t i+ a4
amnrt./atH.rt periods vary A resources scibon provides ri adnis
an o] j Hitunity to call up financial reports of individual states
antiihn ki ttthu .v.*ump!i *slhcmsel.es f veil with it a stit<,
avsumpt'ons may vary from pfjn to plan

Them have been t 6i*fliC|ing stud et on this pun | I\.| Li and
pro ate sector ji.bs are (f ffuult to compare bc.ji.sn many f
the »ategunns of rmploymei t lend to be different fhn ri< st
frmnl IOmpunsat'un survey id pubfii sectuf rnipluyees, tb*
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AFT Public Employees 2007 Com pensation Survey, reports that
most state employees earn less than their pnvatc-sector
counterparts, though tho median increase in average salaries
across the 45 jobs surveyed was 57 p.  >nt, "the highest
increase recorded in the last five years."

Tor this illustration, PCS is using tho unfunded liabilities and
annual required payment figures from only the respective state
employee plans for Georgia and lllinois.

As with mucn pension information, there is considerable
variation even within one state Employees of the lllinois Stato
employees Retirement System (SER5) pay 8 percent if they are
not in Social Security and 4 percent if they are in Social
Security, unless they get tho "Alternative Formula" for higher-
risk jobs. Then they pay 9 5 percent or 6 percent according to
information provided by the Civic Federation in Chicago.
Employee contribution rates are listed in the financial
statements of each of five state ponson funds in lllinois There
is also a summary m the lllinois Division of Insurance's biennial
reports, http //www idfprcom/DOI/Pension/Ponsion.asp

PCS mtorvm v with Tom Hills, chief financial officer. State of
Georgia, September 2007

Illinois Comptroller's Office. “lllinois Pension Benefits Lower
Than Most States," Fiscal Focus ~January February 2007)

llli,*ors Retirement Security Initiative, Center for Tax and Budget
Accountability, The illinois Pubic Pension Funding Crisis: Is
Moving from the Current Defined Benefit System fo a Defined
Contribution System an Option That Makes Sense?, by

Jourlaode Gabriel and Chrissy A Manon* (Chicago, 2007), 8

See Table A-2 in Appendix A. which goes back 10 years to
show tho extent to which each state has kept up with the
amount its actuaries believe is necessary to maintain or move
toward full funding

New Jersey Legislature, Joint Legislative Committee, public
Employee Benefits Reform, Final Report, 2006 Special Session
(Trrrton, December 1. 2006), 3? 38 The $9 billion reflects the
UAAL, however, ihe ARC was shorted by or ly $3 2 biMion over
that time period

Minns Comptroller's Office, "lllinois State Pensions Continue to
f\.t Pressure on State Budget." Fiscal focus (January February
2007)

Leg'sfativo Research Comnvssion, issues Confronting the 200/
.embly. Art UfxJate of Informational

6), Informational suHctm no 221
2, 2006) In its other pennon systems,
Kontuc ty has -e at etter job < f funding the Anriu.il Required
Ci'i tnbut " for example, tl e full contribution for the
teacher*' system ha; been mode m pjrli of tho last 10 years
bus has tor tnbutod to a more pos.twc appearance of ARC
lund * g for tho stato as a whole See
www prwcer tnroi tl estates org tor state pension tab'ct

Kentucky Genel .
Du'letm No 21 (

(frar kfeg, Ot

Dan Hasten, Mho Public Pension Squeeze," P@"ILCky Post. 14
April 700/

"M ato Workn*| N_eedn‘l Rush ¢ to Repo mer t. It oneoni (N tw
Hampshire) |Vt]”lt(]‘, | t May 2007

Nat' rat Offerer i.oof Sate legislatures. Pamamad

Ri tn-nera Plan fracf/ncnts ati'corf State leg datums, by
Ronald Snell (Washington DC. Or tuber 7007) T»c¢* NCSL
provides summary Iformat-on en legislative changi s in

n l-rc-mer t benefits for the last rn*o years .it

http //www rxsi org/progiaiMs/fm aha’l | *i ;un | tm

Hasteit, "H e Put tc Ponvon Squeeze "

‘Stain Workers Needn't Rod* ato Retirement,” CottcOd

Mi iri,for

( Kttlct Stilo, 'New law Will Remove Many | rom Put Ic
Pensu-rt System," (Rctv ic'iQy) Pei ord 11 May 700/
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Gregory J. Volpe, "M any Staffers Qualified for Pension Credit,”

Cherry Hill (New Jersey) Courier Post, 29 April 2007
Stile, "New Law Will Remove Many From Public Pension
System ."

Now Jersey. Joint Com m ittee. Public Employee Benefits Reform,
Final Report (December 2006) Tho list of recom mendations ison
pages 59 to 153. The document, which covers both pensions
and other post-employment benefits, is available at
http://wwwnjlcg.stdto.rj.us/
PropcrtyTaxSession/OPI/jCpolinal_report pdf.

Legislation in 200/ removes new elected and appointed
officials from the defined benefit system, shifting them to a
defined contribution plan. Going forward, it also prevents
profession. !'service contractors - like lawyers and engineers
from being part of tho defined benefit plan.

Ken Ardon, "Public Pensions Unfa-r to Stato Employees. Unfa-r

to Taxpayers,” Public Employee Benefits Series Part 1," White
Paper no 30, Pioneer Institute for Public Policy Research, (May
2006) 12

Government Performance Project interview with MiHcr Hudson,
executive director of the Colorado Association of Public
Employees. August 200*1

Sec NCSL. "Pension and Retirement Plan Enactments,”

httpV/ww.v ncsl org/prograrm /fiscal/all pensun him

Tho initiative was filed in 2007, with supporters a.mmg for it to
appear on tho November 2003 ballot As of September 2007,

signature collection had not yet begun

R*ck Davenport et al, Paying for Tomorrow Practcal Strategies
lor Tacklmg the Pubic Pennon Crms. A Dcloitte Research
Study, (July 2006). 7

N anette Byrnes and Chnstopl -r Pofmon, "SinkholelHow Publ-c
Pension Promises Are Draining State and C.ty Budgets.”
Special Repoit Public Pensions, Business Week, 13 June 2005
Alicu »f Munncll, ct. al, Reportof 'he Blue R'bbon Panel on
Massachusetts Public Employees’ Pcnsi \» Classificatmn System,
presented to tho senate and house chairs of tho Joint

Committee on "“ubliC Service, (M assachusetts, July 2006), 7

M ark Scolforo, "Sweet Pension Deal Turns Sour," P'ttsbj/g Post-
Gazette, 17 December 2006,

http //ww-.v IOOOO fnrrds org/downfoads/Swcet Pension.rlJoaljur
121706 pdf

ns sour part 1 Pgh Post.Gazette

Illinois Com ptroller's O ffice, "Illinois Pensions Continue

fan Phoenix and lante Wre.#. Delo*tto Consulting It P. "The
Impending Ponsicn and Health Plan Cnsu and the Impactof an
Ageg Workfou n on Talent Man.ig* merit,"(prCSM tation at the
States & Local Government Pension Torum, Chicago, Il

Febma y 28, 7006)

f J Mr,Mahijn, "legislators Still Aim 10 swrctrn Pul 1¢c
Pensions,” Fiscal Watch Memo. M anhattan Institute h i PuM-i
Policy Research, (revised 16 July 2006),
http //www ryfixcalwalch turn

David Ula’t, "Oklahoma's Pension System; Tomorrows Problem

Rrg ares Alter hm Today 'Tho Oklahoma Pension legislation

Ai tuac«al Analysis Act of 2006 Tying Odysseus to ti n Mast?"."

I'-un I* u f, Community Actcm Project (January 700/)

In the past, tho Cor trr fur Relirnmenl| Hi m b las generally
mcusc.f its research on pensions m flip private esctor, | ut it
recently began a two year projf t to establish a uataba o on
state ii lh‘ialj eevin systems and explore fundrg slat s ai |
eci inouc impact ft *swork is funded by a SI S ntilhrm gan|
frem tho ( inter for Stato and LmaIGovevnm ont | ecelfciuc

United States Government A<<uunlabllity Olhc e. State and

loialGovernment Retime Benefits

Canag.iRctna. "State Retirement Systems," 6 6

71

72

73

74

75
76

77

79

92

83

84

86

Illinois Retirement Security Initiative, The Illinois Public Pension
Funding Crisis, 11

House Com mittee on Pensions and Investments, Texas House
of Representatives. Interim Report 2000: A Report to tho House
of Representatives 77th Texas Legislature, (Austin, November

2000y, 26.

Mark C. Olleman, “Defined Contribution Experience in the
Public Sector,” Benefits & Compensation Digest, International

Foundation of Employee Bencht Plans (February 2007)
Legislative Research Com mission, Issues Confronting the 2007
Kentucky, 58.

Olleman, "Defined Contribution Lxpcncnce," 23
PCS interview, October 2007.

Julia Bonafodc, et al., Wilshire Consulting, 2007 Wilshire
Report on State Retirement Systems: Funding Levels and Asset
Allocation, W ilshire Associates Incorporatcd,( March 5, 2007),
http //www wilshire.corn/BusinessUnits/Consultmg/Invcstment/2

QO07_State_Rctirement_Fundmg_Roport.pdf.

Tongxuan (Stella) Vang and Olivia 5 Mitchell. "Public Pension
Governance, Fund-ng, and Performance: A Longitudinal
Apprjisaf,” Pension Fund Governance: A Global Perspective.

Ed John Evans and John Piggott Edward Elgar. Forthcoming

The aggregate cost method docs not produce a rum ber for
the unfunded hab '-t/, thus the funded ratio is always 100

percent.

United States Senate Com m ittee on Finance, "Grasslcy, Caucus
Seek GAO Review of Public Pension Plans Tundmg." press
release, (July 10, 2006), hitp-//\vw wsenate gov/-f.njnco/
prass/Bpfess/2Q 05press/prL071006 pdf

Letter to the Hon Charles E. Grasslcy. Chairman, and the Hon

Max Baucus, ranking member. Urutcd States Senate Com m ittee
on Fmancc, July 14, 2006

http //www rasra org/r 'xources/INASRANCTR% 20G rassley-
Baucus% ?0Ltr% 20RC *>?0GA0 pdf

Letter to the to U +«don. Charles C Grasslcy, Chairman, and

the Hon Max Caucus, ranking member. United States Senate
Com mittee (n Tinar cc a» d the Con David M W alker,
Comptroller General ol the United States, (August 2. 2006),
http //www n.v.ra org/rcsourtcs/Grassley

B:»ucus% 20Joiel & 2G Lcttcr pdf

Kdlhrrmw Barrett ami Richard Greene, "W ho's Mu ding the $3
Trillion Store," Governing M agazine, W ashington, D C

Congressional Quarterly, Inc , (2007)

C.v.c Federation, “Ovc Fedfatiori Calls For Public Pnfv,.:-M
B. .nd Reform (Chicago, February 13. 20C6).

http //www civicfed orgM iticles/c-vicfed .203 j-dlI.

A handful <fstate pcni'on plans don't meet the Governmental
Accounting Standards Doa'ds qu'(iol*i'Q that amortization
pounds should !)ee 30 years of low This is I'ti ause they have
moscn to spread out p lyments over a longer period and
thereby pay less in any given year States w*th 40 year
amortization p* n'id iat the end ol 7006 in* luded Ill non.,
Kansas, M irhigjn and Oklahoma W hatever the length uf time,
the nur tber of years m an amortization period can | ave a
suji..' nlimputon the fegu rZd iontnhuhori Tor example, hi
January 2006. the Ncbrada Rol«verner*lsyslems Comm .ttcc nf
tl o legislature* quite cand Py examined tho merits of 1 e gig
from a 75 year amortization period to a 30 ye.u amortiz itin
period as a way of rcducrn jrontr.button rates for the Ni Il msM
ihool pension plan Thatchange a'ore, itlurtJudcd, would
reduce the rnguired contribution from $17 Mnullum In $6 6
Isused by states is

mill.ori A full Lst of amortization per*..

available at tho PCS W eb site

Pamela V*p. “W atch Those* Ocvernmnnt Pennon fans,” D.i

Mormng News. 7 July 70U7
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Figures are in thousands.

Stato

Alabama
Alaska
Arizona'
Arkansas
California
Colorado
Connecticut
Delaware
Florida
Georgia
Haw aii
Idaho
Ilinois™ *
lowa
Kentucky
Louisiana

M aine

M aryland

M assachusetts
Michigan

M issouri
Montana

Nevada

1 States with combined stato and
PCS was unable to nolato the annual required contribution and 2006 actual payment!

Combined AAI. and UAAL figures, respectively, Irom tho actuarial valuation! include

benefit!

combined itatn anil loral lyitem .

Actuarial
liability
$5,290,000
3.413.000
421,300
2,130,000
47.878,000
1,248,000
21,681,000
4,435,000
3,628,000
4,905.000
6,791,000
486,000
48,000,000
220,000
9,019,000
7,344,000
2,297.000
14.543.000
13,287.000
0,028,000
2,186,000
525.000
4,100,000

Annual Actual
Unfunded required payments Actuarial
liability contribution in 2006 Statu liability
55,290,000 $344,000 $76.000 New Hampshire $2,906,000
1.206.000 152.000 97,000 Now Jersey 21,587,000
94,800 93,000 93,000 New Mexicod 4,990,000
2,130,000 - 185,000 New York 49,663,000
47.878,000 3,593,000 1,363,000 North Carolinal 11,400,000
1,033,000 71,000 21,000 North Dakota 83,000
21,681,000 1,597,000 393,000 ohiol 10,784,959
4,410,000 475,000 136,000 ol'ahoma 814.000
3,628,000 213,000 57,000 oregonl 832.000
4,705,000 368,000 173,000 Pennsylvania 13,778,000
6,791.000 488,000 141,000 Rhode Island 696,000
486,000 38,000 2,000 South Carolina 4.252.000
48.000.000 - 578,000 South Dakota 127,000
220,000 23.000 20,000 Tennosseo 2,305.000
8,090,000 130.000 66,000 Texas3 * 26,817.000
7,344,000 967.000 190.000 Utah 749,000
2,297,000 177,000 73,000 Vumont 552,200
14,543.000 1,114,000 236,000 Virginia 3.001.500
13,287.000 1,062.000 354,000 W ashington 3,800,000
7,968,000 631.404 394,000 W est Virginiad +/,761.000
2,186,000 159,000 78,000 W isconsin 1,823.000
525,000 51,000 8,000 Wyoming 72,000
4,100,000 773,000 41,000
local systems wfmo PCS was ablo to estim ate the stale jctuon.il liability ard

N oith Carolina $23.9 billion. $23 7 billion. O hio $ f1 6 billion, $70 5 billion

2 No actuarial valuation exists at this hmo.

3

Il Actuarial liability and unfunded liability estirnates lor Illinois and Texas aio

(70071, respectively

NOTES: Statos in bold are moving toward fully funding then non pension obligations
based on short term discount rato!, which preiumo no pro funding ol the obligation

funded ear | yoar.

Tho actuarial accrued
Ilhe rmounts decrease iftho annual rcguiiod contribution

lor ".tab"em ployed only, and

Combined stato and local systems where liolatmt) th~ stato componentol other benefit! may not bo possiblo.
Irom tho Civic Com mittee ol the Commercial Club ol Chicago and Credit Sumo

Unfunded

liability
$2,906,000
21,587,000
4,990,000
49,663,000
11,400,000
49.000
6,500,000
814,000
645,000
13,501,000
696,000
4.252,000
127,000
2,305,000
26,817.000
749.000
552,200
2,320.000
3,800,000
7,761,000
17.000
72,000

Actuarial liability is tho total valuo of honnhts owed to curront and rotund employees ordependents based on pastyears ol scrvic"
Annual required contribution istho amount ol money that at.tonnes calculate tho employer ri-.,iJs to contribute to the plan during the current yoar for benefits to

I'n fully lorded by lhe end of tho am ortisation period, which is typically 30 years or less,

SOURCE 1I'ew Center on tho Stales

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEFATS

Percent
funded

a %

1%10%
a 11%3s%

a 36%-99%

B No data

Annual
lequired
contribution
$226,000
1,881,000
467.000
3,810,000
2,390,000
6,000
1,597,000
87,000
75.000
1,125,000
53,000
320.0C0

156,000
47,000
41,000

311,500

314,000

824,000
52.000

6,000

Actual
payments
In 2006

$45,500
313,000
83,000
934.000
230,000
6,000
1,597,000
18,000
75,000
519,000
18,000
122.000
62,000
64,000
411.000
47,000
15,000
150.000
68.000
133,000
52.000
3,000

unfunded liability of other pon cmployinoi l
Ilhcao number! reflect the
Anzana-$1 5 billion, $420 million.

liability and unfunded actuarially accrued liability are
isconsistently



Rising Costs and Unfunded Obligations

LAST YEAR, THE STATES PAID ABOUT $9.7
BILLION in retiree benefits other than pensions,
according to PCS's study of data collected from
comprehensive annual financial reports. Health
care is by far the most significant of these other
post-employment benefits (OPEB), but they
also include dental care, life insurance and
other promised benefits that provide economic
security to retirees. What is most significant,
however, is not tho amount states are spending
on these benefits today. Tho real impact on
states' fiscal health—and on the public sector
employees counting on these benefits—comes
from the dramatic and unrelenting growth of

the annual costs of OPEB.

For many years, the fiscal challenges and
complexity of retirement benefits wore barely
noticed in many states. But new accounting
standards, established in 2004 by GASB, are
finally bringing tho issue front and center.

States and other large governments (those
with annual revenues greater than $100
million) will first report on these liabilities in
their fiscal year 2008 financial reports, which
will generally come out sometime between
December 2008 and March 2009. But actuaries
for most states have already completed
preliminary assessments of the bill that will
come due for retirement benefits during the
next 30 years. Armed with these and other
documents gathered from a number of stato
governments, PCS has developed a complete
and up-to-date compilation of states' long-

term liabilities for those benefits.6 These
numbers are likely to be refined over the
coming year— but they are reasonably accurate
and the best available figures at this time.

According to PCS data, the total actuarial
accrued liability for state employees' retiree
health care and other post-employment
benefits is about $381
billion." About 97
percent—$370 billion— of
the obligations for state

(03 dont 1 /vith

ost r&tirvm e||t

‘nonth ome costs s

employees over an
amortization period that
usually runs about 30
eilculLition,

m i</ si )Ock.

years was unfunded at
the end of fiscal yoar
2006 (see Exhibit 3-1).
Tho $381 billion figure is
a conservative number
that does not reflect tho
full extent of tho long-
term cost, as some states
face large bills for teachers as well. Cities,
counties and school districts also are totaling
up their own liabilities and will continue tc do
so over the next several years. (Credit Suisse,
which published a report on OPEB liabilities
last March, estimated the total liability for
states and local governments at about $1.5

trillion.™)

In an ideal world, states would fund retiree
health care and other non-pension benefits as
they're earned, as they generally do with

WWW.PtWCENTERONTHESTATES.ORG
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pensions. This would reduce intergenerational
inequity and would also lessen the total amount
owed. (This is because a state that puts money
aside for the future in a qualified irrevocable
trust can earn higher interest rates over time.)
But because states generally have not pre-
funded retiree health and other non-pension
benefits, there's a lot of catching up to do.
Moving to full funding is a daunting task,
because the annual required contribution is, on
average, about three times what states currently
pay each year to meet costs for current retirees.

So what are states doing to address current
and future obligations to their employees as
they try to balance competing pressures to
build a strong workforce and control
spending? Some are embarking on the pre-
funding road and are putting money aside in
trust funds. Others are redesigning the

to set up retiree health caie savings accounts
or shifting retirees to Medicare advantage drug
prescription programs. Some states are already
cutting back in various ways that will whittle
down costs—for instance, by elevating
retirement ages for new or non-vested
employees or by increasing retiree
contributions to premiums. At least one state,
lllinois, has attempted to buy out some
employees by offering a lump sum, as General
Motors has done in the private sector.*3

As the shock of identifying the long-term costs
of retiree health care and othei non-pension
benefits ebbs, many questions remain about
how cuts in benefits or other changes may
affect employee behavior and the bottom line.
States and other governments have embarked
on a multiyear process in which they surely will
be watching each other to see what works and

benefits themselves, using accrued sick leave what does not. This is just the beginning.

How Retiree Health Care Benefits Differ from Pensions

In 2004, after almost 20 years of study on the issue, GASB established new standards of accounting and
financial reporting by public entities for other post-employment benefits, amending generally accepted
accounting principles related to those transactions. (These same standards have been in place for private sector
companies since the early 1990s.) Governments were given a 1>w years to phase in the new standards. For state
entities, that n 3nt coming up with an actuarial accrued liability figure for their 2008 annual reports.

For governments and actuaries, developing long-term liability figures for retiree health care and other non-
pension benefits can be complicated because several new assumptions must be built into the equation. These
new assumptions include the annual rise in health care costs and the number of retirees who will actually take
the state up on its offer of benefits (sometimes an employee chooses a spouse's coverage over the state's plan).

The greater uncertainties involved nearly guarantee that the valuations of long-term liabilities will rise and fall,
particularly during the next few years, as states and actuaries evaluate plan characteristics, modify some plans

to make them affordable, and decide how to manage benefits going forward.

States face a number of other big unknowns. Will the nation's health care financing system change substantially
in tho next 30 years? Flow will any changes affect retiree benefits? How far will courts allow governments to go
in reducing benefits, as has happened in the private sector? These are just a few of the questions governments

will be considering in the coming years.

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEFITS



Highlights From the Data

Exhibit 3-1 provides data for 45 states: 43
states have produced actuarial valuations of
their OPEB; the data include estimates for
Illinois and Texas. The figures in the exhibit
assume that the state is paying for these
benefits on a pay-as-you-go basis.*' The long-
term costs drop considerably if states
consistently pay their annual required
contribution (ARC) and deposit it in a qualified
irrevocable tiust. The savings come from the
higher investment return that results from long-
term savings and earnings that build up over
time. As of ihe end of fiscal year 2006:

= Only six states—Arizona, Ohio, Oregon,
North Dakota, Utah and Wisconsin—were
on track to have fully funded OPEB
obligations during the next 30 years. A few
other states have moved in that direction
since fiscal year 2006.

¢ Only three states had funded more than 50
percent of their actuarial liability: Wisconsin
at 99 percent, Arizona at 72 percent and
Alaska at 65 percent.

The Challenge of

This report does not attempt to evaluate the
virtues or flaws of states' decisions to offer
larger or smaller benefit packages to their
employees. Instead, the analysis focuses on the
real world as it exists today—one in which
many states will see the price tag on retirement
benefits rise significantly well into the future.

Now Jersey, for example, paid $200 million—a
systemwide total—for the health care costs of
its current retirees in fiscal yoar 2000. By fiscal
year 2005, this amount had mushroomed by

= Of the five largest states—California, Texas,
New York, Florida and lllinois—none had put
aside any money for other post-employment

benefits.

= Eleven states had estimated liabilities in excess
of $10 billion, led by New York with $50 billion,
California with $48 billion and New Jersey and
Connecticut with $22 billion each. Illinois is
also included on this list with $48 billion in
liabilities, according to estimates by the Civic
Committee of the Commercial Club of
Chicago."

= Most of the states with large liabilities
relative to their size are located in the East:
New Jersey, New York, Connecticut,
Maryland, Delaware and New Hampshire.

= Four states had put aside at least $1 billion
for future OPEB expenses: Ohio, with $11.1
billion; Alaska, with $2.2 billion; Wisconsin,
with $1.8 billion, and Arizona with $1 billion.

Rising Costs

355 percent to $911 million. In the years since
2005, and for the foreseeable future, the costs
are using far faster than tho rest of the budget.
The state's 2007 retiree health costs were $1.2
billion, and the 2008 bill will be 25 percent
higher titan that. By contrast, state spending
generally will rise 7.2 percent from fiscal year
200/ to fiscal year 2008, according to the Nov/
Jersey Treasury Department

States that pay a largo portion of retirees' health
care costs have generally struggled with rising
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Understanding the Numbers

The data used for this report include information from 45 states. The data for 43 states are based on actuarial
computations produced by the states themselves. As of mid-October 2007, the remaining seven states had
not finished producing actuarial valuations. Five of those— Indiana, Kansas, Minnesota, Mississippi and
Nebraska—are likely to show relatively small liabilities because they are among the 10 states where retirees
pay their own health insurance premiums. In these states, the governments' cost is limited to an "implicit
subs;dy," which comes from allowing retirees to participate in the same insurance pool as younger and

generally healthier state employees.

Or the states with substantial OPEB obligations, only Illinois and Texas were missing an actuarial valuation,
A 2006 report from the Civic Committee of the Commercial Club of Chicago estimated that numbei at $48
billion for Illinois, a figure that includes state employees only. 9 The Texas legislature passed a law last spring
that gave state and local governments a choice of following GASB standards or standards developed by its
own comptroller. Governments that chose the latter course of action would still need to include a projection
of long-term non-pension costs as supplementary information to the financial statement, but this would not
be considered a liability. No publicly available actuarial valuation existed yet for Texas state government
when this report went to press The Legislative Budget Board has estimated the total liability as more than
$50 billion after 10 years, including local governments.®Credit Suisse has estimated the state portion at

$26.8 billion.%

In an effort to ensure consistency among the states, PCS has limited its analysis to state employees, with OPEB
obligations for teachers and local employees removed whenever possible. As a result, the figures in Exhibit 3-1
may not match with unfunded liability figures that have appeared in local newspapers. For example, New
Jersey's most recent actuarial valuation shows a total of $68.8 billion in liabilities. Of this amount, however,
$36.5 hillion covers school teachers and another $10.8 billion covers municipal and county employees. The

portion for state employees is $21.6 billion.

When states were unable to break out the data that appl.ed exclusively to state employees, the inclusion of
either teachers' plans or local plans is noted on the table. The source of eacn figure, and the date of the
calculation, can be found on the PCS Web site (www.pewcenteronthestates.org). In some cases, the
valuations used were preliminary and states are currently working on updated versions. The actuarial
valuations used for this table were supplemented with information from comprehensive annual financial
reports. In cases where PCS researchers needed help isolating state data, they contacted state officials.

Even if benefits remain the same, however, it is highly likely that some of the figures shown in Exhibit 3-1 will
change significantly in future valuations. Calculating tho long-term cost of retiree benefits is new to the
states and adjustments in their calculations are not unusual. Maine, for example, had a valuation in 2003 that
put its long-term OPEB actuarial liability at $1.2 billion. As of January 2007, it determined tho liability to be
about $3.2 billion. That amount includes the state's obligations for both retired state employees and retired
teachers, according to Frank Johnson, executive director of Maine's employee health and benefits
department. (The amount listed in Exhibit 3-1 represents state employees only)

Those calculations require sophisticated actuarial projections that take into account many hard-to-prodict
variables such as tho rate of retirements, tho lifespan of retirees, the increase in health costs and the interest
earned on money sot aside as benefits are earnod. Changes in any of tho assumptions over time will altei

the data.
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bills. In Maine, benefit payments were 6.7
percent of payroll for fiscal year 2007, but will
rise to at least 11.2 percent of payroll in fiscal
year 2016, according to state figures."”
California's Legislative Analyst's Office pegged
growth in retiree health care costs at nearly 11.8
percent between 2007 and 2008. By contrast,
other state spending grew less than 1 percent.

In Nevada, pay-as-you-go costs were projected
to rise 20 percent from 2008 to 2009,
according to information presented to the
legislature in January 2007. If the state were to
fund its ARC in 2008, the payment would be
four times the pay-as-you-go cost.51

If states persist on the pay-as-you-go path, the
bills for retiree benefits other than pensions will
continue to grow quickly. Nevada and Maine,

two very different states socioeconomically and

geographically, are largely in the same boat
when it comes to bills coming due for OPEB, as
Exhibit 3-2 illustrates. That is why these and
other states are thinking hard about what mix
of actions to take. Without appropriate
attention and planning, these obligations only
get bigger and more difficult to manage.

Until recently, most states have permitted their
OPEB obligations to grow with little or no
consideration for how to pay for them. As noted
earlier, our analysis revealed that about 97
percent, or $370 billion, of these 30-year
obligations were unfunded at the end of fiscal
year 2006. By sharp contrast, all states rttempt to
set aside large pools of assets to fund long-term
pension liabilities, albeit with varying success.

However, a few states, including Utah, Maine
and Michigan, have been estimating the costs

The rising costs of health care benefits for retirees will be felt most acutely by states on the
pay-as-you-go* path, as illustrated by Nevada and Maine.

Projected cost of retiree health care benefits

2006-2015
In millions
S81
i/5
o™
Mi SHii
2006 2007 2008

* "Pay as you go"

isdefined as paying only tho amount reedm ! In pay (or benefit* currently dun and

$1438%"
MAINE 124
S121 .-a
$115 —mo'"
S105_7-»"" $105
$94 S95
6
$7/
$67
$58
$42
"ADA
2009 2010 2011 2012 2013 2014 2015

ilje to retirees. O Iten tins mu.m> financing

(orcurrentbenefits comes from currentemployees'contributions

NOTE 2006 data unavailable (or Nevada

SOURCES Ic'.'iu Johnstone, Memorandum to NovadjJoint Ways and Sonata Rnanco Subcom m ittee. RE: GASB 43 and 45 Supplemental

Inform ation, January 24, 2<

Valuation, January 2007

/I; Nevada CATR pp 69-70.; John Bartel and Steven Glicksmen, State ol M aine: Rotiroo Kealthcaro Plan Actuarial
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"l hope

challenges over

the experience with

makes people realize

have some pretty significant fiscal

the long term.

Scott imti'jon, oKucntivv difCt lor ol the National
Asset i./lion ol SU/io Budget Officrjis

of tlioir non-pension benefits for some time.
Others, such as Alaska, Kentucky and Arizona,
have included retiree health care as part of
pension funding. As a result, although these
states' pension funding levels may have
appeared somewhat deflated compared with
other states in the past (when few states v/ere
paying attention to long-term retiree health
care costs), they now have a jump on many

other states.”

At the end of fiscal year 2006, 13 states had
some funding set aside, although most of the
amounts wore minimal. Ohio stands out in the
amount of money socked away: $11.1 billion at
the end of fiscal year 2006, a sum that grew to
$12.8 billion by the end of fiscal year 2007,
according to the Ohio Public Employee
Retirement System. But even Ohio's retiree
health benefits are only 39 percent funded, up
from 35 percent in 2006.

How the States Stack Up

PCS's analysis shows how strikingly different
the states are from one another. Half the states
account for almost 94 percent of the total
unfunded OPEB liabilities. "The diversity of tho
states is far more dramatic on the retiree
health issue than many others," said Pattison.
"We have some members who see this as
almost a crisis and others have no problems.

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEATS

that

retiree

The job is all the tougher because of

w e the many other long-term costs

emerging as states' populations and
infrastructures age. States face retiree
OPEB hills simultaneously with rising
pension costs; expanding budgets for
prisons; and demands for more money for
schools, maintenance backlogs for bridges,
roads and water systems and other needs.
At the same time, governments are under
pressure to keep taxes low.

The underlying problem, said Elizabeth
Keating, a professor at Boston College's Carroll
School of Management, has been fiscal systems
baseH on an annual cash budget, which does
not hold decision-makers responsible for the
results of their choices down the road. She and
others maintain that governments need to
focus attention on the long-term ramifications
of their decisions. Meanwhile, state budgets,
employees, retirees and taxpayers are likely to
face tough times ahead. "I hope the
experience with retiree health makes people
realize that wo have some pretty significant
fiscal challenges over the long term," said Scott
Pattison, executive director of the National
Association of State Budget Officers. "I hope
this changes tho dynamic in which we make
policy decisions over the short term without a
realization of the costs that are going to grow
over the next five, 10, 15 years and beyond."

Much of the difference is directly tied to the
decisions that governments have made about
how large or small retirement benefits should
be and who should receive them. Even
neighboring states, which may well be drawing
employees from tho same group of applicants,
have made remarkably different choices about
the benefits they provide their retirees. For



example, Virginia's unfunded liability is $2.3 In general, the largest states have tho largest

billion, while Maryland's is $14 5 billion, liabilities. Of the 10 states with the highest
according to the states' own disclosures." populations, only Florida stands out as having
Maryland offers a more substantial premium a relatively small actuarial accrued liability. That
subsidy and provides assistance to retirees is not surprising because Florida's cash subsidy

with fewer years of service.

for health insurance is limited, providing a $5

The Other Post-Employment Benefits Menu

All states that offer post-retirement health care benefits to employees do so in different ways. A few of the key

differences include:

The nature of the benefits. While standard major medical coverage tends to receive the most attention, life

insurance, dental and vision coverage and other benefits can be included.

Divisions of contribution. In some states, the government contributes most or all of the monthly premiums for
retiree health benefits. In others, the government contribution is capped and employees make up the rest. In
still other states, the government pays only the implicit rate subsidy (the cost incurred by allowing retirees,
who are generally o'der and less healthy, to participate in the same plan as active employees).

Eligibility. In many states, employees become eligible for these benefits based on a combination of age and
years of service. For example, an employee turning 55 with 10 years of service to the state may be eligible to
continue receiving the same health benefits after retirement. Retiree health plans are frequently tiered so that

benefits increase after more years of service.

Coverage. Some plans cover only employees, while others include spouses and other dependents. States also
differ widely in whether or not they provide coverage to early retirees who do not yet qualify for Medicare.

Basic plan structure. As in the private sector, virtually all OPEB plans fall into one of two categories: defined
benefit or defined contribution. Defined benefit plans specify the amount of benefits to be provided to the
employees after their employment ends. Defined contribution plans stipulate only the amounts to be
contributed by a government employer to a plan member’s account, but do not promise a certain amount of

benefits employees will receive after their employment ends.

The number of participating governments. So-called single-employer plans involve only the state
government; multiple-employer plans include more than one government, often localities.

Varieties of multiple-employer plans. When multiple governments pool or share the costs of financing benefits
and administering the plan and the assets, the plan is called a cost-sharing multiple-employer plan. In agent
multiple-employer plans, states still share the administrative costs and pool investments, but separate actuarial
calculations are made for each participating government, and separate accounts are maintained to ensure that
each employer's contributions are used only to provide benefits for employees of that government. The goal
of those plans is to spread risk and administrative costs while providing centralized expertise.
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monthly subsidy toward health insurance
coverage for every year of employment up to
30 years. On the other hand, California, North
Carolina and Texas often pay retirees' entire
premiums, according to the Workplace
Economics 2006 State Employee Benefits
Survey. 11

States' liability amounts are determined not
only by the size of states' contribution to
retirees’ insurance premiums, but also by such
factors as the number of retirees covered, the
vesting period, the type of health plan, and
dependent and spousal coverage. (See "The
OPEB Menu" for a more thorough description
of the most important variables that come into

play.)

Retirement age is a particularly pertinent
factor. All states' retirees are living longer and
so remain beneficiaries for a longer time.

States Attempt to

GASB's role is to establish accounting and
financial reporting standards—not to require
governments to make any particular policy or
management decisions. But on the verge of
disclosing their liabilities for retirement
benefits, many governments confront tho need
to take action. "There are two ways to address
the issue,” said Jason Dickerson, a legislative
analyst in California who has been following
tho topic there and in other states. "You can
put money aside to fund benefits or you can
change benefits so as to reduce future costs."

A January 2007 Aon Consulting survey of
governments of all sizes shows many leaders
are still unsure of where to turn.'ILThe survey,
released in July, showed that fewer than half
the governments surveyed had developed a

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEHFTS

Beyond that, the age at which states permit
various employees to retire and collect
benefits varies greatly. The retirement age is
critical because the cost of covering an
individual retiree who has not yet become
eligible for Medicare can be much greater than
the cost of covering a retiree who is Medicare
eligible. In New Jersey, for instance, spending
for the average pre-Medicare retiree is $573 a
month, 189 percent of the cost for a retiree
who is covered by Medicare, according to the
most recent State Health Benefits Survey from
the Segal Company.”™A study by Alaska's
actuary analyzed retiree health care costs and
found that 75 percent of the state's OPEB
spending came from employees who retired
before 65. This information helped convince
the Alaska legislature to cut off benefits to pre-
Medicare retirees as part of its substantial
retirement reforms of 2005.” !

Move Forward

plan of action to handle the new accounting
standards. Ninety percent did not know how
they would get the money to fund the long-
term obligation, although mere than half were
considering long-term funding options. A third
of the respondents were contemplating plan
modifications— either revising eligibility
requirements, increasing cost sharing, cutting
coverage for future employees or moving to a
defined contribution oppioach, which would
shift tho risk of medical inflation to retirees.

In fact, a hybrid approach seems increasingly
likely for a number of states. “Initially, a lot of
our clients were looking ot this in black and
white: pay for it all or reduce all the benefits,"
said Tim Nimmer, on actuary at Aon, which
performed the actuarial valuations for non-



pension benefits in eight states. "I'm guessing
that almost all of them will land in that gray
area of a combination of the two. They're
looking for what's politically palatable and
what is fiscally palatable."”

To see what states are doing at this early
stage, PCS analyzed survey responses from
Pew's Government Performance Project and
legislative data from the National Conference
of State Legislatures (NCSL).

Fully Funding the Long-term Obligations

According to NCSL's legislative tracking, at least
13 states in 2007 set up state trust funds or
provided enabling legislation for local trust
funds. A handful of other states had already
taken these actions. These irrevocable trusts
require that all the money that goes in is used
in a predetermined way—in this case, to pay for
retirement benefits in years to come. The
siipulation prevents budget raiders from
siphoning off these funds for current needs.
Ohio (see "States to Watch") has used such a
mechanism to hold the funds it has been setting
aside for OPE3 obligations since 1974. Utah

also established an irrevocable trust for its
OPEB costs and appropriated the full actuarially
required contribution of about $ 17 million for
both fiscal years 2007 and 2008. Alabama,
Delaware, Georgia and West Virginia (see
"States to Watch") are among the states that
have also set up irrevocable trusts

Some states are considering earmarking
revenue streams to fund their long-term liability,
such os a portion of lottery proceeds or tobacco
settlement dollars, according to the National
Association of State Comptrollers, which has set
up an OPEB Implementation Network.’ '

VWWWW.PEWCENTERONTIIESTATES.ORG


http://WWW.PEWCENTERONTIIESTATES.ORG

Massachusetts passed irrevocable trust
legislation for fiscal year 2008 and is fully
funding its $1.1 billion anticipated annual
required contribution for 2008 with
approximately $340 million of general fund
dollars and most of its accumulated unspent
tobacco settlement receipts. Governoi Deval
Patrick proposed dedicating up to 90 percent
of future tobacco settlement proceeds to at
least partially fund OPEB costs in the
irrevocable trust. The legislature rejected the
proposal, but created a commission to study
future funding with a report due in December
in time for the fiscal year 2009 budget debate.

Other states may bo looking at the option of
bonding out their OPEB obligations. One state
that selected this option is Wisconsin. In 2003,
it issued $600 million in OPEB bonds as part of
a Ir.rgei transaction that also included the
issuance of $729 million in pension bonds. The
OPEB portion of this transaction was the first
t'me a bond had been used to pay for the
actuarial liability for other post-employmert
benefits at the stato level. It has enabled the
state to come close to fully funding its fairly
modest OPEB obligation.' *

Howevei, there is an inherent risk in bonding
to meet retiree obligations, based on tho
timing of the transaction. For example, Nov/
Jeisey impleme nted a $2.8 billion pension
bonding plan in 1997, and it fell victim to bad
timing when the market turned sour and the
interest paid on the bond exceeded what the
state earned on its pension investments, Other
governments ’hot sold pension obligation
bonds in the late 1990s also lost money in the
early part ol this decade.

fhe appeal ol irrevocable trusts goes beyond
ihe obvious dosiie to provide security for
retirees and protection for future taxpayers, if
states start funding their retiree benefits

PROMISES WITH A PRICE PUBIIC SECTOR RETIREMENT BENEHTS

tluough this vehicle, their actuaries can actually
decrease the total actuarial liability. That's
because it is presumed that invested money
will earn more interest if it is set aside for the
long haul, reducing the long-term cost of
benefits. (See "Other Benefits of Full
Funding.")

Flowover, government officials wonder what

will happen to money that has been
"irrevocably" dedicated to retiree health care if
the federal government passes some kind of
universal health insurance. "A lot of people are
resistant to putting that money aside because
tax laws aren't clear on their ability to take that
money out," said Dickerson of the California
Legislative Analyst's Office.

In any case, for most if not all states, the
option of fully funding these liabilities in the
near future is not feasible because of tho
dramatic rise in costs. Exhibit 3-3 compares tho
costs states spent in 200(1 with the amount
determined by actuarial vr'uations as
necessaiy to move toward full funding. The
states where tho red and blue lines arc closest
have already started moving toward funding
these benefits.

In fact, based on data from 40 states with
explicit OPEB liabilities, PCS has calculated
that the median annual required contribution
states would need to mo c toward hill fund.ng
of their plans can be almost three times what
they are paying right now: $314 million
compared with $110 million, respectively.

An effort to begin funding for the future is
worth considering for a variety of reasons.
However, given tho size of their long-term
liabilities, many states are going to be
supplementing that effort with other stops to
reduce the bill coming duo.



Almost all states need to pay more into their retiree health care plans if they want to move toward ful funding.
States in bold paid their annual required <ontribution in 2006. Data shown are fo; the 41 states with available

figures. Numbers ore in millions.
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Expected Return on Pay as You Go Expected Return if Funded

Stato

Alabama 4.00% 6.00%
California 4.50% 7.75%
Massachusetts 4.50% 8.25%
Nevada 3.80% 8.00%
S. Carolina 4.50% 7.25%
West Virginia 4.50% 7.75%

NOTE: Iftho annual requitoo contribution woro funded consistently each year, a higher intcrostrate could bo used and the dolljramounts would bo reduced.

SOURCE: Pew Center on the States

Scaling Back on Benefits

not always true. At the state level in California,
for example, retiree health benefits are not a
topic open to union negotiation. These
decisions are the province of the pension
systems' board, according to Dickerson of the

in general, states have far more flexibility to
make changes to retiree benefits like health care
than they ao to pensions. But it gets more
complicated ,vhen it comes to individual states,
in part because of how they make their decisions

about benefits. One might assume, for instance,
that in heavily unionized states, benefits would
be determined by labor negotiations. But that's

California Legislative Analyst's Office. On the
other hand, in California’'s local governments,
labor negotiations have already started to have

Other Benefits of Full Funding

The benefit that comes from putting money in a trust is that it starts to earn interest and, over time, that interest
becomes another funding source for the benefits, replacing some of the contribution that would otherwise

come from future taxpayers.

In fact, states that move toward full funding of their benefits will see an immediate impact on the actuarial
accrued liability because there is an increase in 'he discount rate that is used to calculate this amount. Exhibits
3-4 and 3-5 highlight a sampling of states, the impact of discount rates when th y simply pay the benefits out
of current monies, and the impact of the higher dis ount rate that would be p”~.mitted if they establish a
qualified trust and begin providing consistent long-term funding. Most states that provide long-term funding
likely will provide a portion and not the whole thing, which veil enable *hom to use a discount rate somewhere

between tho two options shown.

For example, in California, actuaries have calculated tho long-term obi gation for state employees at 548 billion.
One important element in that calculation is the "discount rate"—’’.e interest rate assumption tho state is
aNowed to apply to current assets used to pay futuro bills. With that bill paid for on a pay-as-you-go basis, the
actuaries assume a 4.5 percent interest rate, similar to what the state earns in its short-term cash accounts. But
if California were to start putting aside sufficient money each yoar in a qualified trust, higher intorost earnings
could bo achievable. So tho actuaries would use a 7.75 percent interest rate—the same rate used in its pension

system—reducing the total amount owed to $31 billion.
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The examples below demonstrate the financial benefits of a qualified trust that is consistently funded.

(In billions)
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Alabama
SOURCE: Pew Center on tho States

an impact. This has also been the case in the
private sector (see "A Harbinger?").

In other states the decisions may fall to the
legislature or collective bargaining with unions,
and the flexibility to make changes depends
on state law and past labor agreements. For
example, in 1997 in Connecticut, the
administration of then-Govornor John Rowland
reached a 20-year agreement with the state's
<abor unions, which prevents any significant
changes from being made until 2017. "That's
tied our hands," said Nancy Wyman, state

comptroller.

A smattering of states have made changes
over the last several years—but experts predict
that this kind of activity will be over more
common as states move from the head-
scratching phase to more clear-cut plans.
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This topic is so new that there is little or no
evidence that any one of the approaches that
states have taken thus far is necessarily
superior to others. Here are examples of what's
been happening across tho country in the last

several years:

= In 2005, Pennsylvania started requiring new
retirees to pay 1 percent of their annual base
salary at the time of retirement for health
care costs. In addition, os of July 1, 2008, 20
years of state service will be required for
lifetime health benefits in Pennsylvania
compared with 15 years in the past.”’

« |n 200S, North Carolina increased the time
that new employees need to work to qualify
for full subsidization of benefits 1‘ (See

"States to Watch.")
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A Harbinger?

In September, the United Auto Workers union and General Motors reached ar, agreement that some observers
point to as a useful example for the public sector. Faced with a $50 billion actuarial accrued liability for post-
retirement benefits and ongoing intense competition from international carmakers, GM and the union agreed to
end the company's defined benefit plan for non-pension benefits and shift to a Voluntary Employee Beneficiary
Association deal in which the automaker pays an annual amount to a union-run medical benefit plan.

This defined contribution approach removes the risk to GM of dealing with health care inflation. The unions
were willing to accept this option, faced with the potential of more drastic cuts in the future or layoffs if the

company couldn't afford to pay the benefits promised " 3

For states in which retiree benefits are the subject of labor negotiations, this topic is highly likely to be a
prominent part of future discussions. At the local level, for example, several unions have negotiated changes in
benefits or benefit structure over the last year. One theme, particularly in California, has been for a union to
protect benefits of current employees while allowing benefits to be diminished for new employees. Unions in
Orange County went a step further, negotiating a pay increase for current employees while substantially reducing
non-pension benefits for future hires and retirees. It is likely that this case will be litigated, said Dickerson.

= In 2006, lllinois began offering 15,000 state
retirees not covered by Medicare the option
of dropping their state-subsidized health
insurance in exchange for a $150 monthly
payment. Only those who had another
source of insurance were eligible. The state

« In 2006, Maryland increased co-payments
on prescriptions and increased employee
and retiree premium payments.1’

= In 2005, Alaska ended early retiree health
coverage for new employees, limiting retiree

coverage to those who are 65 and older.
(The state also shifted new employees from
defined benefit pension plans to defined
contribution plans.)

States to W atch

West Virginia

Having experienced tho bitter toll that
underfunded pensions take on a stato budget,
West Virginia was one of the states that moved
most rapidly to deal with a $7 8 billion unfunded
liability for its other post-employment benefits.
Among other things, the state increased retiree
co-payments, set up an irrevocable trust for
funding and shifted retirees to a Medicare
advantage proscription drug plan.
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pays 5834 per month to insure the health of

a retiree not covered by Medicare. As of
September 30, 2007, 124 employees had
accepted this offer, according to Timothy
Blair, executive secretary for the State

Employees' Retuoment System of Illinois.

According to Ted Cheatham, executive director
of West Virginia Public Employees Insurance,
tho actions reduced tho state's long-term
liability by more than half, to 53 4 billion. Part
of the savings stems from a reduction in
medical cost inflation, with the slate shifting
from tho 8 percent inflation rate it expected in
the next few years to a 6 percent inflation rate,
based on health care cost growth that
mitigated substantially in fiscal year 2007,



Tho following describes the state's health care
benefits for retirees before and after the reforms

BEFORE. Tho state required co-payments from
active employees but not from retirees.
Retirees paid a premium based on years of
service and date of hire, but it was
considerably discounted from what the state
actually spent. Retiree health care costs were
covered on a pay-as-you-go basis, with the
premiums from active employees providing a
$100 million subsidy for retiree costs every
year. Supplemental Medicare coverage was
provided on a fee for service basis. Meanwhile,
tho number of retirees was growing at a net
rate of 1,000 a year.

AFTER. Co-pays were set for retirees at $10 for
primary care, $20 for specialists and $50 for
emergency room visits, with retirees expected
to pay 20 percent of hospital expenses not
covered by Medicare. Out of pocket expenses
were capped at $500. All retirees were
required to join a Medicare advantage
prescription drug plan. These actions reducer)
per capita costs from $300 per member per
month to $121 per member per month. In
addition, the West Virginia Retiree Health
Benefits Trust Fund was sot up. It currently has
$39 million with another $63 million deposit
expected by year's end. Finally, to relieve some
pressure on retirees' wallets, the state reduced
premium costs by a flat $22 per Medicare
member per month.

A number of retirees are unhappy with tho
change, but it could have boon worse; the
state's original proposal in fall 2006 was
considerably more expensive for retirees. In
adopting the now plan, the state—heavily
unionised—worked with a number of labor
groups Although they vary in their level of
acceptance, Cheatham said "most are satisfied
with whore wo ended up." At this point, there

SSREiP?

"Had we not made

these changes to reduce
the liabilityv we would have
had to do something

m ore drastic to retiree
hone tits in the future.”
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has not been any litigation regarding tho
changes. "Had we not made these changes to
reduce the liability we would have had to do
something more drastic to retiree benefits in
the future," said Cheatham.

Cheatham added that by changing to the
Medicare drug prescription plan, the state was
able to take advantage of federal dollars that
directly fund that program. By contrast, if the
state had continued to provide its own
prescription drug benefits, the subsidy
provided by the federal government under
Medicare Part D could not be used to reduce
tho other post-employment benefits liability,
according to GASB rules.

Ohio

Only a small number of stales have
accumulated significant assets to offset their
OPEB obligations. Ohio, which had $11.1
billion saved as of fiscal year 2006, has
accumulated much more than even the next
closest state (Alaska .it $2.2 billion).
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Ohio began offering health care to its retirees
in 1969 and started paying their health
insurance premiums in 1974."1Managers
initiated the first round of restructuring in 1986
by raising eligibility from five years of service
to 10. The stato introduced wellness programs
and choice of plan during the 1990s. And it
continued to restructure further by placing a
cap on the lifetime benefit an individual retiree
can receive as well as increasing deductibles
and co-payments and tightening definitions of
dependents.

Tho solvency test measures how long any
dedicated funds will last given the expected
level and timing of expenditures. Because
Ohio has partially funded its OPEB obligation,
the solvency tost can bo used to gauge its
progress. In 2005, officials with the Ohio Public
Employees Retirement System estimated tho
solvency period at 17 years. It grew to 18 years
in 2006 and is estimated at 27 years for 2007,
according to state officials.

PROMISES WITH A PRICE PUBLIC SECTOR RETIREMENT BENEHATS

Utah is noteworthy because it has a relatively
modest long-term liability of $750 million or
$488 million, respectively, for its non-pension
benefits, depending on whether the state
follows a pay-as-you-go approach or continues
to pay the annual required contribution, as it
has done in 2007 and 2008. Yet it has taken
stops to restructure its benefits as a result of
requirements to disclose these obligations.

During its 2005 session, the Utah legislature
passed a bill, effective
January 1, 2006, allowing
retiring employees to
receive 25 percent of the
value of unused sick leave
as a contribution into a
401 (K account.'X: (Those
who retired before January
1, 2006, were able to cash
out this amount of unused
sick leave.) The value of
any unused sick leave
earned after this date is
converted into a health
reimbursement account. A
prior provision allowing
employees to receive health and life insurance
coverage for up to five years or until they
turned 65 is being phased out.

Employees have not accepted those changes
without a fight. Utah was sued by the Utah
Public Employees Association on behalf of five
anonymous plaintiffs who charged that the
legislature had illegally changed the rules of
vesting and contributions.” The state Supreme
Court held that the legislative change was not
an unconstitutional taking and that the
plaintiffs did not have a property interest in tho
specific use of unused sick leave.



North Carolina

North Carolina offers other post-employment
benefits to retired state employees, its
universities and community college faculty and
teachers who are members of the Teachers' and
State Employees' Retirement System, as well as
to other systems covering the judicial and
legislative branches of government. The plan is
the same as the one covering active employees.

In 2006, the North Carolina legislature
overwhelmingly passed a bill that increased
OPEB vesting periods from five to 20 years for
employees hired after September 30, 2006.
Those retiring with fewer than 20 years' service
will have to pay between 50 percent and 100
percent of their health insurance premium,
depending upon the number of years served.™
Because this reform is prospective, the state
will not realize any financial benefits until 2011,
when its OPEB obligation is likely to be
somewhat reduced.™ Figuring out the impact
of the change is highly complex. While it

certainly cuts back on the number of
individuals who are eligible for full benefits, it
will also result in a phenomenon economists
call "adverse selection," which occurs when
plan members who pay more in premiums than
they consume in services exit the plan.
Because those retiring with fewer than 20 years
of service will now have to pay a significant
portion of their premiums, many employees
are expected to obtain health insurance from a
lower cost provider. This loss of premium
payments partially offsets the positive fiscal
impact. It also means the resulting pool of plan
members will bo older and sicker, which could
have a similar effect.

The net result of this refor... is still anticipated
to save money. But states should thoroughly
investigate all restructuring options to ensure
that tho unintended consequences of changes
to OPEB plans are not greater than the
anticipated benefits.

Innovation in Managemeilt

Two factors lead to the largo vear-lo-year
increases in retiree health care benefits: the
increasing number of retirees and the inflation
of medical costs. States' estimates of liabilities
vary somewhat depending on their
assumptions about these two variables.
Pinning down medical inflation is particularly
tricky. Analysts in California and elsewhere
have expressed concern that assumptions
point a way-too-optimistic portrait of what will
happen over amo. Still, governments have
used a variety of management tools to whittle
away at what they're spending on health care.
Practices that have proven particularly useful

include establishing preferred drug lists,
pushing the use of generics rather than brand-
name drugs, shifting to managed care, and
providing preventive services.

Here are three particularly hot areas of focus for
governments to bring down retiree health costs:

Savings through consolidation

States can help their localities and themselves
by bundling their plans under a single
administrative umbrella. This can have
immediate benefit because when risk is spread
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over a larger population, premiums tend to
decline. Also, the so-called "big pencil”
approach makes it far easier to bargain
effectively with health care providers. Groups
of employees can potentially also lower
administrative costs as investment costs and
overhead decline per member.

Missouri has been resolutely attempting to use
consolidation to check health care costs for
retirees. As of February 2007, the Missouri
Consolidated Health Plan (MCHCP) claimed
104,545 members, or about 24 percent of all
government workers in the state.” 1The plan's
comprehensive annual financial report points to
an extremely moderate increase of 1.7 percent
in medical costs from fiscal year 2005 to fiscal
year 2006 and an overall increase in operating
expenses of only 3.3 percent during that period.”’

In March 2006, a Missouri Foundation for
Health report called on the state to expand
eligibility for the plan to include non-
governmental entities, seeing an opportunity
to provide affordable health care coverage for
all citizens using this successful structure. The
report stated, "Because MCHCP already

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEFITS

provides coverage not just for state employees
but also for a variety of municipal employers, it
is logical to consider it as a candidate to serve
small non-governmental employers as well." 0

Wellness programs

Many governments are promoting smarter
choices for employees and retirees in four
categories: health assessments and monitoring;
health insurance incentives; healthy work
environment initiatives, and physical fitness
programs. Governments can use these
programs to lower costs and get beneficiaries
more involved in managing their care.

Texas offers among the most comprehensive
wellness programs. In its plan year ending
August 31, 2006, the Texas Blue Connection
Preventive Care Intervention program sent
nearly 92,000 women over age 40 "birthday
cards," encouraging them to be screened for
cancer and osteoporosis. Nearly 50,000 men
over age 50 were sent similar cards
encouraging prostate exams."1



Aggressive health care
management

California's public employee retirement system
recently initiated a purchasers' coalition

work with hospitals to increase the quality of
service while managing costs. Called a
"Partnership for Change," the program
promotes performance measurement and
public reporting. It strives to increase
competition by negotiating rates with hospitals
based on performance and value, while
providing reliable data for purchasers to help
make decisions. Benchmarking is used to
increase transparency.

In summer 2003, the Massachusetts Group
Insurance Commission (GIC) embarked on a
multiyear effort called the Clinical Performance
Improvement Initiative.The initiative, which

Conclusion

As states begin to report on the costs of health
care and other non-pension benefits for public
sector retirees, the long-term liabilities
appearing on their "balance sheets" are likely
to generate significant attention. A handful of
states have been coping with how to pay for
other post-employment benefits for some
time, and these examples highlight the

has become central to the GIC's strategy for
health care coverage, seeks to deliver high-
quality and cost-efficient health care to the
GIC's 289,000 members. Now in its third year
of implementation, the initiative relies on a
database of over 150 million claim lines
supplied by the six health plans currently
providing co/erage to GIC members. All of the
claims are de-identified, which means that
personal information is protected. The
database is used to make quality and resource
efficiency comparisons among physicians. The
GIC's health plans use the results of the
analysis to rank their doctors and stratify them
into different groups or tiers. The health plans
use modest co-pay differentials as incentives to
encourage members to utilize higher tiered,
more cost-efficient providers. This approach
also seeks to encourage providers to improve
their care delivery so as to "lift all the boats."

benefits of consistent funding, reasoned policy
decisions and good management. At this
point, most states are just beginning to
understand the problem, which is an important
first step. The challenge of aveiting a funding
crisis is daunting—but it will get exponentially
larger if ignored.
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State
Alabama
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
Delaware
Florida
Georgia
Hawaii
Idaho
Illinois
Indiana
lowa
Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi

Missouri

2006

74%
85%

82%

74%
56%
97%
106%
96%
65%
95%
60%
64%
88%
69%
70%
67%
7%
82%
2%
81%
93%
73%

81%

2005
84%
64%
86%
82%
87%
73%
59%
97%

107%
98%
69%
93%
60%
65%
89%
69%
76%
64%
76%
88%
73%
79%
98%
2%

81%

2004
90%
67%
90%
86%
86%
71%
60%
98%

112%

100%
72%
90%
64%
67%
89%
70%
83%
63%
75%
92%
75%
84%

100%
75%

80%

kWH

2003

93%

70%

99%

90%

84%

76%

66%

101%

114%

101%

76%

82%

49%

67%

90%

75%

88%

68%

74%

93%

70%

87%

102%

79%

81%

gM i

y fyvwetl'® S

2002
97%
73%

108%
96%
96%
88%
69%

103%

115%

102%
84%
83%
54%
64%
93%
78%
94%
74%
7%
94%
83%
93%

105%
83%

93%

2001
101%
99%
118%
100%
106%
99%
72%
105%
118%
103%
91%
95%
63%
67%
97%
85%
102%
78%
78%
98%
84%
99%
108%
87%

96%

2000
103%
100%
122%
101%
116%
105%
72%
108%
118%
103%
94%
113%
75%
67%
98%
88%
111%
79%
79%
101%
87%
101%
107%
82%
100%

MG

BujelMrll
1999
102%
104%
118%
101%
118%
103%

65%
107%
113%

98%

94%
109%

73%

64%

97%

86%
105%

75%

75%

97%

81%
101%
107%

82%

98%

1990
101%
103%
120%
100%
114%

96%
65%
100%
106%

96%

106%
72%
61%
95%
83%
97%
73%
69%
90%
81%
99%

107%
84%

96%

1997
111%
101%
117%
97%
105%
92%
64%
97%
91%

90%

94%

70%

94%
83%
94%
68%
63%
86%
75%
103%
102%
79%

95%

continued on ne.«t pago
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State
Montana
Nebraska
Nevada

New Hampshire
New Jersey
New Mexico
New Yorkl
North Carolina
North Dakota
Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas

Utah

Vermont
Virginia
Washington
Wes* Virginia
Wisconsin
Wyoming

US Averago

1 Seen. 4, page 13

NOTE: Missing cells indicate thatdata were unavailable

2006
80%
89%
75%
61%
79%
82%

100%

105%
81%
81%
59%

110%
87%

99%
89%
96%

92%

55%
100%
95%

82%

SOURCE: Pew Center on the Statos
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2005
78%
88%
76%
60%
32%
84%
0

106%
82%
80%
60%

104%
87%
56%
73%
96%
99%
88%
93%
95%
81%
79%
49%
99%
95%

82%

2004
80%
89%
79%
71%
87%
87%

100%

106%
86%
81%
60%
96%
93%
60%
81%
98%
99%
93%
92%
94%
89%
85%
43%
99%
86%

83%

2003
91%
92%
81%
75%
94%
92%

100%

106%
91%
79%
66%
97%

100%
64%
83%
97%
99%
95%
95%
94%
95%
88%
39%
99%
92%

86%

2002
91%
96%
82%
82%

101%
98%

100%

109%
97%
81%
65%
91%

106%
73%
86%
97%
98%
97%
93%
94%

100%
93%
40%
97%
92%
89%

2001

103%

84%
85%
109%
99%
100%
110%
103%
96%
66%
107%
115%
78%
88%
96%
98%
121%
103%
92%
106%
98%
44%
96%
103%
95%

2000

.03%

85%
90%
111%
96%
100%
108%
108%
96%
68%
98%
127%
81%
89%
96%
99%
107%
105%
92%
104%
102%
47%
96%
115%
97%

1999

83%

82%
89%
110%
90%
100%
104%
97%
94%
65%
99%
121%
83%
98%
97%
99%
104%
10?%
91%
94%
96%
46%

96%

94%

1998

83%

78%
108%
106%

84%
100%

99%

99%

92%

64%

93%
111%

78%

94%

96%

99%
105%

96%

90%

87%

88%

46%

95%

92%

1997
79%

76%
110%
102%

82%
100%

99%
100%

89%

58%

93%
106%

75%

91%

95%

99%
100%

91%

86%

79%

81%

95%

90%
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State 2006 2005 2004 2003 2002 2001 2000 1999 1998 1997
Alabama 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%
Alaska 61% 47% 92% 118% 120% 109% 99% 105% 91% 93%
Arizona 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%
Arkansas 108% 110% 101% 102% 102% 101% 102% 101% 101% 101%
California 108% 110% 101% 102% 102% 101% 102% 101% 101% 101%
Colorado 62% 49% 52% 69% 100% 100% 100% 100% 100% 100%
Connecticut 100% 88% 89% 94% 99% 94% 94% 94% 66% 70%
Delaware 97% 93% 91% 88% 80% 80% 84% 85% 85% 85%
Florida 96% 102% 92% 98% 97% 110% 111% 100% 100% 100%
Georgia 100% 100% 100% 100% 100% 100% 101% 101% 100% 100%
Hawaii 100% 100% 100% 100% 100% 5% 13% 83%

Idaho 107% 102% 98% 110% 131% 131% 117% 100% 99% 99%
lllinois 33% 44% 111% 67% 78% 80% 114% 98% 96% 74%
Indiana 101% 85% 78% 103% 108% 123% 125% 120% 92% 85%
lowa 84% C6% 91% 99% 100% 100% 101% 104% 101% 103%
Kansas 63% 69% 69% 79% 80% 78% 7% 7% 74% 72%
Kentucky 86% 93% 94% 100% 104% 101% 101% 101% 104% 99%
Louisiana 101% 101% 93% 97% 102% 107% 105% 107% 103% 100%
Maine 106% 105% 112% 109% 165% 100% 102% 108% 109% 108%
Maryland 82% 83% 89% 92% 100% 100% 100% 100% 100% 100%
Massachusetts 94% 101% 63% 67% 101% 116% 99% 120% 156% 174%
Michigan 83% 78% 65% 78% 89% 126% 111% 99% 123% 109%
Minnesota 99% 115% 114% 148% 172% 156% 162% 152% 137% 131%
Mississippi 100% 100% 100% 100% 101% 101% 100% 100% 100% 115%
Missouri 81% 77% 84% 96% 100% 100% 100% 100% 99% 99%
Montana 153% 91% 94% 99% 100% 130% 129% 101%

Nebraska 100% 91% 100% 99% 100% 100%

Nevada 96% 100% 99% 90% 96% 100% 97% 95% 94% 100%
New Hampshire 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%
New Jersey 27% 15% 8% 4% 3% 17% 29% 60% 40% 288%
New Mexico 91% 96% 100% 100% 100% 99% 99% 99% 99% 99%
New York 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%
North Carolina 100% 100% 100% 100% 100% 82% 100% 100% 100% 100%
North Dakota 66% 67% 81% 97% 101% 101% 101% 100% 100% 100%
Ohio 93% 98% 97% 100% 100% 100% 100% 100% 100% 100%

continued on noxt pngo
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State
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas

Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin

Wyoming

2006

73%

35%
100%
100%
100%
100%

84%
100%

76%

87%

28%
182%
100%
150%

2005
58%
101%
46%
100%
100%
100%
100%
83%
100%
75%
83%
20%
147%
100%
113%

2004
60%
100%
100%
100%
100%
100%
100%
83%
100%
67%
85%
22%
104%
100%

75%

2003
64%
100%
117%
100%
100%
100%
100%
86%
100%
86%
64%
27%
105%
100%
69%

2002
71%
97%

219%

100%

100%

100%

100%

104%

100%
96%
71%
57%

108%

100%

127%

2001
7%
95%

112%

100%

100%

100%

100%

138%

100%
96%

100%

164%

106%

100%

469%

2000
71%
95%

100%

100%

100%

100%

100%

102%

100%
96%
93%

104%

104%
96%

189%

1999
74%
97%

100%

100%

100%

100%

100%

103%

100%
94%
85%

287%

105%

100%

NOTG: Missing colls indicate? that data were unavailable in order to calculate tho percent of tho annual required contribution funded.

SOURCE: Pew Center on tho States
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1998

81%
100%
100%
100%
100%
100%
100%

97%
100%

85%

71%
114%
103%

100%

1997

78%
100%
100%
100%
100%
100%

101%
100%
78%
62%

80%

100%



Appendix B

The Stand-Out States

To identify the degree of challenge states face
in meeting their non-pension obligations to
retirees, PCS turned to means used by GASB,
Standard & Poor's and Moody's Investor
Services for adjusting comparisons of states.
Wo looked at the 40 states for which actuarial
valuations are now available and for which we
could isolate the state contribution for state
employees only. Exhibits B-1 through B-4 put
retiree benefit liabilities in context based on
population, personal income and payroll.

For those 40 states, the mean per capita costs
of their accrued liabilities is $1,283.,p Since

Per capita

Exhibit B-1, which is based on population data
from the U.S. Bureau of the Census and the
U.S. Department of Commerce, shows the 10
states with the highest per-capita unfunded
actuarial accrued liability (UAAL) for their state
employees. This indicates the fiscal burden
each state's citizens are carrying because of
tho UAAL, although it does not assess their

ability or capacity to pay.

there's a wide range of benefits offered, the
median is $774. Looking at the unfunded
liabilities as a percentage of total stato
personal income, the mean is 3.4 percent and
the median is 2.5 percent,and when viewed
as a percent of covered payroll, the mean is
191 percent and the median is 135 percent.
The following section provides tables showing
the states that stand out from the pack. These
figures assume that the states are not pre-
funding tho obligation. Once again, if the ARC
is paid consistently over time, the AAL and
UAAL drop considerably.

The top three states all have per-capita unfunded
accrued liabilities over five times tho median,
suggesting a relatively heavy burden. Illinois does
not appear in Exhibit B-1 because an actuarial
valuation was not available. However, as
previously noted, tho Civic Committee of the
Commercial Club of Chicago estimated the
liability for state employees at $48 billion. Using
this information, PCS estimates Illinois' per capita
liability at $3,741, which would make it among
the top five states in liabilities per state resident.

TH B”_L PER CAPITA . " . Jés

S
States UAAL/Capita States UAAL/Capita
Connecticut $6,186 New Hampshire $2,210
Hawaii $5,283 Massachusetts $2,064
Delaware $5,167 Kentucky S1,923
Maryland $2,590 Alaska $1,800
Now York $2,572 Median $774 yr
New Jersey $2,474 Mean $1,283 . M
lion* )W }
w Jw |
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As a percentage of personal income

Pcr-capita statistics, however, do not tell the
whole story because they do not take into
account the differences in wealth or ability to
pay. Measures of personal income in the
states, as reported by the U.S. Department of
Commerce, help get at that factor. Subject to
this further level of analysis, the 10 states with

the largest liabilities do not change
dramatically. But the order shifts a bit. Hawaii
climbs to the top, and Kentucky appears as its
burden rises when measured by its ability to
pay. If lllinois data were included, it would
appear in Exhibit B-2—again in the top five—
at 9.8 percent.

AA  * ghorw it I- =< == v § i «J3I53NHGIT 1
Ju-FM |[INaa|2raB KM |I*ra H K j m m
frka r c BsK&Sah -J
States UAAL/Personal Income States UAAL/Personal Income
Hawaii 14.6% New Hampshire 5.6%
Delaware 13.2% Louisiana 5.5%
Connecticut 12.4% Maine 5.4%
Kentucky 6.6% New Jersey 5.3%
New York 6.1% Median 2.5%
Maryland 5.9% Mean 3.4%

SOURCE: Pew Center on tho States; Based on Actuarial Valuations

As a percentage of payroll

Another measure used to gauge relative
burden—and one that GASB will ask states to
produce in their financial reporting— involves
the size of the obligation compared to the size
of the payroll being covered. Covered payroll
is a tricky statistic because some states report
the covered payroll for the state portion of
their retiree benefits while others report only

the amount for the entire plan. For purposes of
this calculation, PCS has excluded the data for
those states reporting the latter. For the 34
states where both UAAL and covered payroll
data for the state only were available, the
median ratio is 135 percent. The 10 states with
the highest ratio are reflected in Exhibit B-3.

"FUNDED RETIREE HEALTH BILL AS A PART OP PAYROLL

Statos UAAL/Covorod Payroll States UAAL/Covorod Payroll
Connecticut 690% Louisiana 362%
New York 552% Maryland 362%
Kentucky 422% California 347%
Alab.ima 410% New Jersey 333%
Hawaii 395% Median 135%
Maine 377% Mean 191%

SOURCE: Pew Center on tl'o State" Based on Actuarial Valuations
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Note the rise of New York and the appearance
of Alabama, Maine and California. Again, if
Illinois data were considered, its unfunded
liability as a share of payroll would be ranked
first at 709 percent. Why did these states rate
so high on UAAL/covered payroll? One

plausible explanation according to a number of
sources, including New York's Citizens Budget
Commission, is that employees in some of
those states may have received wage increases
that were relatively low in exchange for better
post-retirement benefits over the years.T*

States at the Other End of the Spectrum

until recently, Indiana and Nebraska were the
only two states that offer no benefits for
retirees over age 65 (although both do have
some provisions for retirees who are not yet
eligible for Medicare).” Oregon also
eliminated its coverage for Medicare eligible
retirees who were hired on or after August 29,
2003, according to the GAO.’4 Eight
additional states—Ildaho, lowa, Kansas,
Minnesota, Mississippi, Montana, South Dakota
and Wyoming—pay no premiums for retirees,
but do allow all eligible retirees to sign on to
the state plan.™ This type of benefit provides
an "implicit subsidy,"” which comes from
allowing retirees to participate in the same
pool as younger and generally healthier state
employees. Because retirees are much older
than the average participant in stato plans,

Statos
Wisconsin” 3
Arizona

lowa

North Dakota
Wyoming
Median

SOURCE:tVw CnnWfon II'" St.iUrt; Dnsod o n Actuarial Valuation*

they are more expensive to cover, bringing up
the average costs of the entire plan. In
Wyoming, for example, although the retirees
pay for benefits themselves, the inclusion of
these older men and women in the insured
pool increases the costs to the state by some
$72 million over a 30-year period.’3

Exhibit B-4 shows states that have tho smallest
long-term obligations relative to the state's
population and as a s' ire of personal

income.’3

In Kansas, Indiana, Minnesota, Mississippi and
Nebraska—five of the seven states where
actuarial valuations were unavailable—the
unfunded actuarial liabilities are likely small.

UAAL/Capita
S3

Si5

$74

S77

$140

$774

UAAL/Porsonal Income

0.0%
0.0%
0.2%
0.2%
0 3%
2.5%
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Endnotes

123

126

Oftho 43 states that have com pleted an actuarial valuation, 40
states were used in thi_ calculation. These numbers do not
reflect Oregon, New Mexico and W est Virginia because their
valuations did not disaggregate state only data PCS v/as ablo
to calculate tho state employee portion of OPEB U A /I frr

Arizona, North Carolina and O hio

Similar to tho per capita calculations, Oregon, New Mexico and
W est Virginia were not included because their valuations did

rot disaggregate state only data.

PCS was only able to gather covered payroll for slate
employees in 3/ of the 40 states where wc have actuarial

valuations and were able to disaggregate state data

New York's Citizen Budget Com m ittee, The Cjso for
Redesigning Retirement Benefits for New Yck's Public

Employees, (April 29. 2005)

W orkplace Economics. Inc. 2006 State Employee Bench:j

Survey

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEFITS

128

130

132

United States Government Accountability O ffice, 20U 7.

W orkplace Economics, Inc, 2006 State Employee Benefits

Survey

Report on tho State of Wyoming Retiree Health insurance Study
and GASB 45 Liability (presented by Buck Consultants to tho
State of Wyoming Joint Appropriations Com m ittee, November

1.2005),
http //personnel.state.wy us/EG 1/9uck% 20Retirco% 20Sludypr‘<

Once again, those figures are only for the 40 states which have
actuarial valuations and where state employees could be

isolated

W isconsin took care of its modestunfunded liability for other

postemployment benefits by bonding it out. Sec p. 50 in

Section 3. Other Benefits Tho $600 million in other post-
employment benefit bonds may not take care of tho full

amount, however, as costs are outpacing projections
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Pension Obligation Bonds (POBSs)

Pension Obligation Bonds are bonds issued by a state or
local government to pay its obligation to the pension
system in which its employees are members.

POBs have been an increasingly popular and successful
way for state and local governments to accomplish
financial objectives.

Since 1995, six states and over 234 local governments
have issued POBs totaling in excess of $40 billion.

POBs Have Been Issued Throughout the
US

m 0\ #r Sf billion
m Dimtfii 51 *wl SF billion ioi») ;s
Lyii hing Llliau
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Why Should We Consider Issuing POBs?

Interest rate savings - the interest rate of POBs issued in the near
future will be lower than 8.25% charged by the pension system.

Arbitrage - the actual investment return of pension asset exceeds
the POB cost.

POBs are not generally viewed as adding to the debt burden of
the state or local government issuer because they replace existing
pension obligations.

POBs can improve funding ratios at a relatively low cost of funds
and with a repayment schedule that fits the state's or local
governments goals and constraints.

1-IB 13 - POB Presentation - 2/8/2008



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

Total S8.G Billion:

State & Local

Governments
Paying the Bill/lUAAL
- Option A: Pay the total with Cash
$8.6 Billion
\
Y25: 5082 B . YI: $0.82 B

Y2: $0.82 li
Potion B: A "loon" of 25 venrs at 8.25Jo CQ&t
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Funding Status Overview

Summary of Funding Status for PERS and TRS as of June 30, 2006

$18,000 -

$16,000 -

$14,000 -

ocog

$12,000"

$10,000 -

?Som

$8,000 -

$6,000 *

$4,000 - 7,230

$2,000 -
I»] > »

$o
PERS TRS

HB 13 - POB Prc .antation - 2/8/2008
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Interest Rate Savings

Comparing the amortization of $1 billion debt at 8.25% cost to $1
billion debt at 5.25% over 25 years:

®m  Saving on interest cost is 3.0%;
¢ Saving on annual debt payment is $23 million;

® NPV of savings on annual debt payment over 25 years is $323
million discounted at 5%.

Amount (SBilllon) Intorcst Cost  Annu.nl P& Paymont (SMillion)

S 1 825% S G
S | 525% S 73
Savings 3.00% S 23
NPV ol Cumulntivu Savings (IS5% $ 323
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Interest Rate History

m 10-Year Treasury yield is 3.65% as of February 1, 2008. This rate is
extraordinarily attractive when viewed in a historical context.

10-Year Treasury Yields

HB 13 - POB Presentation - 2/8/2008
fiOiiree: YahoolFinance



Treasury Rates Still Historically Attractive

IH Bottom 10n Percentile

3-month LIBOR Rate
Min: 1.00% Lower than current level _ él::r:,j:
Average: 5.03% 3G% of the time
Man: 10.63%
Current: 4.62%

5-Yeai freasury Rate

Min: 2.03% Lower than current level
Average. 5.63% 0% of the time
Max: 9.73%

Current: 3.27%

5.75 G.5 7.25 8 8.75 3.5 10.25

10-Yo-ir 7ina‘'.ury Rate

Min: 3.11% Lower than current level
Average: 6.06% 3% of the time
Max: 9.54%

Current: 3.91%

30-Yt:cii lutdsujyRale

Min: 4.17% Lower than current level
Average: 6.40% 1% of the time
Max: 9.45%

Current: 4.39%

S Citi HB 13 - POB Presentation - 2/8/2008
ource: Citigroup
Weekly Data, Past 20 Years



Arbitrage
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Historical Investment Returns of State Pension
Plans (PERS)

PERS
FY ROR
2007 18.88% PERS Historical Investment Returns
2006 11.69%
2005 8.86% 25.00%
2004 1473% 20.00%
2003 382% 15.00%

2002 -5.40%
2001 -5.30%
2000 10.12%

10.00%

5.00%

1999 10.65% Cno
1998 1462% -5.uU%
1997 18.07% 10.00%

1996 13.70%
1995 15.56%
1994 2.66%
1993  14.25%
1992 11.80%

n The average return from 1992 to 2.007 is 9.67%.

Standard Deviation is 7.40%.

HB 13 - POB Presentation - 2/8/2008
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Historical Investment Returns of State Pension
Plans (TRS)

TRS
ROR
2007 18.89%
2006 11.72%
2005 8.90% 25.00%
2004 14.75% 20.00%
2003 3.81%
2002 -5.41%
2001 -5.38%

15.00%

10.00%

2000 10.19% >-00%

1999 10.73% 0.00%

1998 14.73% -5.00%

1997 18.00% -10.00%

1996 14.35%

%882 152%?;/0 The average return from 1992 to 2007 is 9.72%,
: 0

1993 14.16% » Standard Deviation is 7.45%.

1992 11.58%

HB 13 - POB Presentation - 2/8/2008



_ Long Term Target Asset Allocation
| -

1.iirt Cla»» Allocation Range
Doinrttic 1aige Capilall/ation 30% i 3%
Durnrttlc Snail Capitalization 6% t J%
fnfcrnational Equity 14% *3%
Emerging Market* Equity 2% i 2%
Private Equity 7% i 5%
Duinotli 1UccMruoiuc 20% *3*
High Yield 2% »2%
International I lied Income 2% +2%
Real Ktlalc 10% t 4%
Abtolutc Return 4% t 4%
O liicr 3% t V%
Caih 0% i 3%

MedianRetum 8.05%
SachdDavdion 12.27%

Sou'u.Ct jn/avotulw, Inc

Credit Neutrality
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Credit Rating Consideration

m Credit Neutral - debt obligation is already recognized and POBs are
not considered new debt.

® "Moody's believes the issuance of POBs is one effective way of
addressing an unfunded liability."

e "Standard & Poor's has viewed POBs as a strategy for savings on
carrying charges as long as the transaction are structured
conservatively and the assumptions were reasonable and

attainable."

Prudently Structured, POBs are Ratings
Neutral

Failure to fully fund the actuarially required contribution signals fiscal stress to
the market (“willingness to pay").

« Consistent underfunding is considered a credit

negative. aw .*»uh
n.nr»r.J.<
* Funding ratios below UQ% are a potential negative ,
Actuarially Required Contribution needed to "catch »0,
up" may "crowd out" other priorities, reducing the
state's financial flexibility. 1 uev
1Kill

* Rating agcnckJ generally view POBs as an acceptable  ci#jiri..ui
tool for reducing the cost of an already existing
liability.

Significant term extensions and/or payment holidays
ore f]Ql viewed positively.

Siritu i v
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Risks Overview

Investment Risk - POB financing is successful as long as the return
of investment of proceeds exceed POB cost.

Political Risk - Overfunded pension system can lead to political
pressure to increase pension benefits, which can cause further

increased pension liability in the future.

Market Risk - Prudent investment of POB proceeds in early years is
important.

HB 13 - POB Presentation - 2/8/2008



Investment Risk Analysis

As long as those bond-funded assets earn more than 5.25%, we are
better off for having borrowed.

m  Witli the current low interest rate environment, POB issuance with
cost around 5.25% is achievable.

« Historical investment returns of PERS and TRS indicate that we can
outperform 5.25% most of the time.

m  Simulations of future investment returns show that there are high
possibility that we are going to outperform 5.25%.

HB 13 - POB Presentation - 2/8/2008



FY
2007
2006
2005
2004
2003
2002
2001
2000
1999
1998
1997
1996
1995
1994
1993
1992

«

Investment Risk (PERS)

PERS
ROR
18.88%
11.69%
8.86%
14.73%
3.82%
-5.40%
-5.30%
10.12%
10.65%
14.62%
18.07%
13.70%
15.56%
2.66%
14.25%
11.80%

Estimated
Cost of
Borrowing
5.75%
5.55%
5.04%
5.02%
4.76%
.36%
T7%
.78%
40%
.01%
10%
.19%
.32%
.84%
.62%
.76%

N ONNSN~NOOO O

Accm.
Returns
as of
EQY
FYo7
13.13%
20.63%
26.82%
40.92%
40.65%
18.16%
-3.29%
-8.21%
3.38%
24.72%
31.90%
46.90%
68.16%
70.80%
96.98%
79.24%

Annualized
Returns as
of EQY
FYO7
13.13%
9.83%
8.24%
8.95%
7.06%
2.82%
-0.48%
-1.07%
0.37%
2.23%
2.55%
3.26%
4.08%
3.90%
4.62%
3.71%

Estimated Cumulative Net Return to 2007 (PERS)

120.00%
100.00%
80.00%
60.00%
40.00%
20.00%
0.00%

-20.00%

Based on PERS actual investment history, we can see what the cumulative net return to 2007
might have been if POBs had been issued inany given year.

For 14 out of 16 years the issuance of POBs would have resulted ina gain to the pension

system.

HB 13 - POB Presentation - 2/8/2008
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nvestment Risk (TRS)

Accm.
Returns Annualized
Estimated as of Returns as
v TRS ROR Bor(r:oos_tn‘;f FEY%\; Off\%\; Estimated Cumulative Net Return to 2007 (TRS)
Wi

2007  18.89% 5.75%  13.14% 13.14%
2006  11.72% 5.55% 20.68% 9.85% 120.00%
2005 8.90% 5.04% 26.92% 8.27% 100 00%
2004  14.75% 5.02% 41.06% 8.98%
2003 3.81% 4.76% 40.78% 7.08% 80.00%
2002  -5.41% 5.36% 18.25% 2.83% 50.00%
2001 -5.36% 577% -3.32% -0.48% '
2000  10.19% 6.78% -8.13% -1.05% 40.00%
1999  10.73% 6.40%  3.60% 0.39%
1998  14.73% 6.01% 25.17% 2.27% 20.00%
1997  18.00% 7.10% 32.25% 2.57% 0.00%
1996  14.35% 7.19% 48.94% 3.38%
1995  15.89% 7.32% 71.33% 4.23% -20.00% -
1994 2.61% 7.84% 73.70% 4.02%
1993  14.16% 6.62% 99.82% 4.72%
1992  11.58% 7.76% 81.23% 3.79%

m Based on TRS actual investment history, we c
might have been if POBs had been issued in any given year.

Foi 14 out of 16 years the issuance of POBs would have resulted in a gain to the pension

system.
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UAAL vs. POB Financlal Success

m POB financing:

= As long as those bond-funded assets earn > 5.25%, we are better off
for having borrowed.

b POB financing is undesirable if assets earn < 5.25%.

B All other things equal, when PERS and TRS assets earn < 8.25%,
the UAAL goes up.

m Further, even if those assets earn > 8.25%, the UAAL can increase
due to actuarial and / or accounting changes.

UAAL may still go up

Asset 8.25%
Investment POBs are desirable
Yield (%) 5.25%

UAAL goes up

POBs are undesirable

HB 13 - POB Presentation - 2/8/2008
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Investment Return Forecast

Monte Carlo simulation with 10,000 iterations for each scenario.

Conservative - 70/30

Annualized Average 9.00%
Return

Stand Deviation of 2.37%
Returns
Probability of 94.2%

outperforming 5.25%

-rli
"/rniUJV . , ; .
4m tfci rifix icat i72A 4% Noj\

Moderate - 80/20

Annualized Average
Return

Stand Deviation of
Returns

Probability of
outperforming 5.25%

§0n-

Mijlllg
HB.43-.RO

9.07%

2.71%

92.2%

Annualized Average

Return

Stand Deviation of
Returns

Aggressive - 90/10

Probability of

outperforming 5.25%

S&P500
Index, 90%

9.16%

3.03%

89.87%

LB Govt/Cred,
10%

ftjusDyj
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P olitical Risk - Key Driver of UAAL

Between 1992 and 2003, increasing liabilities - not poor investment
performance - caused the most damage to the PERS/TRS system.

m  Presented by State Actuary to ARM Board in 2005

mDrivers of PERS/TRS'Funding Ratio Changes (1991-2003).. =

s LIRS
CGeaeinFRuodSar Cergetn Furosd S

CGaeDeloAse*
Funge Delo Lighlities
Changes in U c.> M fe Include: Tod InKurildl
« Health benefits cost S 23 -293Y.

experience
« Health assumption changes
= Plan changes
« Demographic expcnence
- Non-health changes

I P o litical R isk

I
High amount of POBs proceeds may cause the pension system to be

over-funded, which could lead to political pressure calling for benefit
increases that incur new liabilities in the future.

Risk Control:

* POBs are not issued for the full UAAL; a funded ratio of 70-80% s
an industry standard.

®  Manage pension benefits and UAAL with discipline.

HB 13 - POB Presentation - 2/8/2008



M arket Risk

POBs proceeds cause a large amount of capital infusion into the
pension system at once. Prudent investment of the proceeds in early

years is critical.

Risk Control:

* Thorough market assessment before POB issuance;

* Considering whether to have a special investment allocation strategy
for the proceeds, or stick with the traditional allocations.

HB 13 - POB Presentation - 2/8/2008



Security

m General obligation bonds
Bonds that satisfy any constitutional debt limitation and are backed by the full faith
and credit and taxing power of the issuing state and local government.

m Obligations imposed by law
Obligations imposed by the state or local government by the constitution or by
statute or by court judgment as distinguished from a voluntary exercise of the

borrowing power by the state or local government.

>» Annual appropriation bonds
Bonds that are not considered debt subject to a constitutional debt limitation
because the state and local government issuer has no legal obligation to pay them
and payment is therefore subject to annual appropriation of funds for that purpose
at the discretion of the legislature or governing body of the state or local

government issuer.

m HB13 Restriction
Please note that HB13 Sec, 37,15.900(b) indicates that "The bonds do not constitute

a general obligation of the state."

Potential Savings

HB 13 - POB Presentation - 2/8/2008



POBs and Cash Infusion

Pay partial UAAL off with cash and borrow partial at 5.25% by issuance
of Pension Obligation Bonds (POBS).

Implications

m Immediate reduction of the UAAL;

m Increase in the Funded Ratio;

« Reduction of employer past service contribution rate.

HB 13 - POB Presentation - 2/8/2008



Case Stuay (PERS)

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

POBs (in billions)

POBs (in billions)
V. -r+ymr»;m
- : : : : . " 10 $ 20 $ 30 $ 40 $ 50 J 55
$ J 10 } 20 5 30 J 40 $ 50 } 55 {
3% 3% Do 3% 91% 100% ") 0% 18% 36% 55% 73% 91% 100%
(4
n B2  AOP6  Run M6 6% BB8%6 BB, $0.00 $19.31 $38.62 $57.93  $77.24  $96.55  $105.20
0
10 D56 BI  ZA DB N6 B0 15 10 $95.69 $115.00  $13431  $15361  $172.92  $192.23
20 23806 2600 248 2D3IPO  19.19% c
20 18086 6% B 14636 s 20 $191.37 $210.68  $229.99  $249.30  $263.61
40 103% N2 100%% ) % s 30 $287.05 $206 37 $325.63  $344.99
50 6.66% 551% SPs a0 $332.75 $402.06  $421.37
50 6.66% 551% $ 50 $478.44 $497.75
$ 55 $525.28

55 3.80%

NPV of Savings on 25-year Contribution Amount (in millions)

Savings on Employer Contribution Rates
POBs (in billions)

POBs (in billions)

$ -8 10 $ 20 $ 30 $ 40 $ 50 $ 55 $ $ 1.0 $ 20 % 30 $ 40 $ 5.0
0% 18% 36% 55% 73% 91% 100% 0% 18% 3G% 55% 3% 91% 100%
000% 1.15% 2.31% 3.46% 4.61% 5.76% 6.34% ? 5 $0.00 $272.14  $544.28 $316.43 $1,088.57 $1,360.71  $1,496.78
1.0 5.71% 6.85% 8.02% 9.17% 10.32%  11.48% $ 10  $1,348.61 $1,620.75 $1,692.90 $2,165.04 $2,437.18 $2,709.32
2.0 11.42% 12.58% 13.73% 14.83% 16.03% 165 $ 2.0  $2,697.22 $2,969.37 $3,241.51 $3,513.65 $3,785.79
3.0 17.14% 18.29% 19.44% 20.59% L § 30  $404584  $4317.03 $4,500.12 $4,652.26
4.0 22.65% 24.00% 2515% FB $ 40  $5394.45  $5,666.59 $5,938.73
5.0 28.55% 23.71% Y ¢ 50 $6743.06  $7,015.20
5.5 31.42% $ 55  $7,41737

$2.0 billion POBs issued in 2008

Assumed $5.5 billicn PERS UAAL in 2007

Annual employer contribution amount for Tiers I I, and Il would be $590 million without POBs starting in 2007
-POB Presentation-2/8/2008,

Funding ratio will be improved from 65.12% to 77 81% (based on preliminary $10.27 billion PERS asset as of Dec 31, 2006)
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Case Study (TRS)

Employer Contribution Rates
POBs (in billions)

Savings on Annual Contribution Amount (in millions)

POBs (in billions)

$ 10%$ 15% 209% ¢ 30 $ 31 $ $ 100$ 15$%$ 20$ 25%$ 30% 3
0% X% 2% @ 8% 9% 1% 0 0% % 48% B 8% 9% n
4.1 20.36% BAF0 BN AN RN RN 6 $ $000 2% | 5442 #4589 %371 BA $7y
05 HB23% R4% 51% B0 270% 2A4A7% 5 ¢ 05 Rrgs! $0.79 8226 $B74 621 $11668
10 23.28% 2447% 25P0 2068 187% S 10 60 $11863 f01 4138 $15306
15 203%  165% 146&% 127% o} 15 $M353 16648 77 SIS
20 123% 858% 6.63% g 20 $9LF7 142 57
25 445% 064% $ 25 P22 $6216
Savings on Employer Contribution Rates NPV of Savings on 25-year Contribution Amount (in millions)
POBs (in billions) POBs (in billions)
- $ 10 $ 15 5 20 * 25 $ 30 % 31 - 10 $ 5% 20 % 255 30 31
0% % 8% @B% 8% 9% © %) % 48% B% 8% 9% (007
000% 331% 5.7% 7.62%% 953% 1143%  1181% 8 5000 32341 $Hb1 ' HHER BB 023500257
05 7.9%% 11.73% 1366% 155”0  174/% Q1 05 7431 772 SLIPL KN 12  $14828351,6453
10 158% 197 216000 2351% 54% ¢ 10 $386l  $6202 $H8RB73 $,9643 $157.13
15 88%  2Z168% 205  3L45% h 15 2P ®IH6B RIBB ReN74
20 3178% B5 374%% ¢} 20 @2 530063 BIRA
25 D0.72% 4353% 25 $337153 WEAA
$0.5 billion cash infusion and no POBs issued in 2008
Assumed $3.1 billion TRS UAAL in 2007
Annual employer contribution amount for Tiers I, Il, and IlIl would be $266 million withoutcash infusionand POBs starting in 2007
HB 13 - POB Presentation - 2/8/2008

Funding ratio will be improved from 59.9% to 66.36% (based on preliminary $4.63 billionTRSasset as of Dec 31, 2006)
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jjrc Taxable Bonds vs. Tax Exempt Bonds

m Taxable Bonds
m Can be issued for any purpose
m Complete flexibility with use of proceeds

Interest rate about 1% higher than tax exemptin current market

m Tax Exempt Bonds
« Can only be issued for public capital projects
> Earnings on proceeds are restricted to yield paid on bonds

> 1% lower interest rate than taxable bonds in current market

HB 13 - POB Presentation - 2/8/2008



The D ifficulty with Tax Exempt

m Very difficult to identify appropriate G-funded capital projects to
issue bonds for.

m Certificates of Participation issuance is the most viable option.

* However the existing, yet unexpended GF funded capital projects are
small, for private purposes, short lived acquisitions, operational grants,
or federal match.

« Fiscal Year 2008 capital budget is only $100 million, all of which could
not be funded with tax exempt bonds.

m Any use of tax exempt bonds to fund capital projects would have to
ha coincidental, rather than integrated, to any use of on hand cash
to fund PERS/TRS contributions.

Take-aways

HB 13 - POB Presentation - 2/8/2008



Take-aways

If we can earn more than the cost of POB, we
are better off for issuing it.

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.

HB 13 - POB Presentation - 2/8/2008



ALASKA'S FUNDING LEVEL FOR its pension system— at 74% in 2006— is below the national average, but that is a
major jump fiom the state's 64% funding level in 2005. Alaska is one of just a few states to have funded retiree health
and other non-pension benefits as part of its pension system. Its long-term liability of $3.4 billion for retiree health
benefits was 65% funded as of 2005. Alaska started pre-funding its retiree health costs in the 1970s and was one of only
three states in 2006 to have set aside enough to cover more than 50% of its liability. Alaska is one of seven states in

which neither teachers nor state employees participate in the U.S. Social Security system.
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CALIFORNIA HAS A LONG-TERM RECORD of solidly funding its pension system, so its concerns about retirement
benefit costs for public sector employees are largely focused on health care and other non-pension benefits— and
with good reason. California faces a long-term liability of $48 billion for retiree health care for its public workers— an
amount second only to New York's in si/e— but it is one of the five largest states in the country that has not put aside
any money for this bill. The state legislative analyst's office has been active in following this issue in California and

nationally; see www.lao.ca.gov/retireehealth.
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CONNECTICUT HAS DOUBLE THE TROUBLE of most states: a severely underfunded pension system and some of
the steepest bills in the country coming due for retirement health and other non-pension benefits. The state funded its
pension bill at 100% in 2006, but has often fallen short of funding its whole annual contribution. The state's actuaries
have calculated the non-pension bill at $21.7 billion— a figure that does not include benefits for teachers. No money
has been set aside yet for this liability, which amounts to about $6,136 per capita, based on the population of the
state. That figure is larger than that faced by any other state and far higher than the $774 median for the country. Non-
pension benefits for state employees are based on labor negotiations that occurred in the late 1990s— an agreement
that is in place until 2017, according to the Connecticut comptroller's office. To move toward full funding of this

the state's annual contribution would be $1.6 billion— four times more than the $393 million in non-pension

obligation,
benefits that it paid for current retirees in 2006.
ru J1. rra®Cvia
2 p VvV * Tt
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ILLINOIS HAS DOUBLE THE TROUBLE of most states: a severely underfunded pension system and some of the

steepest bills in the country for retiree health care benefits. On the pension side, lllinois has one of the poorest-funded

systems in the country. While the state has made a number of reforms, it still is underfunding its annual contributions.

On an aggregate basis, the state contributed only about 44% of what its own actuaries deemed necessary in 2005, and
Illinois' precarious finances will be further aggravated by wnat is likely to be a significant liability for

only 33% in 2006.
Illinois offers substantial retiree health benefits to public sector employees, and while the state

non-pensian benefits.
has not yet determined the long-term cost of doing so (officials say an actuarial valuation is now in progress), the Civic

Committee of the Commercial Club of Chicago has estimated the price tag for state employees at S48 billion.
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KANSAS IS LAGGING BEHIND many other states when it comes to managing its long-term bill coming due for
pensions. The state has fallen short of meeting its annual payments toward its long-term pension obligation for each

of the last 10 years. In the last several years, Kansas' payments have dropped to a little less than 70% of what the

state's own actuaries say is needed to keep up, hitting a low of 63% of the required contribution in 2006. Kansas has

undertaken significant pension reform in the last year, however. On the non-pensions side, Kansas is one of seven states

that had not completed its actuarial valuation of the long-term costs of retiree health benefits at the time of Pew's

report. But the liability likely will be small relative to that of other states. Kansas does not offer a cash subsidy, but only

the "implicit subsidy" that comes from including retirees and typically healthier active employees in the same health

plan.
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NEW JERSEY HAS DONE AN ABYSMAL JOB of keeping up with annual funding requirements for its pension system.
And when it comes to retiree health benefits, the slate faces bills coming due of nearly $22 billion just for stale
employees, and another $36.5 billion for teachers. (Only some statos have calculated the latter; in many, the liability
for teachers will appear at the local school district level.) Although New Jersey's pensions, in the aggregate, are

only slightly less well funded than the 50-state mean, the system has suffered from a number of problems. The state
recently passed several reforms designed to improve its performance and provide better and clearer public disclosure

of the inner workings of the pension systems. On the non-pension side, retiree health benefit costs are substantial and

growing far faster than the rest of the state budget.
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OREGON CURRENTLY HAS THE BEST-FUNDED pension system in the country, and it is one of just six states on track
to fund its modest retiree health benefits as well. On the pension side, Oregon's strong performance is partially due to
the state's use of bonds to finance its liabilities following a significant drop in pension funding levels in 2002. The state
also substantially reorganized its pension system in 2003, shifting to a hybrid plan that has both defined contribution
and defined benefit elements. Oregon's non-pension, retiree health benefits are extremely modest, but the state was
on track to fully fund those obligations at the end of fiscal year 2006. (In fact, it was one of only 13 slates with any
assets set aside for non-pension benefits as of 2006.) If Oregon continues on this path, its total non-pension liability will

be reduced from $832 million to $238 million, based on the higher interest rate the state can assume if it consistently

sets funding aside in an irrevocable qualified trust.

TOTAL BILL COMING DUB $51 .2 billion TOTAL BILL COMING DUE: $832 million
FUNDS SET ASIDE: $56.6 billion IUNDS SET ASIDE- $187 million
PORTION UNFUNDED: $0 PORTION UNFUNDED: $645 m illion2
PERCENT FUNDED. 110 as of 2006 2 PERCENTHUNDED: 22 as of 2006
TEN YEAR FUNDING HIGH 11 0% in 2006 | y'-'X
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TEN YEAR FUNDING LOW: 91 % in 2002
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WASHINGTON HAS GENERALLY KEPT a careful eye on the health of its many pension plans, which are well funded
on an aggregate basis. The slate also has moved quickly to resolve potential problems. For example, the legislature
suspended contributions to several large closed pension funds in the 2003-2005 biennium and planned to do so again
in 2005-2007, but the 2006 supplemental budget included $350 million for a pension stabilization account that helps
position the state to recover from past missed payments. Additional funding has brought that account to $448 million.
Retiree health benefits are moderate. So far, the state has chosen not to set aside any retiree health funding for the

future, but is trying to use management reforms to lower growth in health costs.

TOTAL BILL COMING DUE: $48.1 billion TOTAL BILLCOMING DUE: $3.8 billion 1
FUNDS SET ASIDE: $47 .9 billion FUNDS SET ASIDE: $0
PORTION UNFUNDED: $201 million PORTION UNFUNDED: $ 3.8 billion 2
percent funded: 99 .58 % as of 2006 2 PERCENT FUNDED O aS of 2006
IEN YEAR FUNDING HIGH: 124 % in 2000 HOW IS THE STATE DOING IN
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WHEN IT COMES TO PENSION FUNDING LEVELS, West Virginia— with about 55% of its aggregate pension
obligations covered— lags behind every other state. Just four years ago, however, the situation looked much worse.

In recent years, West Virginia stands out for responsibly funding its annual required contribution to its pension plans.

It also was one of the speediest states in taking action to reduce its sizeable liability for non-pension benefits— mostly
retiree health care. The state, along with a dozen others, established an irrevocable trust in 2007 in which to set aside
assets for funding those benefits. It also increased co-payments for retirees and reduced costs by requiring that most
retirees participate in a Medicare advantage prescription drug program. West Virginia's intention to at least partially
fund its non-pension benefits, along with aggressive cost-containment efforts, resulted in a significant drop in the state's

long-term bill- from $7.8 billion in the initial valuation lo $3.4 billion in a subsequent valualion in April 2007.

sag
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WISCONSIN STANDS OUT in how it has managed the bill coming due for its public sector pension obligations. In fact,

the state's pension system has had a remarkably steady ride over the last 10 years. Wisconsin has an excellent record of

making its full annual required contribution. It issued $729 million in pension bonds in 2003, and at that time became

the first state to issue bonds for non-pension benefits as well, to the tune of $600 million. This makes it the only state

in the country that has just about fully funded these liabilities. This is not as tall an order as in many states, because the

benefits are very modest. Wisconsin's long-term retiree health care costs stem from a subsidy that allows retirees to

participate in the same plan as younger and healthier active employees. It also allows unused sick leave of departing

employees to be converted to health care accounts.

TOTAL BILL COMIi /GDUE: $7 3.7 billion 1

FUNDS SET ASIDE: $7 3 .4 billion

PORTION UNFUNDED $320 million

’ERCENT FUNDED: 99 .6 as of 2006

TEN YEAR FUNDING HIGH: 99 .6 % in 2006

TEN YEAR FUNDING LOW' 95 % in 1997
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State of Alaska
ALASKA RETIREMENT MANAGEMENT BOARD
Relating to Pension Obligation Bonds

Resolution 2007-17

WHEREAS, the Alaska Retirement Management Board (Board) was
established by law to serve as trustee to the assets of the State's retirement systens;

and

WHEREAS, the State of Alaska and its political subdivisions participate in
the retirement systems as a matte of law and through participation agreements and
pursuant to those provisions public employer contribution rales are set by the Board
based on information including actuarial assumptions and calculations of unfunded

accrued actuarial liahility; and

WHEREAS, Chapter 9 FSSLA 2005 (SB 141) enacted changes to the
retirement systems and among other things required the Board to provide reports to the
legislature and make recommendations regarding short term and long term solutions to
improve the financial health of the retirement systems; and

WHEREAS, the Board has received information from public employers as
well as advisors, consultants, and o'.her experts concerning the potential usefulness of
pension obligation bonds ("POB's") to assist public employers in meeting their
obligations to the retirement systems and in particular to pay the unfunded accrued
actuarial liability of the systems; and

WHEREAS, public employers as well as consultants and experts have
represented to the Board certain matters concerning POB's including:

1 POB's have been used to finance liabilities associated with under funded
pension plans and under the right circumstances POB's can significantly reduce the
cost of financing a pension liability;

2 POB's carry the nisk if the pension system earns less on the bond
proceeds than the cost of issuance and interest on the bonds, the issuer would incur
higher costs than would have been incurred without issuing the bonds; conversely if the
system earns higher returns than the cost of capital rising from issuance of tho POB's,
tile public employer issuing the POB's will potentially benefit;

3 Determining success of POB's is a long term proposition because a final
assessment is not possible until the POB's are paid off;



4, POB's provide an option for public employers to make higher than normal
contributions to the systems and such higher than normal contributions appeal to the
Board because the contributions could reduce the unfunded accrued actuarial liability
and therefore improve the funded status of the systens;

5 There are certain concerns regarding the ability to invest proceeds of
POB's according to the Board's normal asset allocation plans upon receipt of such
funds; as such there is a need to assure that an asset allocation specific to the
proceeds of particular POB's can be made: a specific allocation and risk profile may be
necessary in order to recognize that some asset classes such as real estate may not
allow immediate access to quality investments with respect to proceeds contributed
through the issuance of POB's;

6. There would be no guarantee of a particular rate of retum by the Board
with respect to investments of proceeds of POB's; and

WHEREAS, since it is a primary responsibility of the Board to ensure that
pension systems are fully funded, POB's may offer an appropriate mechanism if
appropriate legislative actions are taken to meaningfully enable issuance of POB's by
interested public employers under state law and constitutional provisions.

NOW THEREFORE BE IT RESOLVED BY THE ALASKA RETIREMENT
MANAGEMENT BOARD THAT:

1 The Board acknowledges employers participating in the public employees'
retirement system, teachers’ retirement system, and judicial retirement system should
be encouraged to evaluate all feasible options to Fnance their pension obligations
including the use of POB's as such an option,

2 The Board recommends that the legislature undertake appropriate action
to enable public employers to access capital markets in the most favorable means
possible, with the issuance of POB's being one such potential means of access;

3 The Board believes that POB's constitute a concept worthy of fair and
further consideration and supports passage of legislation to allow the issuance of POB’s
when an employer determines it would be beneficial.

DATED at Juneau, Alaska this day of April, 2007.

ATTEST:

J-U OP Ajlal/ o

""Secretary



pe< S K\ ~ errecrPublic Employees ofAlaska, APEA/AFT
g Anchorage Office

® ri'nr a ** 10 Arctic Blvd., Suite 200, Anchorage, Alaska 99503
apkwe>; ° Phone (907) 274-1703, (800) 478-9992, Fax 907-277-4588
March 12, 2007

Representative Mike Clienault
Representative Kevin Meyer
Co-Chairs, Fnance Committee
Alaska llouse of Representatives
State Capitol

Juneau, AK 99801-1182

Representatives Chenault and Meyer:

The Retired Public Employees of Alaska represents over 3,000 members that worked hard for
Alaskans for decades at the State and local levels of government. Two thirds of our meners
remain in Alaska and contribute many thousands of volunteer hours and substantial sums of
money to the Alaska economy. Our menmbers care about the future of Alaska and many are very
actively involved in our communities and in the political process.

We understand that the projected under funding of the Public Employees Retirement System,
Teacher Retirement System, Judicial Retirement System and National Guard Retirement System
will result in asignificant increase in employer contributions for FY-08. RPEA supports the full
funding of these costs from State general funds. We ask that you supyport this approach during
your budget deliberations in the upcoming weeks.

There are two bills regarding the retirement system that the Retired Public Employees of Alaska
support. We support 11B 12 as we believe the prgjected under funding needs to be paid down on
anannual besis. We know there is no “magic” in the 7 year period in the bill, it is a point of
departure for discussion. We support 11B 13 as it gives municipalities an option to deal with
their portion of the under funded obligation.

Please fed free to contact me if you have any questions on RPEA’s positions on these issue *

Respectfully,

S:un Trivolte

resident \fh ILo , a \

ee Hnance Committee Members

Protecting & Enriching j c

Your Retirement Years
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Time M ay Be Ripe For A POB Revival

Despite the prospect of increased funding ratios for public pension funds over the next several years, pension
obligation bonds (POBs) may recmergc as a key financing tool for unfunded pension liabilities. The key to this
recmcrgencc, after a two-year hiatus, will depend upon actual investment performance in 2008 and 2009, the ability
of plan sponsors to make actuarially required contributions (ARCs) in light of uncertain economic and revenue

conditions, and burgeoning liabilities for other postcmploymcnt benefits (OPEB).

According to the National Association of State Retirement Administrators (NASRA) Public Fund Survey of 2007,
public pension fund assets returned a healthy 11.9% on average between 2003 and 2006. Given these very strong
returns, which are above the average assumed return rate of S% for most fund assets, Standard Sc Poor's Ratings
Services expects to see increased average pension funding levels over the next several years. However, NASRA
reported that the average ratio of the 112 public pension plans in the survey was 86% in 2006. Although the ratio is
still relatively strong, it is down significantly from the fully funded status in 2000 and 2001. In general, funding

ratios declined due to poor returns in 2001-2002, benefit enhancements, demographic assumption changes, and

underpayment of ARCs by several large state sponsors.

We are already beginning to see some POB activity, with Alaska, Connecticut, Puerto Rico, and Kentucky among
the states currently contemplating a large POB issuance to bolster funding ratios and reduce costs. West Virginia
recently securitized its tobacco settlement revenues and used proceeds to fund its pension plan, although the issue
was not a POB in the traditional sense. POBs have been popular with issuers and successful for the sponsors in the

20 years through 2005, but issuance slowed in recent years because of strong investment returns.

Rating Implications

Employers looking to help manage their unfunded liabilities through the issuance of a POB should carefully weigh
the pros and cons. It is also important to understand how the POB (its into the overall debt and liability structure of
a prospective issuer. 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 lor problems

POBs could have a negative effect on credit quality if they were structured poorly. Standard & Poor's will continue
to evaluate POB risks in light of each employer's profile at the time of sale as well as their projected effects over

time. POBs may work as planned over the long term, but could cause short-term fiscal dislocations depending upon

actual investment returns.

Brief I listory

Overall, POBs have largely been successful for the sponsors who have used this strategy. In the past 20 years when
the vast majority of these bonds were issued, investment yields overall exceeded investment return assumptions ol
public pension funds ind the interest cost of the POBs, generating actuarial gams for the plans. While a few I’"OBs

issued m the 1980s, the fust big wave of POBs came in the early 1990s. By the end of the decade, about Si 5 billion

of POBs had been issued.

The years 2000 and 2001 were slow for POB issuance because of the strength ot U.S. public pension 11111(1111);
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Time May Be Ripe For A FOB Revival

especially in 2000 when ihe average funded ratio was slightly over 100%, lip from only about 80% in 1990. These
robust funding gains were fueled by above-average equity returns during the late 1990s and a general shift in the

weighting of public pension assets to higher-yielding equity assets from fixed-incomc assets.

Beginning in 2003, however, public pension funding ratios fell sharply, exacerbated by a combination of adverse
circumstances, including the decrease in pension asset values due to poor equity returns lollowing the dot-com bust
in 2001-2002, the increase in liabilities from benefit enhancements put in place during that time, and demographic
changes, such as increased member longevity. These factors created the second significant wave of POBs in
2002-2005, As in the first wave, California counties led the pack, and there were a number of repeat borrowers, but
there were also significant new players. The state of lllinois, which issued a POB in June of 2004, holds the POB

record for sheer size at $10 billion — almost four times larger than the previous record. Oregon, Kansas, and

Wisconsin, have completed $1 billion plus POB sales in recent years.

POB Mechanics

Complex financial implications, simple execution

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 will be funded with the POB. In the 1990s, most employers funded the entire UAAL, but for
various reasons discussed below, many now tend to finance less than the full amount. Once the POB is sized and
sold, the net proceeds are placed in the pension trust fund to be commingled with the other funds, and usually

invested according to existing asset allocation guidelines. Thus, the pension fund experiences a rapid increase in

assets resulting in a higher funded ratio.

I-'or the POB to generate savings for the employer, the investment return rate on the invested 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 two rates, the better. The employer, as POB issuer and obligor,

would then be projected to achieve lower total pension contributions than it would have if it had not sold the POB.

POB Risks

POB issuers face three principal risks:

e Arbitrage;
e Leverage; and

« Political

Arbitrage

POBs are essentially an arbitrage arrangement, the success of which depends on the premise that the pension trust
fund assets (including POB proceeds) will earn on average more than the POBs' interest cost, and hopefully the
pension plan's assumed investment return rate (generally about 8%) or better each year lor the lile of the bonds. Il

the bonds are »old al an interest cost of 6%, lor example, the spread could generate savings il the investment return

goals arc met over the life of the bonds.
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If the POB trust fund earns 8% or more on the bond proceeds, the issuer would pay lower pension-related 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 flow since an unfunded actuarial accrued liability could

reemergc. If returns are above 6% (as in the example above) but below 8%, the employer would have increasing

contribution costs, but would have had them even without the POB.

While certain periods, particularly the late 1990s, produced some impressive investment returns, returns can vary
dramatically and may or may not average the investment return assumption or even the POB interest rate cost. Por
this reason, a POB's full effect is only known at the bonds' final maturity. Many POBs have appeared successful for
several years, or even a decade, only to have investment gains eroded upon maturity. Conversely, after poor results

in the early years, some POBs achieved projected benefits in ihe 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 of
higher returns, and some that are lower (maybe significantly), than the investment hurdle. We do not have to look
back very far to see evidence of such swings: in fiscal 2001, the S&P 500 index of domestic equities fell 16%; in
2002, it fell 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 and they had the higher debt service costs

due to issuing the POB.

Leverage

Adding too much leverage is another risk factor for POB issuers. Borrowing for any purpose increases leverage and
fixed costs. While the issuer is substituting one type ot long-term liability (POB) for another (pension UAAL), there
is a difference. In most cases, bond debt service is a "hard" obligation compared with the "softer" contribution
payments used to amortize the UAAL. Bond debt service becomes a fixed cost and must be paid in full and on time
or the issue falls into default with wide ramifications. Conversely, employers' contribution payments to a pension

trust may be temporarily deferred or reduced without serious negative consequences.

However, risks and opportunities are also associated with "softer" obligations. A soft obligation may be deferred
during a temporary period of reduced liquidity resulting from a onetime unexpected expenditure or an unexpected
dip in revenues. The obligation may be deferred until fiscal balance is restored to bring payment ol the obligation
back on schedule, resulting in no credit impact. Unfortunately, soft obligations may also be deferred for political
expediency, creating significant credit issues if this deferral is practiced over successive periods. A hard obligation
could lead to better long-term fiscal stability if political deferrals arc a real risk. Regardless of the political climate,
the size of the POB relative to the issuer's total debt structure must be measured in terms of the level of debt service
that can be managed if actual future investment returns do not meet the original POB plan projections.

Political

POBs can become a political issue if the debt is sold to the public as a complete solution to the government's pension
funding problem. For example, if a POB is issued for the full UAAL, resulting in a 100% funded ratio, and
subsequent Ingher thnn-nvcrapc returns push the ratio to 1 10% or 120%, political pressure could arise to distribute
the so-called excess funding by increasing benefits or decreasing contributions. In fact, in a lower return
environment with declining funding levels over the long term, those systems that have taken the bulk of their excess
funding out of their POB structure may see trouble ahead. For example, say the POB issuer described above had
average annual investment returns of 10% against its investment assumption of 8%. |lowevcr, instead ol permitting

the natural increase in the funded ratio that these conditions would have caused, the issuer managed its funding

Standard & Poor's RntinysDiract | January 23, A)0J
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ratii), through contribution holidays and benefit improvements, to maintain the ratio at around 100%. If investment
returns decline, the issuer may have already reaped all its gains from the transaction structure and be headed for

actuarial losses. If actuarial losses arc incurred, employer and employee contribution rates will likely increase.

Rating Process

The rating of POBs parallels that of long-term debt with similar security but also considers certain additional
analytical factors pertinent to the POB and trust fund. POBs issued to date usually have a GO or appropriation
pledge. In our analysis of POBs, we focus on the bonds' effect on the issuer's debt structure and the ability to meet
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 trust fund 0ll a pro forma basis is also part of the review.

From the balance sheet perspective, we look at how the POB fits into the issuer's total debt structure, including a
review of future capital requirements that may require bonding, as well as other long-term liabilities. We look at
total debt with and without the POB so as not to penalize ,lll issuer in comparison to another issuer that may have
relatively low debt (and no POBs) but sizable unfunded liabilities. We also evaluate the leverage added by the POB
to determine if the issue markedly increases hard, fixed costs (bond debt service) in place of a softer, more
discretionary obligation. We will also seek to determine if subpar investment returns could put upward pressure on
pension contribution rates and whether higher contribution rates, coupled with the POB debt service costs, put the
issuer's budget under greater strain. The issuer must also be cognizant of the effect .| POB issue may have 01l

statutory debt limits or whether the issuance impedes debt issuance for the capital improvement plan.

From .l cash flow standpoint, we review projected debt service and contribution costs, with and without the POB,

and the validity of the assumptions, including those for POB interest costs and trust fund investment returns to

determine how these projections compare in total and annually.

The spread between interest costs and investment return generates the savings expected from the transaction. The

issuer must be able to provide details on the following:

e Magnitude of annual savings and total present value savings,

« Where (in what years) are the savings taken?
« Are the savings front-loaded m .lll attempt to mask budgetary stress?

« Will any front-loading lead to higher, unsustainable contribution rates lll later years?

¢ Do the potential savings from the POB outweigh the risks involved?

I he cash flow analysis is critical to understanding the lull impact of the transaction. As pan of the I'()B analysis, we
also review the status of the pension trust fund, which receives the bond proceeds:

« What is the statutory relationship between the issticiicmployer and the pension lumI|?

llow have the laws and precedents for contributing affected Binding progress, and how do they play into tin I't Mb

strategy?
* What are the funding goals and how Will the POB affect these objectives?

vvww.8Inn(liirilnmljiuors.com/rnliii(jsiliioct
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Spedal rating documentation requirements for POBs

The unique nature of POBs calls for 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.

Standard & Poor’s RntititjsDirucl | January ?3, POCH fi

Ht.inijrd & Tic» 1 Ail nflmI I NoW 11 liliewinalin * «2.>! j.irMtum V * Term! tl UIf/l)it*U s>wironiha Uit



Copyright '0 23R Standard R Poors, a division of llie McGiov. Hill Qunpanics. Inc I' S&P' | SRPar dlor its third patty licensors li.v.e exdusive proprietaryrights mthe data
or informetion provided herein Tins data/information may only he used interme , lor bus.ness pjipuscs and shall not he used for any unUvful or urijuthon/ed purposes
Dissemination, distribution or reproduction ol this d.ita/mformation in cny fomiis strictly prohibited o»cept with the prior written permission ol S6P Because ol the
possibdihy ol human or mechanical cnor by SRP, its affiliates or it; third party licensors. SEP, its atfdi des and Msthud party licr r sors do not guarantee the acouracy,
adeguacy, completeness or availability ol any information and is not responsible ler any errors mr Omssrms or fa. tho results obtained frern the use ol suchinformation SRP
gives no express or implied warranties, including, but not limited to.any warranties of merchantabilii / On fitness for a particular purpose
RUEE Innoevent shall SAP. its affiliates and its third party licensers bo liahto for any drect. indirect, special or consequential dameges in connection with subscnl er’ sct
others? useuf tho date/information contained herein Access to tho data or information contained heremiis subjvit totennu  ition in the event any agiei .nent wdh ath id

party ul mormationor softwarcis terminated

Analytic services provided by Standard R Poor's Ratings Senvices (Ratings Services) are tho result ol separate achy,tics designed to presene li ein:lo;;.i-.lence and object.. tv
ol ratings opinions  The credit ratings and observations contained herein are solely statements of o; mion ami r <t statements ot fad or recoinra fatiuns to puicl. ise, hold, cr
sell any re-, unties or mate any utliei investment decisions Accarrtmgty, any user ot the mloim itc.i eord.n i-d | menshould net roly on jny cn.Jit i.iting cr ather cpmin
Contained Iu'io.n in mating any investment decision Ratings arc hasi don nfonr. itien ren .vell by Retings Seivices Other divisions of Standaid R P- rsmjy have

mfeimit" Il that is "ut avail.il . to Ratings Srrv.ces Standard& P. ot's has csiab'isvVd t . and procedures to mamtain the con!.* nbal.ty ul nun pub'.; information
received duilng tho ratings process

Ratings Services W wsst. "oj ensationler itsiatings Cali car it. tiis ....... |11 athel by the issuers 4 si;f I* securitiesl thud pathos (Mihcipehn.) am.vi 't g
the MQUACS While Stand nd A Pm! sleterves tiv>right to dis-. min.itothei.il.ng it teceves no payment fur rf.urij so, cicept for ".ubsciipt on; to dspub  at.ens
Additional mlo'matinn al’out our rating', ho; is available at ww.v star lardan.fpmis convusiahngsfoes

Ally Passwords/user IDs issued by SRP 10use'll are s.njlo usa dedicated and may ONLY he I: «d by the individual In Alwm they have been assigned Na Sturm] of
p.nswords/usei 1Ds and no simultaneous access via the same password/user IDis permiltml Ton rnnt, Itanslale, or use tho data or information other than as provided
herein, contact Client Services. f.SWater Street. New York NY 10041, |1 212 471 o ly email to lese.vcli .loques! .Cstandaidaiidpc.ors com

lh»M (Oraw Hill

Copyright GOt'e]4 2] Standaid A Poors, adivisionnt Ihe Mi Gav Hill Dunpr.es All RiglitsReseived

www.slrin(liir(liintljiuois.coiii/fiitinijs(ljrocl



THE FOLLOWING DOCUMENT
HAS NOT BEEN FILMED BUT IS
AVAILABLE IN THE ORIGINAL FILE



An Introduction to

fiant,
"Srij

(
Pension Obligation Bonds

N and Othor [MoM-Employment

Benefits

Third Edition

ROGER L. DAVIS ORRICK



An Introduction to

Pension Obligation Bonds
and Other Post-Employment

Benefits

Third Edition

ROGER L. DAVIS



An Introduction to
Pension OWbligation Bonds
and Other Post-Employment

Benefits

Third Edition

ROGER L. DAVIS



ABOUTTHEAUTHOR

Roger L. Davis is chair o f (he Public | inancc Department at Orrick, Herr: at &
Sutcliffe 111", the premier hotul eounsel linn in the country. Mr. Davis is n ml head
ol Ortich’s Pension Obligation/OPKB Bonil (itotip and has worked on nn < e than

.10 such issues in various states.

Memheis ol Orricks Pension Obligation/OPEB Bond Group are sliosvi. the

eontact list at the end ol this booklet.

DISCLAIMER: Nothing in this booklet should he crmsimed tit relied upon as leg . . ce.
Instead, litis booklet is intended to serve as an iiiimduttion to Ihe general subj « ' 'he
use of pension obligation bonds and other post employment benefit bonds, from v; ' et-
ter informed inquests (or advice, legal and financial, can he formulated.

Published by

Otrirk, ltorring)on y. Suit lifle 111

All rights tesetvetl.

Copyright" 1jno(> by Ornck, Hetnngton K Sutdiffe 111’

Itd Edition

No part uf this hook may he teptotliiced 01 li.msinitled in any form ot by any me,.

Ironic or methatiir.il, including photocopying, recording ot any mloimatmn Mo- >

retrieval system, williinil permission in wiilmg hum the [niljlislii r.



Chapter 1.

Chapter 2.

Chapter 3.

Chapter /(.

Chapters.

Chapter 6.

Chapter 7,

Chapter 8.

TABLE OF CONTENTS

INEFOAUCTION ... e 1
Pension OblGationS ..ottt 3
A. Unfunded Accrued Actuarial Liability (UAAL).....cccoviiiiiiiiiiiiieiieeeeeee 3
B. Normal annual contributioN ........cccoeiiiiiiiiiiiiic e h
Reasons FOr ISSUING PO B S ...t 5
A. INTEreSt RAIE SAVINGS.c.eivivevieeeeeereeeieieteeeeeteee e e e s ettt e et tetess et sasennena 5
B. DISCOUNS  ..evovevececeteeeseceeteseseceeaeseseseeaesesenaseesesenasseaesensssesesessnaesesenenassenanans 6
(RN ST T - Vo L= IR 6
DI =TUTe o= A = = 1= 70O 7
L. Labor Relations BeNefitS......ccccciieueueierivirerereeeie ettt 7
F Better than the Alternatives........cccoccviiiiiiiii e 7
Possible Disadvantages of POBS......ccocoiiiiiiiiiiiiii e 9
TYPES Of P OB S .oeiviiiicieeeeeeeeeeee e et s et en ettt e eeeee e e 1
A SECUMY oot 1
B. Credit Ratings/Borrowing CapacCity........ccccuuermeeeeeeniaiiiiiieeiee e e e 13
C. Structures.......cceeuene... 4
D. Payments to the Pension fund: Whole or f'a it......c.ccccccccoeevevieinennnnn. 17
TAX ISSUEBS e
A Taxable BONAS.......cviiiiiiiie e
B. Tax-Exempt POBs Prior 10 i0OW> TaX ACE  ....eeeiiiiiiiieeeeeeeiiieieeeeee e
C. lax Reform Act of 1986: Transition Rules...........cccc.cc.........
D. Columbus Case.........cccocveiiiiiiiiiiiiecce,
E Tax-Exempt Working Capital BONdS ........ccoooviiiiiiiiiiiiiieeeeiiiieeeee e
F Investment nl POB Proceeds in Municipal Obligations....
G. Other Considerations: Effect on IRANS.......ccccoiiiiiiiiiiii e,
Federal Reimbursement Issues ..................... iz
Other Post Employment Benefits (OPEB) ....cccccccveeeiiiiiiiiiiiiieieeeeeee >7

[*[ NSIUN OIUKIATION HONDS AND MIIII K 1I'OSI-t MIMoYMI Nt HI NI Ills




Chapter 9-

Chapter 10.

Chapter 11.

Chapter 12.

GASB 45 ..
A. Accounting Change........c.ccccuvinnnee
B. Annual Required Contribution (ARC)

and Net OPEB Obligation (NOO) ...
C. Effective Date........ccooceeeeviiiicininnenn.

OPEB O ptions
A. Reduce OPEB Obligation..................
B. Continue pay-as-you-go0..................
C. Undertake a funding program........

OPEB TruUStS .ooiiiiiiiiiiieceei e
A. Types of OPEB Trusts ..........ccccceeeee
B. Characteristics of OPEB Trusts

OPEB BONAS.cccoiiiiiiiiiiiiieeeee e
A. Advantages/Disadvantages............
B. Types and Legal Authority ..............
C. Taxable ...
D. Federal Disbursement Issue............

AppendiX A: NeW YOrK....oooooviiiiiiiiiniiinenene
Appendix B: California .........cccccceevviiiennnnnen.
Appendix C: Oregon .......coccceeveeiereeeeensiiiiinnees

Contact Information
Orrick's Pension Obligation/OPEB Bond Group

* 29
29

+29
*30

<3l
.31
132
, 32

35
35

36

39
39
40
Ai
41

43
49
55

59

AN INTRODUCTION ill



CHAPTER ONE

Introduction

IVnsion obligation bonds (“POBs”") are bonds issued by a state or local
government to pay its obligation to the pension ItnuJ or system in which its

employees (or others for whose pension benefits it is responsible) are members.

POBs have been an increasingly popular and successful way lor state or local

governments to accomplish avariety ol financial and other (including political)
objectives. According to Thomson financial, during the past decade there have
been 340 POB issues by state and local gover icrs in at least 2< states.

The purpose ol this pamphlet is to introduce interested parties to the reasons
why POBs arc issued, advantages/disadvantages, structure alternatives, federal ta\

issues, and representative programs in three states where P( IBs are particularly

popular.

Since the first edition of ihis pamphlet in 3003. new accounting title | iIASB |S
has been pionmlgated, reiliiiring that other (nonpension) post employment
benefits ("I >IT.B") be accounted lot much like pension obligations. |In has
given rise to intense interest in defining OPP.B. calculating the unfunded
accrued actuarial OPIiB liability, developing a strategy lor handling this liability,
establishing OPI B trusts in which to mahe deposits against such liability and
the possible use ol bonds to lund stub deposits. | hetelote, the purpose and

ioverage ot this pamphlet has been expanded to provide an inirothiilion to

these topics.

I lie anthoi isthair ol the Public Pittance 1Vpatintent at 1 )rrivi;. 1 lettingoin
Sutcliffe | | P and has been bond counsel on seu'ial do/cii I’'OBs in \aiioti- tales.
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He has also been in the forefront of establishing OPEB trust anil OPEB  «Old

strategies. | le is one of the few recognized authorities in these aspects ot ~ PEB.
Orrtck is the nation’s premier public finance/bond counsel firm, ranked _mbcr
one lor more than a decade,lwith extensive experience in all types of I'f did
similar financings.'

i li.nkirn'.S Ini si tmitii's li.ius.u lions of various types are petlormeil amui.illy by Iliimi*.on | Lwllit i
1Lis rankl'd Orrrck lennber muilin the i ountiy .is hotlriioiinsel sine=|nior In iyyo. In .in .iver, O flltk
h.iodli'®morn Ill,in v» ‘ bund issui'S. iiili;iei;,iliin: mon* Ili.m S.’ o billion.

el llie

Quii i; 11 i.mkeil by liomsnn Tin.ini i.il .is llie number one bond imiiisel In llie uiuiitiy (m
I"| ilei ,ide, will) ni.niy inn e sin liissue'. I11,ill even tillset olid Milked linn.



CHAPTER TWO

Pension Obligations

Pension obligations generally lall into two categories:

A. Unfunded Accrued Actuarial Liability (UAAL)

'Hie uuluiulcd accrued actuarial liability ("UAAL. ) is determined by the actuary

lor the pension fund to be the amount by which the pension fund is short of the
amount iliat will be necessary, without further payments from the state or local
government, to pay benefits already earned by current and former Wees
covered by the pension system The UAAL. is based on assumptions (in some cases
established by the actuary and in some cases by the pension system or bv the state or
local government) as to retirement age, mortality, projected salary increases attributed
to inflation, across-the-board raises and merit raises, increases in retirement benefits,
cost-n!-living adjustments, valuation ol cunent assets, investment return and other
matters. In older to avoid val ttilitv in the UAAL. based on swings in market
valuation, the investment gains and losses on assets in the pension mud ate nlicii
recognized (sometimes iclericd to as "smoothed ") over a 3 to Syear (or longer)
period. The state or local government is obligated to amortize the UAAI. over a
period established bv law or agreement with the pension svstem, tvpicallv at an
assigned interest rate established by the pension system, which assigned interest tate
is usually the same as the actuates assumed rate ol investment return on pension

ftiml assets (sometimes ivleiTed to as the "Actualial Rate™).

ily.s listos mol I'llti possibilities in lootnoli*/,. Noli' also Dial, inAliul ’on1, t .II'ERS adopti'il a >w
pain v tti.it v." [ fr'.ult in sinimilmii; nvm I', yiMis linstisiil ol |).
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B. Normal annual contribution

In addition to making payments toward any UAAL, the state or local government is
required to make payments to the pension fund each year in respect of the mesent
value ol the benefits being earned by the current employees covered by tile  nsion
fund (that is, the amount being earned by those employees with each paych  k
necessary to pay future retirement benefits, based on assumptions of mortal. ;' rates,
salary increases, assumed rate ol investment income and the other assumptions
referred to in the preceding paragraph), generally referred to as the “normal mmiai

contribution."
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CHAPTER THREE

Reasons For Issuing POBs

The reasons why state or local governments issue I’'OBs vary Irom issuer to issuer ami
Irom time to time with economic conditions and other circumstances. | lowcvcr,

these reasons generally fall into one or more ol the following categories:

A. Interest Rate Savings

As described in Chapter2. most pension systenms assign an interest component to the
payments the state or local government is required to make in respect of its UAAL,
Assigned interest rates currently generally range Irom 7% to <Shdepending on the
particular pension system. When taxable bond rates are low, and as ol beginning ol
2006 they ate roughly 3.n"u or less for 30 year debt, then I'C)Bs can function like
aclassic interest rate savings refunding. Lor example, il the assigned rate is 7.5%

on a IIAAI. of SI00.000,000. the annual all in cost would be roughly $8,9>0,000
assuming a 30 war amot ti/ation, compared to an all in cost of $6,000,000 on [I<)ILs
amortized over the sune period assuming av n “dimetcsi rale and i osts ol issuance
of I'Ni. These savings to a degree can be front loaded or otherw ise structured to occiu
when most needed (see Section (. ol Chaptcr ).

t>n the other hand, because the factors on which the UAAI is based ate constantly
changing (such as mortality and investment letmn). the final amount ol interest rate
savings cannot be determined with certainty, Also, the assigned intctest rate may
change Irom time to time during, the lile ol the bond issue, and, at least theoretically,
the amount ol intctest rate savings could become negative (even tl all the other
factors remain the same) il the assigned imetest tate wete to dtop and remain below
the bond interest rate lor a substantial period. So lat this lias not occulted, even

though the assigned imetest rate in some cases has chopped by mote than one

PENSION Olll IC.AIION DONDS ANtt OIIIER I'OSI . MI'tOYMENt HI M HIS



percentage point since tile mid-1‘AMs. This possibility is furthermore generr
considered to be unlikely, because the assigned interest rate is based on an
investment rate ol return which reflects investments with a higher risk prott!

therefore, higher projected return than the I’OHs.

D. Discounts

In some cases, it may also be possible to negotiate discounts with the pettsta

for early payment ol the normal annual contribution or even the UAAL (w,.

refect the pension fund’sassumed rate ol investment return or even its then
investment opportunity). It may also be an opportunity to renegotiate orh..

the pension obligation.

C. Aiuitrage

(ienerally, pension funds may invest in a much broader i.inge of investment
the tale or local governments, and the si/e and diversity ol the pension lun
porli lio allows lor a higher risk profile than the state or local government
pruden. / sustain with its own investments. As mentioned above, this is wir
assumed rate ol investment return is generally mateiially higher than the b
| he actual investment performance ol most pension systenms (at least in too
has substantially exceeded the assumed interest rate. Therefore, there is tin
that proceeds ol the I’'()Hs will be invested by the pension litnd at signillc

higher return than the interest cost on the I'<)!)s (even il interest on the |

taxable)

In almost all cases, the benclii ol earnings on investment ol bond proceed
pension fund will be credited to the state or local government issuer either
I "\Al or teduced noimal annual coitnibntion ot both. In some cases, tin
ol this hcnelit is subject to negotiation between the state ot local govcinun
pension system and may even be decided by the state or local government
| his benefit liom earnings is why intetest on I‘( >IL is generally not exempt
federal income tax (see ( haptci (t). so this atbitiage is no' the tvpic.il tniui.
bond arbitrage derived Irom borrowitig.it lax exempt tales and investing a

rates, but rather what might be called tisk atbitiage derive#! Itoni bunowim
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the credit of the state or local government ami participating through the pension
fund in a portfolio of investments that is designed to produce a higher yield and
manage the higher risk through diversification. O f course, there is no guaranty that

such arbitrage will be positive.

One study of ’OBs in 2004 concluded that 84% were profitable to their issuers.
Another 7''o were at breakeven, leaving only *)% that have lost money, liven
measured as of the least favorable time in the stock market, late 2002. only 34%
were money losers, most of which were less than four years old and most ol which
are now at breakeven or profitable. Virtually all I'OBs are expected to be profitable

over their term.

D. Budget Relief

I'fining periods of substantial budget deficits, IK >Bs are frequently used for budget
relief. This may be accomplished by:

(1) teamorti/ing the UAAI. by replacing the obligation to the pension fund with
IK)Bs having a longer term and/or lower payments in the early years (oi even no
debt senvice in the early vears il capital appreciation bonds (( AB.) or capitalized

interest is used): and/or

(2) funding the normal annual conttibution for the unrein (and maybe the next)

fiscal year (to the extent petmitied by applicable state law).

E. Labor Relations Benefits

Some state ot local governments have used I'OBs. &t least in part, to improve
relations (ot negotiations) with its employees and then unions by funding unfunded

pension liability to those employees.

F Better than the Alternatives

In some cases, IK>Bs are simply better than the alternatives! (i) paying mote into tin
pension bind: (ii) asking employees to pav more into the pension fund: (iiil icelm mg
benefits: ot (ivj hoping that gains on pension hind inu'xtmcnis will substantially

exceed the assumed latent investment return.
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CHAPTER FOUR

Possible Disadvantages of POBs

1)('spite the foregoing benefits of I'OBs, there are a lew possible disadvantages:

A

t.\

T

In some jurisdictions, a state or local government may negotiate or even
unilaterally make changes in its pension obligation, perhaps by postponing
payments or changing assumptions. I'OBs replace this potentially flexible

pension obligation with a more immutable bond obligation.

As explained in ( hapter 3, while unlikely, it is possible that the assigned interest
rate will drop below the bond interest rate or that the pension bind will have

negative earnings, in each case lor a sustained period.

If the pension fund enjoys higher than expected earnings, the pension fund may
become ovcifunded and tesitir in temporal)linntiibiitiou holidays, but also can

lead to increases in retirement benefits that may oe costly to sustain at some

point in the future.

I’OBs result in payment to and investment bv the pension fund ol a lump sum
amount that otherwise would have been paid and invested in increments over a

period of wars, concentrating rathci than spieading market timing tisks.

Almost all I’OBs are taxable and most taxable bonds with fixed interest rates are
sold as noncallable bonds. Adding a redemption feature will oidinarily tesiill in
a mateiially higher interest rate cost than the same redemption feature in tax-
exempt bonds. | heteloie, taxable noncallable bonds may be expensive to refund
or delease, although there have been a nuntbci ol successful teitdci olfet
telundings of taxable I'<Ms (that is, a tender oiler was made lot the ptior bonds

and the tender price was paid with pioceeds ol new refunding bonds).
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Another way to address this concern is by using variable rate bonds, which may
contain redemption provisionswitlioutaddition.il interest rate cost, anti maw be
accompanied by a lloating-to-fixed interest rate swap if a fixed rate obligation is
desired.

Note that ninny tj i/tete issues am be oddrcssed in it i'0/e or in pnrt by nsiny Pt >Ps to

fund less tlutn nil o fthe UAAL,,
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CHAPTER FIVE

Types of POBs

A. Security

Mom I'()Bs.no payable Irom ilie general Imul ol die issuing state or local
government. As such, titev must either satisfy or he exempt from the ileht limit :::ion
provisions typically found in the applicable state constitution and. accordingly,

generally (all into one ol the following three categories:

/. (ienendtd/ligntion bunds, which term generally refers to bonds that satisfy : e
constitutional debt limitation and are hacked by the Iull faith and credit and i.c mg
power of the issuing state or local government. An example is the .90,000,00111'00
State of Illinois (ieneral ()hligation Bonds Pension bunding Series ol June 2011
(taxable), the largest POB issue to date. A v.aiation is liill faith and credit linn ! tax
bonds pavable Irom .ivailahlegener.il binds >mwithout any obligation to levy

additional taxes. See, for example, discussion in Appendix (!,

J. (ddigmions imposed hy /me, which term refers to an exception tecogni/ed ii

tew states fiom the otherwise applicable debt limitation contained in the state
constitution. It applies to obligations imposed on the state or local government  »v
the constitution ot by statute or, in some cases, by comt judgment as distingui d
from .t voltmiaiv exercise of the borrowing powet by the stale or local govcimr
Most pension obligations would qualify and. in states m which the obligation'
imposed bv law concept applies, bonds issued to fund those pension obligation

11t >Bs) are considered to have the same legal chai.icict as the- pension oblig.uti
themselves. P(>Bs issued in (' alilornia dining the past decade have all been

obligations imposed bv law. See discussion in Appendix B.
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I’OBs issued as obligations imposed by law generally cannot include reserves or
capitalized interest because those components of rite obligation ire not considered to
be imposed by lass, even on the theory they are essential to madieting the bonds
(because so many obligations imposed by lasv I'OBs have been issued svithout them).
()n the other hand, costs ol issuance may be included. The in tbility to include
capitalized interest means that it may bediflicult to achieve complete budget reliefin

the early period following issuance ol the bonds svithout resort o capital appreciation

bonds ((.Alls).

Annutilnpproprintion bonds, which term refers to bonds tint are not considered
debt subject to a constitutional debt limitation because the sta’e or local g« e.eminent
issuer has no legal obligation to pay them and payment is therefore subject to annual
(or other periodic) appropriation offunds for that purpose at the discretion o f the
legislature or governing body ol the state or local government issuer. | samples
include the million POBs issued in |‘P)6 lor the State ol New York and the

xd.K billion P()Bs issues! in 19'>7 lor the State ol New Jersev.

«i. Qilier, In the mid- 1°)8(Is and occasionally since, some cities and counties in
Claliloinia issued POBs as so called asset-strip lease revenue bonds or ceitili.ates of
participation (< OPs). Ilie city or county leased existing facilities (with a s.due at
least equivalent to the amount ol honds/( OPs m be issued) to a joint possets
authority or other governmental entity or to a nonprolit corporation, simultaneously
leasing them b.u h: the leaseb.ul. was assigned to a tiustce and bonds/( (B' were
issued secured by the leaseback payable fiom the city or county's general fund, and
the proceeds ol the bonds/O )|\ were paid io the pension fund net of costs of

issuance and reserves and capitalized interest retained bv the tiustee.

In ten.lin ciicumstaiices, it may a o make sense to use revenue bonds as |<)|ts (loi
esample, il the issuer is a ivweuuc piodi cilia cntcipiise, authority or dist.tk.ti. (See

also Appendix <' |
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B. Credit Ratings/Borrowing Capacity

Because I'OBs replace existing pension obligations, they are not generally viesveo
adding to the debt burden of the state or local government issuer (much like a

conventional refunding).’' To quote the rating agencies:

“Moody’s believes the issuance of pension obligation bonds (I'OBs) is one
cfl'cciive way of addressing tin unfunded liability. Since I'OBs reduce the
cost of funding an unfunded liability, their issuance is not by itself a credit
weakness. | lowcver, the planning and analysis conducted by a local
government as part of the decision to grant expanded benefits, the
governments plan li>r funding anv unfunded pension liability, and its abilir
and willingness to budget appropriately lor any attendant highc >ds arc
reflective ol the quality of the government's overall financial management.
These factors, therefore, will he considered in our assessment ol a

government'sgeneral credit quality.”

“Standard ¢V Boor's factors the effects of a pension obligation bond su ueg;
into the long-term rating ol the sponsor. Standard N Poor's has \ ieweil

I'( >Bs as a strategy for savings on earn ing charges as long as 'he ttans.tcii* u:
was structured conservatively and the assumptions were reasonable and
attainable. This requites a clear financing, pl.m including reasonable
assumptions and manageable leverage. Prudent expectations lot investmen
returns and the cautious use ol resultant savings help iuMiic a I'l Mis sttci
Another positive factor lot a Pi Ml is, of course, to be fortunate enough t"
sell the bonds in a low inteiexi tate environment, theteby increasing the
sptead between iuteiest costs and investment letmn expectations and

lowciing the tisl, ol iinderpcifoiinance.

"I itch believes that P( Mis. if used mode lately and in conjunction with a
piudeni approach to investing tin pioccvds and otltet pension assets, can

« a useful tool m asset ljahilitv maiiagemeiu | lowevci. a lailme to follow

T tli.il to HU* «ee(="? flLr POII*. IIMid esititt il ' 11 trtulftfit,«t* g toi»;f«ii
ifiiiinl. WwOMIn iniul lilive <l Tt (miiiilit L.0dif , m* tit 10l = lirful 1l Tiftire MAAfic
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balanced and prudent investment practices with respect to I'OB proicccds
could expose the sponsor to matket losses.

Because a sponsor’s unfunded pension liability is already factored into the
rating, the issuance ol I'OBs simply moves the obligation Irom one p err of
the balance sheet to another. | lowcver, bitch notes that I’'OBs create  true
debt, one which must Ire paid on time and in lull, rather than a softer
pension liability that can he deferred or rescheduled from time to tin:

during periods of fiscal stress. ('onsalucntlv, I'OBs can Mvea signili..n t

effect on financial flexibility over time."

The actual ratings on the I'()Bs will depend primarily on legal structure. (... neral
obligation bonds and annual apptopriatiun I'( >Bs should he rated the sam. as the
issuer's other general obligation or annual appropriation debt. Obligations  nposed by
law I’()Bs are generally rated in between: a notch below the issuersgeneral obligation

bond taring and a notch above its lease or other annual appropriation debt

C. Structures

Because I’'OBs are typically payable directly Irom the general fund ol the e: itcor
local governmental issuer, the stun line ol the bond issue- is usually simple  ml

straightforward, varying primarily in imetest tatc- mode, usingone ot ac  bination

ol tlic- following:

/. 17wl r,ue honth. Because most I'l )Bs.reissued at least in pan. to.n e
interest rate savings, most I’OBs are issued asliscd rate bonds, lliv.tcb.ut cs.ue

die same as lixed rate bonds generally: namely.:Iny Itn k in imetest tost. .. with
iuieicsi tales at historic lows, this is a very attractive prospert in itself | It
disadvantages arc: <) the assigned interest rate on the pension obligation-  -tided
with I'<>Bs is not fixed so interest savings cannot he lixed with ic-ii.iiim Section
Aol t liaptei I): atiel lii) fixed rate taxable Itoiuls ae usually sold .is nolle, die. s0
ihev vannot he casilt iviuude'd ot dde-ased il tale's di*>p or eireumsiaitee s.  itge (We-

discussion Selion | ol <h.lptct i).
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2, Variable rate demttnd hands. Variable rate demand bonds are bonds the hold. -is
ofwhich may tender them hack to the issuer or its agent upon,short notice (use— lie 7
days, hut may be | day, | month or other periods), lor a purchase price equal o  ear
plus accrued interest. As a result, they bear interest at rates like, and have some r.er
characteristics of, short term obligations. Variable rate demand bonds generally

requite a bank letter ol credit, standby purchase agreement or other facility to rc
liquidity in the event bonds are tendered and cannot be remarketed. Unless the . tier
is highly rated, variable rate demand bonds ate typically also credit enhanced wi. «
either bond insurance or hank letter o f credit or other credit facility. The advanr. jcs
o f variable rate demand TOBx arc that (i) their interest rates are generally lower <nan
lixed rate bonds, and (ii) they are usually subject to redemption at any lime wirit at
premium and at no extra interest ra.e cost lor the right to redeem. | lowcver, wi

tite interest rate usually starts out lower than lixed rate bonds, the rate is variahi .ml
subjects the issuer to imetest rate exposure and risk to the interest rate savings
objective and to the risk arbitrage pension luml investment objective lor issuim

I'OBs (see discussion in Sections A and (' ol (ihapter }). Interest rates may he

affected not only by market conditions Inn also by the financial condition of tk

issuer or the credit provider or liquidity piovidcr. In addition, there are risk, c>

and aggravation associated with renewal ofany bank liquidity or credit lacilitic

which usually have a teim of one to live years, compared to the I'l IBs which

typically have a term ol more than .'(l years.

J. Auction rate hands. Auction tale bonds appear to be the most popul.it an

variable tate mode at this time because they do not require a bank letter ol ere.

standby putehase agreement 01 similar liquidity facility requited lor variable rat

demand bonds or tnmuicn i.tl papci | bis is because auction i.it-»bonds ate nr

puttable back to the isstict. but instead ate subject to petiodic auction (typic.ill * W%
2S or days) if the holdei would like to dispose of its bonds otltet than b N

sale. | lie intctest i.tie is leset In the auction price and tends to be materially It m

the then sintent lixed rates (for example, in (he lall of 200S. 28-d.iy instiled an >u

rate taxable I'l >Bs bote tates ol loughly .vStl's. i.l1>"e comp.ucd to .lll year t

lixed tales ot approximaieh V is",)). | lowever. theie is no assm.mcc that am u

tales will uni iikie.ise to exceed the lixed iate.il xvhie It the I'<>Bs could have b
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originally issued. Il there is an auction with no buyers (i.e.. a failed auction, the
interest rate usually goes to the maximum rate (typically 12 to 15%). I-'ailw.i' auctions
are rare. I'he primary reason they may occur is (i) a cloud of some kind on the tax-
exemption of the bonds (lor example, an IBS audit or challenge to the tax -exemption
of similar bonds), which is not a risk for most I'l Mis because they are taxaime: or (ii)
a shock to the security for the bonds (for example, bankruptcy of an important
source of revenue) which is improbable with general fund obligations like 1 Mis

unless the issuer goes bankrupt (which states cannot do under U.S. h.mkitmucy law,

and cities and counties do vcrv rarely).

7. Indexed bonds. Indexed bonds arc variable rate hoods that arc not stthj: .: to
tender hack to tlie issuer and, therefore, do not require a hank liquidity f.u iitty, and
hear interest at a lixed spread over a market index (typically either three oi month
11111 MI) reset at the end ol each accrual period (typieallv quartcrlv if thtee month

I 1IH Ml is used or semiannually if six month I,lllIl Ml is used). I.IIH MI ref « to the
London Interbank i Mlered Hate and is published daily by various news am.
information services. Indexed bonds ol this type are used primarily to lacihmac
marketing of I'l )!Is outside ol the U.S. where investots are more accustom. . to

I IIH MI based investments, but are also attractive to many |1 JS investors : ..ell.
Like auction tate bonds, index bunds may be subject to redemption witln > penalty.
I lowcevcr, also like atiction rate bonds there is no assurance that 11111 Ml it .ed
tales will not iiu tease to exceed the lixed rate at wliic It the I'l Misimild It, been
originally issued. | lowevet. unlike auction talcs, the | Illl Ml index is not , nd by
events affecting die I'l 'Us issuer or the I'l 'Us. Index bonds may alsobes  >pedto
fixed mote elfiticmlv and with little ot noA 1 1 : pared to auction othci

v.uiahlc rate bonds because the global swap maikei is prim.ttily | [IU Il I'

5 Capitoloppi‘ea'ntion bonds. ( apilal appteciation bonds (I \lIsl .tic
tbit bear no uiiicnt imetest, wiliic It instead is acctiled, compotmded ‘'tisu
semiannually) and paitl a the maiuiiiy of tin-bonds. | hey ate used prim to
tedits e debt wetvice in the catlv ve.us A sail.ition is.onvetiible ( Alls, titj. mmm
as| Alls lot several years and then cottvc it on acettaiu date to curicut tm  tbonds

(with interest paid on the then accrued value o| the bonds, being the one
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conversion il.ite). | lie disadvantage of CABs is tiiat higher rates ol interest are

required in order to market them.

6. Sumps. If variable rate bonds are used, the resulting interest rate exposure may lie
swapped to a fixed rate, in whole or in part, using a lloating-to-fixed interest rate
swap. While swaps may often make a great deal ol sense in this context, they art-
complex financial investments and beyond die scope ol this pamphlet. Please refer
to another of our pamphlets, entitled Interest Rate Swaps: Application tofax-
I-Ncmpi financing (much of which is applicable even though POIVs are taxable). It is
important to make sure that if aswap is to lie used, it is consistent with the issuer's
objectives and docs not itself expose the issuer to risks or consequences the issuer
docs not fully understand or arc inconsistent with its objectives, for example, if the
purpose of using variable rate P( Mis (sto allow lor refunding or early redemption il
tales drop or other circumstances change, the termination payment that may he due
ori early termination ol the swap may offset the benefit ol and effectively prevent
refunding or redemption. There are also other circumstances in wliic It a substantial
lamination payment may he due from the state or local government, such asd fault
of the swap provider or downrating ol either party, as well as other tetmsthai c»n be
modified to suit tin- state or local government’s objectives, |-.xpert advice should be-

sought before entering into any swap.

D. Payments to the Pension Fund: Whole or Part

I't Mis may he issued to pay all ot any part ol the | 'AAl or (depending on app! Tic
si.tic law) the noimal annual contribution, frequently, issuers choose to use I'l to
lillld oldv a potlion ol the | 'AAl , gcnciallv to avoid nt tedti-.e (lie concerns
described in | hapter i. | he poition of the UAAI funded in.i\ bed) apenei.- y
ol the total | 'AAl asof the date of issuance of the I'l Ms. or (') all ot pari of -tain
\tais comiihmious m the- | fA\l . If agtecel to bv the pension system, the sscon
appioa. li i !l icsiili in suspension ol | AAl contributions dm ini’ tho*-- w-.tisif =

csample, the next succeeding IOvciis), \t the end ol the petiod. the UAAI w e

S licpriii Unitnil stall- lacy .mil linancmg stmt Inn-, it may ,i'm»lit* pvvsllitc lo LY il
fdnil. Il *iifilrtthitiiHV .imj/nr iinfwhilmi Lilnfity [ft* ifmj Ly invElinrul Inssi. nut yrt Miili/nil due L fiir
il miuv'I'Mij lalmi M'H* % ni nivi ininif kj.nir. m<! imve misi a pel'mint, U e ¥,
ViMULI
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recalculated and unionized over the remaining original term ofthe UAAI.. The risk
ol this second approach to partial payment ol the UAAL, which is much less
common than the lirst approach, is that il'investmem performance of the pension
fund is substantially below the assumed rate ol return, there could be a significant
increase in the amount of UAAL to he amortized over the remaining term. To a

degree, that risk can he addressed by subsequent issues of I’'OIVs (before or alter the

date of recalculation).
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CHAPTER SIX

Tax Issues

A. Taxable Bonds

Most I'ORs arc taxable. Tltat is, interest on ilie bonds i- included in gross incoi
lor federal tax purposes, although they are usually exempt front income taxes or ¢
slate in which the issuer is located. | his aliens nor on!. the interest rate at wliic.:
the I'<)lis are sold but also the types of investors to which they are marketed (I
example, corporate pension funds, charitable endowments and others not subj<
federal income tax and, lor some ol the larger issues. non-U.S. investors). | liet

however, a lew circumstances in which I'OIK may be tax-exempt.

WiItv most I'() Ik are taxable, with these lew exception-. is explained below,

B. Tax-Exempt POBs Prior to 1986 Tax Act

I'rior to the enactment ol the lax UcTimit Act ol I*)Sfi the * I"S(i lax Act I, 1'
that were propctlv sinuiiiied could beat interest that was excluded Itom gloss

income for federal tax pmposes, | lowever. to get tax-exempt tre.ument. investr.
ol bond proceeds lor the benefit ol the coveted employees and Ini titer employ!
to Ik designed so that the issuer/employer did not benefit Irom the investment

any wav oilier than relieving the issiiet ol the icsponsibiliiv ol paying its tciitc

Il proceeds deposited in ihe pension fund were expected 10 he invested in scd
0! obligations with 1 yield liighet than the yield on the I't Ms, the issttei s obli:
to make additional connibmions into the Ititid would be tedined in the limn

piohibited anlicip.lted diiect benefit from the investment o| the bond pioiced

the' pension luiid.
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I lowever, the situation was different where the issuer contracted with someone else
to lake over the responsibility of making payment to the retirees and paid f ,r that
transfer ol risk with proceeds ol I'OBs - for example, by purchasing an insurance
company annuity whereby the insurance company took over all liability lor the
payment ol the pension benefits. In that case, the insurance company bore "he risks
and benefits ol investment return - the issuer got no benefit from investm. us made
by the insurance company even il the expected investment return was iciic1:cct in the
price paid by the issuer for the annuity policy. In addition, the purchase of ,n
annuity was not tieated as the purchase of a "security” or "obligation" under the tax
law. A number ol tax-exempt BOB transactions were consummated in the *rly

IBKO's in which the proceeds were deposited into a pension fund and were .sed to

acquire insurance company annuity contracts.

C. Tax Reform Act of 1986 Transition Rules

I. Sto/>/n'ng IVi'w Issues oflitx-T'xeni/U Pension Bonds. As .l lesult ofthe tl at ofa
proliferation ol tax-exempt BOB issues, Congress decided to amend the ta aw to
prevent the investment of tax-exempt bond proceeds in annuity contracts, ew rules
weie adopted in the IBSO lax Act. "Investment type property,” including .; unity
contracts, was added to “securities” and "obligations" as potential arbitrage
investments. In addition, because of the urgency with which it viewed the alter,
(atngtess included a special elleclive date rule in the I'Wt lax Act tci.ttiug

annuity contracts which applied to all bonds issued after September 2S. | .The
IBSB lax Act essentially ended the issuance ol tax-exempt I'l )Bs lor the pi. ¢ ">se ol
depositing, the proceeds into a pension luiul tn lot thepuiposeol purchast

annuities to replace the issuet’s responsibilities it, its reiiiees, except as descr <ad

below.

Jhtnsilion Rulesfor Refundings o JI‘(I1Bs. | lie status ol tclundings of p- 1)B
lax Act I'l)Bs was not specilic.tlly addtessed in the lax A, 1, In conn, eion with
two laici tax a, is, the icchnit.il ( otter lions Bill <l I''NN and leclmiial anc
Miscellaneous Kesenu mA, 1 ol IBSS, ( ongtessattempted to il.trilv its post 1l on
tclundings, \\ hilt the siaiutnrv language and legislative hisimy ate ahit ¢,  tsed.
the lelated | louse, Senate, and <'onfeielici ( ommiiiee Kepoits iltdi! ate tl
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Congress intended generally to permit one advance refunding of pre-September AT
IBBS I'OBs (at least where the amount of the refunding is not greater than the
amount ol prior bonds). Additionally, the legislative history indicates that Cong'ess

intended to permit any number ofcurrent refundings of pre-September 2S, IB:-

I’OBs where the refunding bonds do not additionally burden the tax-exempt mar ket,

but merely replace existing tax-exempt debt,

D. Columbus Case

Ilhe State of Ohio created a state fund into which municipal corporations in th<
State were required to transfer, on January |, 1B(>7, all existing assets and liabili: sol
their local pension funds lor police and firefighters. Under the State law. all pet toil
liabilities accruing after the transfer would be supported by current employer an

employee contributions. Ilowever, while the State fund completely assumed llv

assets and liabilities o f .l city’s retirement fund, the law mandated the city pay t ie
fund, either immediately or over time, an amount equal to the present value ol te
accrued but unfunded liability determined at the time o] the transfer, 1llie (at’, a

( olumbtis opted to satisfy its obligation over time together with the required

interest.

In 1BB.1, the State modified the law to allow any city still owing money to the . ml
to extinguish its lemaining 1'AAl in leiuin lot a single payment equal to f>5' ¢ the
then unpaid principal balance, The ( ity decided to prepay its obligation. 11 > .
upon hearing that the ( aty was going to issue tax-exempt bonds to fund its
prepayment, icprexeniatives ol the Internal UcVelitle Service notified the ( itt

they would assert that interest on these bonds would be taxable, |lie ( iiv sot:: a

private letter ruling from the Internal Revenue Service and received an adverse  drug

which it appealed to die lax ( mill.

In the com t proceedings the Service argued, among other tilings, that the dis. , m
(lie <iiv lecvived on llie piepaviilelil ol ils obligation to the lund was a lottn
investment return and thus etc,lied impelmissible aibitrage piolit. flic Set sit
reasoned that the piising ol the pn payment lellccied the expectation of tlie si,
loud that it would be able to invest the amount ol the piepavmeiit at a \ielil

materiallv higher than ihcvicldon the ( ill's bonds, Asa tesitli, the Setvice hx  vell
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that both the City ami State Itnul would benefit form the earnings on the
investments. In addition, the Service argued that the prepayment constituted the use
of bond proceeds to acquire “investment-type property ' at a yield higher than that
on the bonds (after taking into account the discount received on the prepayment) in
that absent the discount pricing of the prepayment there would be no economic

savings for the City.

Ultimately, the City prevailed on appeal as the Court of Appeals concluded that
there was an existing obligation ol the City to the State fund, the City would not
benefit from the investment of amounts bv the State fund and the prepayment ol the
(atv's own debt obligation to the State fund did not constitute the acquisition of
investment type property by the City. The ( lity was then able to refund its obligation

to the State fund by issuing tax exempt I'OBs.

While the unusual facts in this case have application beyond the City of ( ohunbus,

such application is likely to be lairlv limited and to uiir.u t imlavorable attention

from the Internal Revenue Service.

E. Tax-Exempt Working Capital Bonds

W hile directly issuing bonds to deposit the proceeds into a pension fund does not
appear to be permitted under current tax law governing tax-exempt bonds, in certain
cases it ntav be possible lot a slate or local government lo inditectlv hind the current
year's pension deposit, for example, a state or local government may issm short term
tax or revenue imicipation notes or long term working capital bonds to finance a
cash llow budget deficit ot a so-called siimtural budget deficit. The deficit analysis
would include any cash llow deficit telaiiitg to the state ot local government s

obligation to deposit amounts into its pension fund.

It mav be that this type ol financing is best done so that the bond puuceds ate not
required to be deposited in the pension fund, but rather, are used to fund ehli its
cteated In wmking capital expenditures including the deposit ol amounts into tin
pension fund, In nthci words, it is impottam that the bom | proceeds not h traced

into tin pension fund or tequitcd to be deposited there and the bonds should not he

called Pension Obligation Bonds.
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Among other things, long term bonds of this type would bring into play the
application of some complex federal tax rules relating : <when proceeds can be
treated as spent, allocation of the deficit in sizing the i-stte, permitted amortiz.irinon
structure, the application of so-called "other replacement proceeds" rules, applicable
yield and other investment restrictions, post-issuance compliance matters, plus 1lthe
intersection in sizing and in post-issuance compliance with the issuance of nonnual

tax or revenue anticipation notes and any other short term or long term workitr

capital obligations.

F Investment of POB Proceeds in Municipal Obligations

The primary tax problem in the use of tax-exempt I'l >Bs to make a deposit to
pension fund is that the proceeds are not treated as spent, but rather are treated as
invested. Moreover, under the so-called “proceeds spent last" rule applicable to
working capital financings, these proceeds cannot be treated as paid out to pen Mon
tecipients until all other available amounts are first expended, which as a practic... 1
matter, means that the proceeds will never be deemed expended. Unless the
investment yield on the investments in the pension loud is not more than the Vi
on the bonds, the bonds will become taxable arbitrage bonds. In addition, the
"hedge bond" rules would result in the bonds being treated as taxable hedge b> ids
unless the issuer actually expected tit spend the proceeds within a three- or live car

time frame, taking into account the “proceeds spent last rule.

I lowever. under both the arbitrage rules and the hedge bond rules, interest on

bonds used to fund the pension fund could be tax exempt if the issuer invcstci: lie
proceeds ol the bonds in municipal obligations the interest on which is not sit! st to
the alternative minimum tax (so-called "non-AM | “ municipal bonds). Under esc
provisions as long as the amount of non-AM | unmkipal bond investments in ie

pension fund is at least equal to BV'n ofthe amount of |'( Mis outstanding at a
time, interest on the I'l Mis will be tax exempt. As the I'l Mis are amortized, the isa
similar tediniion in the amount icquiied to be invested only in non AM | nut: \ipal

bonds in the pension fund.

PENSION O (L1 XATItIN IONOS AND OTIICP POSt-EMPIOYMF.NT til Nt | Its



While this .structure allows lor I’OBs to he issued .is tax exempt, the benefit :>fthe
tax exemption oil the bonds may he outweighed by the limitation on the cyv.- of

investments allowed with the proceeds.

G. Other Considerations: Effect on TRANs

lax and revenue anticipation notes (TRANS), are typically issued by state i.-J
governmental units of all sizes to fund the annual cash llow deficit which me .s clue
to the timing mismatch between annual revenues and annual expenses. TR.-_Ns arc
almost always issued as short term notes with maturities of 13 months or ie and are
repaid at or shortly alter the end ol the fiscal year by which time it is cxpecr | that
revenues will have "caught up" with expenses. Id the extent the POB proce \!s arc-
used to fund a deposit to the pension fund that otherwise would have beet: aide out
ol current year's revenues, the deficit will be likely be reduced by the same ; mint,
impacting the sizing ol any TRANSs issued lor that year. | he one circumst.i. .e where
this would not happen is if the calculation ofthe maximum cash llow defic used in
sizing the | RANs shows that it is incurred prior to the time ol the pensini. .posit,
In that case, the use ol proceeds to make that deposit would not have any i pact on

the size ol the | ISAN issue..
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CHAPTER SEVEN

Federal Reimbursement Issues

(iertain costs ol Mate ami local government in administering programs under grants
Irom or contracts with the federal government are eligible lot reimbursement from
the federal government. Such costs include compensation and benefits, including
pension benefits, ol state or local government employees lor the time devoted to the
administration ol such programs. Such allocable pension benefit costs even include
the interest assigned to the state or local governments unfunded liability. The
principles governing such reimbursement are set out in Ollice of Management and
Budget ( lircular A<S7. Some states have similar programs lor reimbursement ol local

governments lor costs related to the administration <t state programs,

I'( )Bs replace the state or local government s payment of some or all of these pension
costs with payment of the principal of and interest on the I’'OBs. Issuers will want to
lie comfortable that the federal government will treat debt service on the I't Bis as the
surrogate lor the pension obligations Imuled or refunded with the I't )Bs and «esill
continue to teiinburse its allocable share. Statements have been issued In the <Mice
oi Management and Budget and the |)epartmem of | Icaltli and | Inman Services to
the ellect that the I't Ws, including principal (representingamounts paid to the
pension ltiinl). imetest and costs ol issuance, will be allowable as the pension costs
funded or refunded thereby, so long as the !'<)Bs ate not more costly to the federal
government than the ivgitlat pension costs tumlcd or refunded ovci the remaining

lil o] die uninndcd liability, | lie same primiples should apply o>relumling I't 'Bs.
further details of Idler,tl and state reimbursement programs are beyond the scope ol

this pamphlet.
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CHAPTER EIGHT

Other Post Employment Benefits (OPEB)

There are some other state and local government non-bond obligations, which ate
like pension obligations and which it may he possible t «fund in .l manner sin; ,.rto
I’OBs. The lirsr edition ol this pamphlet in 2(103 covered primarily !'()Bs, the 'Must
frequently used and highly developed ol this category. It noted, at least hriell- il
there may he other applications ol the same concepts, several examples (not an
exhaustive list) include such other actuarially based insurance or benefit obliga* mis
as workers compensation, health henoliix and unemployment insurance, ami  ..h
noil-actuarial obligations imposed by law as court rendered judgments lot dam  vs

against state or local governments and, in ( alifotnia. county obligations nude: -lie

Iccter delinquent property tax program.

In lime 211 i, the (iovenimeni.il .Accounting Standard Board issued (iASB |
"Accounting and l'inaikial Reporting by Mmplovers lot Rostentploynieili Bein'
Other Than Pensions,* ushering in intense interest in binding options lbr (M

and the logical extension ol this pamphlet to cover this emerging topic.
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CHAPTER NINE

GASB 45

A. Accounting Change.

O I’KB refers to "oilier posr-employment benefits," meaning other than pension
henelits. O I'liB consist primarily ol health care benefits, and may include other
benefits such as lile insurance, long term care and similar henelits. Until now, ase
henelits have generally been administered on a pay-as-you-go basis and have tun iteen

reported as a liability on municipal financial statements.

<IASB -n will require municipalities to account for O I'liB liabilities much like avy
already account lor pension liabilities, generally adopting the actuarial methode ma;ies
used lor pensions, with adjustments for the dilfetent characteristics of (M| B at.

the lact that most municipalities have not set aside any funds against this liahih

I nlike (1ASB 2", which covers accounting lor pensions, | IASB 49 sloes not rco tire

municipalities to icport a net O I'f.B obligation at the start.

B. Annual Required Contribution (ARC) and Net OPEB Obligation (NOG).

Under (IASB 45, based on an actuarial valuation, an annual required contribur n
t\Is (") is determined lor each municipality. The AIM'is the sum of (@) the no n.tl
ov'st lot the ve.it (the present value ol future henelits being earned by cm tent
employees) plus (h) amoiti/.iiion ol the imIniltlicd actualill accrued liability jb . iclits
ahcady earned bvciiiieiu and foinici employees hut not yet juovided lor) (UA t.
using an amorli/atioit period of not more than M) years. If a municipality

contributes an amount less than ihe AIM . a net <M'l B obligation (N't K)) will will.

s\liieli is retpiited to be lecorded as a liability on its lin.uu ial siaicuKiiis.
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Note that the UAAI. will he much greater than the NOO. Although not r. |tiiretl to
he treated as a liability on financial statements, the UAAL will likely appear m a

related footnote and he ilisclosured in connection with the municipality's b«<nd or

note offerings.

Some actuaries have estimated that for many municipalities the AIM I may or 5 to 10
times higher than current pay-as-you-go expenses. | lowever, after a period 3 years,
because ol factors such as increasing number of retirees and inflation in lie,.. ;h cate
costs, pay-as-you-go costs are expected to lar exceed the ARC. (IASB 45 : >esnot
require that the unfunded liability actually be amortized, only that the mu .ipality

account for its unfunded accrued liability and compliance in meeting its A.- C.

(IASB 15 does not specify the actuarial assumptions to be used in calcul.it og an
O I'liB liability. Most likely, assumptions will be based on methodology tf < has

developed in connection with I'AS 10b (the private sector counterpart to  \SB i4

implemented in the early-1)")0s).

An actuarial valualion is required every 2 years lor ()I’'LB plans with mm an 200
members, or every 5years if there are less than 200 members.

C. Effective Date.

Although <IASB 45 encourages earlier adoption, implementation is reqtii- by lliv

following dales, based on the size ol government measured by annual tew

Lflectivo lor fiscal Yea*

Annual

Revenue Beginning Alter:
(lieaiei than S100 million I Vccmber 15,2000
Between S10 million and S100 million December 15.200"
| esc than SIO million December 15, 200S

at: im m tion n»



CHAPTER TEN

OPEB OPTIONS

Municipalities have a mimher of options to consider in developing an ()1'KB en.rategy

or otherwise addressing their O I'HB liability, such as:

A. Reduce OPEB Obligation

I'nlike pensions, which municipalities are rci|uired to provide to their employe asa
matter ol law in most states, state law generally does not impose on municipality s
the obligation tn provide <M’'IB. Instead, the ()IM’'B obligation usually arises i ; .trely
by action ol the municipality, whether by collective bargaining agreement. M<

other employee contract, ordinance, resolution, board policy or even just past
practices. Many <« these are subject to renewal, renegotiation, change or

termination. In some cases, municipalities have been careful to describe all ol

t M'f B obligations as disc retion.tty and/or subject it) change or discontinuation,

I lowever, while the nhilitv to clunge or discontinue ( M’I.B lor future employe

should be an option in most cases, the ability to change or discontinue ()I'b.B nil
tespect to retired or current employees may vary Irom state to state, depending m
the degree*to which the cotiiis in a p.utictilar state treat <M'HB, even il not
contractuallv vested bv espress ionti.it tiial teims. as not subject to unilateral cl, go
bv the tmmicipalitv on the- theory that they are "lundamcninl henelits , ‘indue it cm
to remain employed." "elements ofcompensation contractually vested in aecon: nice
vsith their terms upon acceptance," “earned by tent.titing employed" or siniil.ti

ilteotv and on the patticul.it lads pert.lining to the municipality, its employee id
itst)|'l.B. 1his is an evolving atea ol the law, and while it evolves, most

tlinnicipalitit s ate expected to assume <>1'l B are discretion,uy and try to ptesc the

option to c'ditce (111 til.
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Other approaches to reducing the municipality's OPEB liability include changing or
increasing premiums charged to employees and retirees, charging higher premiums to
retirees than current employees (eliminating or reducing an implicit subsiii” that
GASB 45 requires being included in O I'HB liability), increasing the length al time
employees must work to be eligible, capping employers total exposure, treat:ing new
employees less favorably than existing and prior employees, and/or shifting in whole

or part to adelined contribution instead o fdefined benefit plan.

B. Continue pay-as-you-go.

In the short run this is the simplest and cheapest option. However, at some, point in
the future pay-as-you-go will become nuich more expensive than the AR(  tr lixed

bond payments, Pay-as-you-go will result in an annually increasii g NOt nr GASB
45 purposes, and higher OPEB UAAI. and ARC amounts due to an ahilir to apply
a higher investment return assumption to the calculation of these amount, and may
become a ratings factor (lor example, Pitch Ratings has commented that 'a absence

of action taken to Itind OPEB liabilities or otherwise manage them will be cceived

as a negative rating factor").

C. Undertake a funding program, using either:

I Special reserve or other dedicatedfund within the treasury of the munn reality

| lowever, contributions to .such an internal fund will generally not quality
contributions toward the ARC nor as plan assets lot GASB |5 putposes, w'm. It
require an irrevocable contribution to atrust or equivalent arrangement proms, ted
from creditors and dedicated solely to providing henelits to retirees and hem -isi,tries
in accordance with the terms of the O I'HB plan. Phcivlore, an internal spe sal reserve
nt similar bind will stih be considered pay-as-you-go lot | iASB 45 purpose ami, in
calculating the <31 B UAAI. ami related AR<'. the investment return assummtion
applicable to deposits in such fund will likely be based on the munic ipality .turn

on its general (laigcly short-term) investments (roughly d'A  d"u today) cmmpaivd to
the much higher investment r urn assumption (7"u to S"n) used by pension luiuls,
especially il large and diversified. The investment leturn assumption is the |uivaleni
ol adiscount rate used in pieseiu valuing future t )PHB payments, and tin- <>rcgoing

difference in investment return assumptions will make a very significant dii'v. ivnce in
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OPEB UAAL and ARC amounts (in some* eases cutting them in half). Therefore,
most municipalities choosing to undertake an OPEB funding program will use in
OPEB trust ol some kind. Some may use the special reserve liuul option

temporarily until a suitable OPEB trust is available.

2. OPEB Trust. Funding may consist of just the ARC or a larger portion of the
UAAL, for which purpose the municipality may choose to use OPEB Bonds.
Chapter 1! for a discussion of OPEB trusts and ( "hapter 12 for a discussion or

OPEB bonds.

Insurance. Note that most of the same objectives could be achieved by
purchasing insurance for future OPEB obligations, but such long-term insttr.m .. is
not currently available and cost and availability are likely to continue to lotvcl . or

severely limit this option.
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CHAPTER ELEVEN

OPEB TRUSTS

(i.ASIli 'n docs not rccjtire (>1*1 B liabilities to lie I'tnulalor, il funded, liy Inn.:nt;

.in irievocahle Il list of Mime kiml. | lowever, .is explainedin ol Cli.tpter UK

existence ol tiASB |S cte.ttes stionj; itueniives to establish such a trust.

A. Types of OPED Trusts.

1 lie following tvpex ol ( M’'IsB mists .lie each Il.lined lor the section ol the luter

Iscveil tie <aide Itom V. hi li they deii\. 'heir exemption llout federal income t.i

/. itH(b) iwcaiiiit. | liis is a separate account in a iax-t|ualil)cd pension fund
health henelits of ietitces, their spouses and dependents, i lie aytttepate actual
contiihuiioiis to this account cannot exceed dS" , ol the total actual connilniii.
the pension lund (oiliei lli.m toimiluilions to luiul past seivice crediisl alter Il
ai which die account is cstnhlislud, | his limi:.iiiou could piesent a piohlein
eonie municipalities' <'l’'l U lundim; strategies, unless cither tlu 10I(li) aeeoui
Ken aeouipoiieiu ol llie pension luiul for a suhstanii.il peiiod or the iiiuuie ij
e.oim; to lund the pci“ion henelits eouipon< nt ot ilie' tiuiel ai line, ot inoie' tit-
amount at which it is yoitii; to lund the illl(h) aceotiiii eon.poueiu. Aniouiil
ell! (11l aecollllt 11X Hilt ke lIsi d lol ol cliSittcd lo .IIV Otllel piliposC, illchldu

petisioit income henelits.

//>1""'. 1his npe ol tnrsl is eiinsidete.l exempt (tom fed, ial iiiconie tax

hc.aitse it is an iutei'jial pan ol a myle i;ow iiiiin iit.il entile ot hecause it sc

>getitiil piCcetnitMliil function of op. ot mote you iiiMIvul.il «ntities.. | his

ispe ol niisi iiloci llinnie ipaluie sate Id. Is lo use, sliediei aim "I in «otuhii
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wiili oilier municipalities - at least until adoption of 401(h) accounts by a majority

ol pension funds and quite possibly notwithstanding such a development.

J. 501(c)(9) Dust. Also known as a "voluntary employees’ beneficiary association"
(“VI;HA") trust, this is the primary vehicle used by the private sector for funding
health benefits. Among the requirements are that membership be voluntary (which
is deemed satisfied il mandated bv collective bargaining agreement or il membership
imposes no detriment and is required o f all employees), and that the trust be
controlled by its membership (which can be satisfied if the membership, dir. ctly or
through representatives, designates the trustee or trustees who control(s) the trust or
il the trustee(s) are designated pursuant to a collective bargaining agreement .
Because the form and operation of Vb'BA trusts are so well developed ill the private
sc, tor, some municipalities may elect to adopt this model (or borrow Irom :Tin

establishing a 115 trust.)

D. Characteristics of OPEB Trusts.

lii accomplish the goals for which ( H'k.B trusts are created (see ( .liapter | .they

generally must satisfy at least the following time requirements:

/. L.M'inpiinn fromJiv/c.il income nix. In addition to income on investn.  of
1lust assets being exempt liom income tax (as desc ribed in A above), coliln itioiis to
the mist must not be Healed as income to the employee or retiree (in cadi c

under federal and state income tax laws).

J. Qmili/ictlrmsrJor (iASli i5purposes, lot coiuiibutioiis and deposits mint
lot t iASB H38 put poses, thev must he itievniuhle. piote, led liom ctedilois e the
mimic ipal cmplovei ami dedicated solely to pioviding belli liis to relieves a

beneficiaries in accordance with the *'I'I*Il plan (see discussion in ( liapter I(

> |UotttliiimtHivntptinrrs, huhu/ini’ ct/i/ilics. In older in be entitled to the
hi; Ini investment ictiiin asstimpiion (see discussion in * liapter I()( alms ml

pi iliaps ai mallv to eatn i highct iaie ol leiutii, the mist must beableloin aina
htnadi i i.uige ol investments dim those to wliic h mimic ipal Itimlsaic gen ds
nami tid. including tin ability to insi't in equities, In the absence of g»,

1 .latinn gnsciniitp msi soueni bv | 'PI B mots m mo-a iiics (ami peili i sen il
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there is Midi legisl.ition, if the investment restriction is contained in the state
constitution), it will generally lie necessary to conclude that the O I'KB tnisi is
pension or retirement lund within the meaning ol any applicable exception to
ic'striciions otherwise applicable to the investment ol municipal funds or that o
O[*1IB trust is .sufficiently separate from the municipality to not be included an Img
the types of entities covered by state statutory (or, in some cases, constitutional)

investment restrictions.

Single or multiple employer trusts. All ( Mfll trust may be a single employ,
trust established by and for a single municipality or .l multiple employer trust
established by an association or other collection ol municipalities lor member-l. asby

any interested municipality or by specific categories (stub as, cities, counties, : ml

districts, etc.)
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CHAPTER TWELVE

OPEB BONDS

A. Advantages/Disadvantages.

The henelils ol O I'lili bonds are essentially tin. same as lot pension obligation
bonds (I'l)Rs) and are listed in (liapter .s above, including interest rate savings
(comparing bond interest costs against the investment return assumption/discount
rate used in calculating the 11AAI. and AK (!), arbitrage (see below), budget relief
(compared to the AIK ! alternative), labor relations, and bettei than alternative
strategies. Additional benefits pertaining to or receiving more emphasis as applied

to O I'l'.B bonds include the following:

/. heducing the OI'l'.H UAAI, mid AIK. be funding a qualified trust entitled to use a
higher investment return assumption (discount rate on future O I'lR payments) than
pav as-yoti-go or funded inietnal reserve lund plans. | bis, in turn, also reduces the
political burden o] reporting a higher | '.Vvi and the political anil financial hunlcn

ot budgeting lor a higher ARC".

loteei'in” long-term Ctht of OPidl. While deist set- mon IM'l.B bonds ilike llie
\IK I'will genei.illv be highei than pay-as-you-go costs lot the litst lew ye.u . pav-as
vou-go costs (and i. Milting AR (' costs and Nt. H)) ate likely to increase di.uph. and

alter a few yeais eViced ihe cost of debt service and continue to gtow thvicaln I.

> Voieuti,tl arbitrage opportunity, it not only the investment return assumption but
also the a»Inal investment icliu n eailied by Ilie O I'l.1l trust exceeds the yield oil ills
bonds. As noicil in ( haptei ,h a.'(lll tsitilc found Si".* of I'l 3> cveie m a positive
aibitrage position and another ™.* wete ot bieakcveii. notwithstanding suiwt mtial

do line in st... k market values in .MU llI).!..
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+m Reducingpublit pressure to reduce or discontinue OPEB benefits, which may
result from publication of this substantial "new” unfunded liability, particularly in

context of the growing debate over pension reform occurring in some states

5 Credit rulingprotection. As noted above, rating agencies will be evaluat.rga
municipality’s strategy for managing its OPEB liability. A couple of rating agencies
have indicated that OPEB bonds, properly used, will be considered a posit: . lavor

in a municipality’s general credit evaluation.

The possible disadvantages of OPEB Bonds are the same as for P()Bs in ( pier 4
above, including replacing negotiable or even discretionary OPEB obligati, -s with
immutable bond obligations, the concentration of investment risk through  nip
" sum deposit compared to spreading maiket timing risks by making AIK ;. posits

annually, and possible negative arbitrage.

B. Types and Legal Authority.

Legal authority for OPEB bonds will vary Irom state to state and. within « s by

type of entity, for some entities, the legal authority and structure will he ¢ .ntiallv
the same as lor P( His:
I. liener.il obligation hotnls

Obligations imposed by law (OPEB variation, see discussion below)

> Annual appropriation bonds
ot. Asset-siiip lease bonds

»: Revenue bonds (cnieiprtxe special districts and authorities)

See mote complete discussion in * liapter W above. | lowever, for the re,

discussed in ( hapici IDA above, the "obligations imposed by law" theory lin

i "alilomia and some other state sto support P( His may not be so easily ap|] .l to

1 )PEB and, even il it could be applied, municipalities may not want to lo sie
option ol iie.uing | H'EB as di>cieiionaiv ol negotiable bv declaiing them otllt to
be "obligations imposed by law. ot those situations, we luvr developed v

dilieiciu legal theory, which avoids that nap. but wliic It lot .ill nthc r piup. would
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function (and be structured) exactly like "obligations imposed by law" bonds, -ec

discussion in Appendix IV

C. Taxable.

Inst like T*IMis. interest on OPI’B bonds will lie included in gross income lor la oer.il
income tax purposes, although they will usually be exempt from income taxes the
state in which the issuer is located. See more complete discussion at < liapter o

above.

). Federal Reimbursement Issuers.

Certain costs (including O I’hli) ol state and local governments in ailminisir.it:
programs under grants from or contracts with the leder.il government are eligti > lor
reimbursement Irom the federal government pursuant to Otliie of Man.igemc: and
Budget Circul.it A-iS~. See discussion of ell'ects ofieplacing direct costs with 1 ul

debt service at < liapter 7 above.
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APPENDIX A

New York

A greater mttnhcr til 1I’'()Hs (roughly have heen issued hy the state and local

governments in New York over the past decade than Irom any other state.

| he issuance ol I’OBs hv local governments in New York was litst authorized
IDK'Y | he State and local I.mployces Retirement System ol the State ol New
("I RS"), the New Yotk Stats l'olice and | ite Retirement System ("I'l'RS") am:
New Yotk State leathers Retirement System (" | RS"; in the aggregate teferred
the "NA S Retirement System ) were all modified in 1US) with respect to the
method hy which the annual contrihiition amounts were to he calculated in d
luture. As a result, each svstem was siguilicandv underlunded. teilttiritig a "cat
up payment to return to attii.iri.il lull luudiitg. Runicipating lotal governmetr
units were tillered the option ol (1l unionizing the | AAI amount due hy an
ceil.tin through aditect loan liom the State which carried an N'm (lot | RS) or
XI/ t"o (lor I RS and I*I*RS) rale ol imetest until the liability was fully met. o,
J) lin.m ing the 1 'AAl through the issuance ofgeneral obligation hotnls o\
statutoiv p nod (applic.thle to the particular retirement system), or (3) payin

hv the date i cttain, | ew local governments, cucpt small jurisdictions with lev.

employees, took the thiol option.

Iluting the peiiotl I'SSU tlunngh |‘,’M. comities, sitics and I,tiger school distri
in pnniuilui. issued geint.il ohligatioil hotnls to pay oil theit then <mu lit hal.u
ot un.imoni/ctl 1 AAl whenever inn test tales dippisi stilliciemlv to peimit a i
net inti isst sost on llicit own hotnls than tits' X"n ot SI/ i"n tale heing shate,si;
the ‘'sritv. | htting this pciind. !k,i| gnuinmeiits soukl isits' ten cv.u giiiei.il

obligation hotnls with in i inietesi sosts m tits’ taiige ol li"'Stto > depend

on theit sieilii rattnt: | he P>S> legislation liinh. i ptovided tint at sin It time

pi m.ton onni./vrioM mmm. anh oiin.ir uhm i Mt'tovMiNt ut.Nt tif
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remaining amortization period was less than live years, local governments could no
longer issue pension obligation bonds their own debt to pay oil the outstanding
balances. Thus, with a permitted maximum statutory amortization period ol
seventeen years lor most UAAL.s, the possibility ol financing of the 1989 I'AALSs

ended in the 2001-2002 fiscal year of most local governments.

Beginning in 1995, the State adopted legislation almost every year creating new
retirement incentive programs lor various categories ol State and local government
employees, largely to support agoal ol efficient downsizing ol government.
(lenerallv. the legislation establishing these programs did not at the rime include
provisions for financing of the resulting unfunded liabilities. Such costs, which added

to any existing UAAI., were paid either by amortization through the NYS

Retirement System or by cash.

Concurrently in this time period, another type ol pension-related program was
developed by the State legislature which authorized local governments to create
service award and defined benefit programs for volunteer ambulance and lire lighting
personnel. | he legislation permitted the financing ol contributions to certain ol such
programs attributable to years ol volunteer service tendered dining the live years

prior to adoption ol such ptograms. Such financing cannot he amortized user a

period exceeding live years.

i 2(10.5, new legislation was adopted lot the purpose ofsmiuural telbrm in the
method and manner ol employea contributions to the NYS Retirement S\ & in.

which legislation also included two provisions lot the issuance ol 1I’'OMs:

1 l.ocal governments ate now permitted to issue I'( Mis lot any outstanding
obligations to the State for am existing, retirement incentive program (i.e., tfie
leiitcmcm incentive programs established anuualb in the veals liom 1995 thioiigh
2002). (I his ptosisiou was drafted by <biich attorneys on helull ol the N. \oik

State Association of ( omtties./ | he .imotiiz.tlion period is limited to live u us,

2 Siniil.u to the ION'i legislation, a local government (and the Stale ilselt with
legate! to iis ,mn employees) is permitted to anioiii/e a potiitHi ol iis normal

aiuutal coiiiiihiilion lot one lisc.il yeai that is. local goivinuicnts are permitted
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to amortize the amount due on December |15, 2004 to the HRS or IMRS
component ol the NYS Retirement System (except deficiency payments,
adjustments relating to prior year payments, obligations lor retirement incenti' .es
or other similar amounts) to the extent that such amount exceeds 7''0 ol the
estimated “pensionable salary" base lin the then current fiscal year (2004 200c

| bis “amount eligible lor amortization” may he amortized over a live year period
at 8'lii with the State, or local governments are authorized to issue their own Uiztu
obligations to pay such amount, with maximum maturity not to exceed live .us.

(In or about October 14, 200.5, the State ( Comptroller is to determine the

"amounts eligible for amortization."

lhe only type of financing specifically authorized lor I’<>Bs in New York State »w
general obligation bonds (which obligations inihide a pledge ol the full laith am.
credit and taxing power ol the local government). These bonds must he issued a the
same manner, under the same procedural re<|tiiements and subject to the satin  .bt
limits and other constraints as lI>r any capital project ol the local government.
Mandatory or permissive referendum re»|uireiuents applicable to general obligati >n
bonds of the particular type ol local government apply to bond resolutions
authorizing I'()|5s. | ot example, school districts must receive votei apptoval bet-
issuing debt lot any purpose authorized hv the 200.5 legislation. (Note that the
legislation in 1989 exempted stall school district I'()H> liom the voter approv.t:
retjuitement; this omission in tla 200.5 legislation may he collected during a It;: .ire
legislative session.) | ikewise, lire distiais would need prior voter apptoval. 1lie >nd
tesoltiiions ol counties, towns and villages which amhoiize payment lot live yci: n
less ate tint subject lo mandatedy ot perndssive leleieiuhim, Similailv, tity hoiit:
oidinances should not he subject to mandatory or permissive tcleivndiini mile

specilicci hv applicable special city charter piovisions.

t Mice a bond tesohuion ha. been adopted bv a local government .imltoiizin ;
issuance ol I'()|5s. it is geiict.tlh nctcssan to publish alegal notice ol estopp
iin hiding a suniiii.ils ol the bond resolution and allow the 20 -d.iy estoppel nd
to elapse ptior lo the sale ol the I'( Mbs, | he ptupose ol the estoppel notice t

ctisiitc that debt issued h\ the local government cannot Ik cltalicnged on an
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basis, procedural orotlierwi.se, except on constitutional grounds once tl:. estoppel

period elapsed.

Hie New York State l.egislaiuie lias also autliori/eil the State itselfto borrow in ordet
to lund its UAAL on at least two occasions. In [')96, the State through the
Idormitory Authority ol the State ol New York issued $773/173,000 ol I'< IBs as
annual appropriation debt. These bonds had a final maturity in 2003. I'll. 2003
legislation described above also amended the State Retirement and Social .airily
Law to authorize the State lo amortize a portion ol the State’scontribution bill lot
the fiscal year ending March 3L 200s. I lie amortizable portion is calcttl.ui.d in the
same manner as that permitted local governments. Likewise, the State mnv either

amortize that portion through the office ol the .State Comptroller for live sears at X%

or issue I'OBs.

In New York State, most tniinii ipal issuers also provide post-employment g.itlicare
henelits to their retirees. Indeed, school districts, by law, have been prohib cd since
IW-i from reducing retiree healthcare henelits to less than those offered to  orient
employees. This protection from unilateral reduction of henelits has been  tended
am.ually and continues through May 13, 2()0b pursuant to ( liapter if* rn tie Laws
0f2003. While numerous attempts ui mandate such protection have bee: made in
the State Legislative lor cities, towns, villages, lire districts and other unit t local
government, none has succeeded to date. N'eveiihciess, m.mv such Wa!

governments do in la>t comiactuallv provide sin It protection.

I listorically, the New Yotk State Reiiienieiit System has not been involved u the
administration ol ()ITB and legislation would likely be necessary to expa its
responsibilities liom pensions to (MTB. <nrrenily, each local unit ol g.o\ nient
contracts individually to piovidc t >1*113 henelits as an annual budgeted ¢ use.
Several ol the inuriii ipal traile associations lor specific levels o f governuie: te

ptesentlv looking at ii 3tu.itikm of multi emploui trusts lot their member s

Aibaine funding of <MTB liabilities ihiough debt issuance by nuiuicipili * and
stbool ilistiiiis in New Yotk State would lecpiiie special state legislation dc mining
(T B liabilities to be a valid public piupose (and ptovitliug some nit tho, 1 Nicii

takilliiion) in order to permit genual obligation bonds to be issued, | if * MU.

AN IN' XIION 10



OPEB bonds would he subject to the s.tmc constitutor al and statutory require!  cuts
applicable to any capital project financing of the local government. In adtlitiou. aclt
legislation could give the Common Retirement Fund on hehall of State or State  :id
local employees and those local governments which may not have the express or
implied powers to do so, the authority to set up and/or participate in OI’Eli trio -aas

described earlier.
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APPENDIX B

California

Pension obligation bonds had their start with the famous City of Oakland,

('alifornia pension bond iinancing in 1985, the first P()B in the country, which
(brick helped to invent and for which it served as bond counsel. | hat financiitL and
a number of copy-cats that rapidly followed were tax-exempt and primarily drive: .l by
then legal arbitrage possibilities. As explained in Chapter 6, tax-exempt POBs |, rgelv

tame to an end with the introduction of tax legislation di.u became part of the ex

Reform Act of 1986.

A new taxable version of P()Bs .surfaced in late 1995. | hiring the laa decade s ..e,
seventeen or so cities and twenty-one or so counties in California have issued 1l

Pi IBs (second only to New York) aggregating Si | billion (more than from am >slier
state). The California Statewide Communities Development Authority has
established a pool P()B program to lower costs and interest rates through ecoii ues

of scale by pooling < IBs issued by cities, counties and special districts.

| alifornia public entities do not have specific authority to issue P()Bs. With tl.
exception of one tax-exempt n.msition rule (see ( liapter 6(!) P<>B transaction - tied
as lease revenue bonds, all ol these POBs have been issued tmdei the local agetu
refunding law (drafted by <brick a lew years before lor othet purposes), |lotus

the local agency refunding law authorizes all local public entities iu | 'alifornia to

iclcnul ptior bonds or "other evidence ol indebtedness. | he pension obligation the
county pension system, the | ‘alifornia Public bmployccs Retirement System 01 et
retitetnent system is memorialized as a "debenture." thereby becoming an "cvid ,c of

indebtedness, which can he telimded hv P( >Bs under the local agency icfundin . ttv.

O Ilii- Statelol California i’ii,n leil ".(H i ilit anllimity loi St.ita t'tlls.ill .sm lami aist n in ’na,’,
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CITY/COUNTY X TRUSTEE
ISSUER INDENTURE

| lie POBs are typically structured .is obligations payable Irom llie general id of
die issuer. | hey ,ire not lull failli and credit taxing power general obligatioi  >onds
kicked by die issuer's taxing power, because die CCalifornia ( .'onstitutioiTs .1

limitation recijitiies .sttcli type ol bonds issued hy the state, cities, counties. .hool
districts (“Dcht Limit Entities”) to he approved bv two-thirds ol the electoi

instead, CCalifornia POBs issued hy Debt | imit Entities have generally beer lesigned
to he valid without voter approval under a judicially created exception to Mate
Constitutional debt limitation, which exception is generally icferred lo as
"obligations imposed by law." See discussion in Section A2 ol ( liapter S. |; mse
tin's exception to the ('(institutional debt limit was and is much less dcvcli in the
case law (lew eases not directly on point) than the other two judicially cic.u v
exceptions (lor lease linaiic in: and revenue bonds) each POB issue by I1V!v mit
Entities in ( ulilomi.i has been validated pursuant to | aliloinius validation tine
(Code ol Civil Procedure 8Sh(>,t uy.). Entities othei than Debt I imit | ties,
meaning audimiiics, agencies and distiicts ol v.tiious kinds (othei titan <l!

districts and community college distiicts,l. because they ate not subject to

| 'oustitiitiou.il 1'Vbt | imit, need not icly on "obligations imposed by law v
and can simply use the local agency iciimding law as auih.uiiy lin lliis jssii.i ol

I't >Bs. without a validation action.
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While there have been many validation actions lot POBs, they have no preceder- .l

value or application to any transaction other than the specific transaction(s)

validated.

What is validated in such validation actions is not legal principles but the bonds nd
the other principal legal documents approved in a bond resolution. Before the
validation action is filed, it is necessary lor the stale or local government issuer t first
adopt the resolution and authorize the bonds, the documents and the validation
action. The validation action is filed in the superior court of the county in which die
issuer is located, and an order lor publication of summons is received. Summon - an
then be published (usually in a newspaper ol general circulation in the city or o _nty
in which the issuer is located), which takes a minimum ol 21 days. Il no one an ,ers
the complaint by the date specified in the summons, which must he at least 10 ¢ .vs
after completion of publication, the clerk can enter adel.mil. and sche<lulealk tig
belt>re the judge lor the delault judgment (the timing ol which will depend on v ..

jurisdiction, and may be a day or two or. in some jurisdictions, at least 15 clays  _t

the clerk enters the default).

So assuming the very best case, obtaining a validation judgment takes a minim ol

,i| to Hi days (depending on the jurisdiction) alter filing the validation compL.

()I course, issuers are at the meicy ol the judge and the clctk. and it sometime i.es
aweek ot more to get an order lor publication ol summons, ot longei than I’ Vs
alter the i Ink enters a delimit to schedule the hearing. In addition, the judge , d

take the matter under .submission lor an indefinite amount ol time, or even di tee
with the proposed del uilt judgment, and decline to validate the ir.ms.niion. <
granted, the default judgment may be appealed within dO days, but only oil
jmisdicfional grounds. Therefore, it is typically assumed that the validation a, u
will take approximately till days (not iniludingtlte.ippe.il period). It is genet t
considered reasonable to xell the I'< >Bx without waiting lot the dO da\ appeal oil
lo tun, assuming no one has answeied the complaint, because the grounds lor  peal

ate' so narrow, but usiiallv the bond , losing does not occitt until after the nppc.

period lias expited.
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I' someone does answer the complaint, then there is true two party litigation on the
merits. While some expedited procedures are available, the timing lor resoiuition ol
the litigation cannot he predicted, and may take many months unless settled or
abandoned. So far, no one has answered the complaint and default jtidgmemts have
been obtained lor every city and county BOB issuer. | lowever, the same w.e not true
ol the State ol (atlilornia, whose validation complaint was answered hy the i Inward
Jarvis Taxpayers Association, and resulted in a decision on September 2d. 2((d by
the Superior (:nun in Sacramento (.'minty declining to validate the State's proposed
I’OBs. Similarly, a second validation Brought by the State was answered hv the
Fullerton Association of Concerned'taxpayers and resulted in a decision on tVtober
2d, 20>5 by a different judge ol the Superior Court in Sacramento Count’- to the
effect that the State has imposed its pension obligations on itself, distingue iiimg those
imposed on local government hy the State, and therefore the State’s pension

obligations are not obligations imposed hy law. The State, as of this writinv is

appealing this decision.

The validation actions can and usually do validate not only the I'()Bs to issued
hut also any future I'()Bs or refunding I’OBs. Not all validation actions at- as
inclusive or as flexible ax they could he (some leaving out future new mom  or
refunding I’OBs or costs uf issuance or locking in senii.innu.il interest pa- mint

dates, etc.), and must he carefully reviewed before relied on lot future 1" y*» or

refunding I’( >Bs.

Note, as mentioned in Section A2 ot * liapter d, that the "obligations impo- | hy
law" concept that is generally used to support I't IBs in ( aliforni.t does not uppott
reserves or capitalized interest because inclusion of sue It components in the  'ltd
issue ate considered volitional not m.ind.itorv (as evidenced hv the ntmn nai
(‘alifornia I't )Bs issued without them) ami thctcfoie not “obligations impi I hy
law." (' usts o| issuance, on the other hand, can he included on the theoiy i - thec
cannot be avoided. | lie inability to include capitalized imetest makes ,uliu ng
cmletii budget tc-lief mote cltillcnging Fee disc ussion ol stimlure options ,*>Vc lion
(’nt ( haptci d). Alieiii.itieelv, the- I't IBs could he issued as annual .ippmp* etou
bonds ot asset snip lease levenue hntuls (sec- Section A.) and t ol ( haptet .vliich

can include reserve sami capitalized imetest.
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O I’HB come in avariety ol different forms, collective bargaining agreements,
employment contracts, MOUSs, ordinances, board policies, even historical practices
not supported hy formal action - many of which are short-term, subject to
teauthorization, renegotiation or discretion. Therefore, the ease for "obligation),
imposed I>y law" treatment may not work as well in each case for O I'HB as it bias for
pension obligations, liven if “obligations imposed by law” theory could apply, fused
on the particular facts or legislation or validation action, most municipalities di. not

want to take a definitive legal position that its O I’"HB obligations are legally binding

obligations imposed by law.

Therefore, the ()rrick team has developed a separate legal theory which avoids itese
problems but otherwise functions exactly like “obligations imposed by law" so sat as
the financing structure described above lor I'OBs is concerned. That iswhy wrefer
to it as a "first cousin" to obligations imposed by law. The main difference is mute ol

the arguments made in the validation papers.

liven entities that are not Debt l.imit Hntiiies, and therefore do not need to re” on
an "obligations imposed by law" theory or any variation and do not need a valaa.ition
action, will encounter some of the same issues because, in relying on the local atteru-y
relundim; law. they 'till must have some "evidence ol indebtedness" t<refund

I lowever. a variation on the I'l )B structure (an address this piohlctn as well.

Most ()|'HB bonds in ( “.ililmni.i are likely to follow very closely the lonn and
suitelitre of I’'OBs. | he same alternative structures (.miui.il appropri.itinn b n ot

L'set strip lease lew title bonds) would also be available.
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APPENDIX C

Oregon

State and local government issuers in Oregon have been among the most active jsers
ol I’OBs to finance their share of unfunded liability to the Oregon Public limp: nees
Retirement System, I’OBs are issued in Oregon either as limited tax bonds or a-

revenue bonds.

Prior to the passage of the Pension Bonding Act in 2001, the <atv of Portland.
Multnomah (.'ottntv and Josephine (iottni; issued significant sized POBs under
Oregon’s Uniform Revenue Bond Act. In 2001, the Oregon Legislative Assent|>
approved the Pension Bonding Act (which Orrick attorneys were involved in
drafting). | he Pension Bonding Act granted authority to “governmental units,
including cities, counties, s bool di. .rids, special districts, public corporations d
intergovernmental corporations, to sell lull laith and credit obligations lor the
purpose of refinancing pension obligations. POBs issued under the Pension Bm img
Aci are not subject to voter approval ir annual appropriation and may he issue, IV

local governments individually or jointly.

Significant pooled POB ivues have been clone hy | ficgon school districts,
comnumiiv college districts and local governments pursuant to the Pension
Bonding Act. In these transactions, the participants pledgee! their liill laith
credit within tile limitations ol ihe ( begem Constitution and ,.sued limited
bonds, payable Irmu available genetai funds ol the issuer. Available general
include all ad valorem prnpenv tax icvenucs received ftont levies under each
issuer's permanent rate limit and all oilier unrestricted taxes, lees, charges at.
tevenues legally available to pay debt setsice o.t the IR)Bs, | lie issuers ate e

amhoii/eel to levy additional taxes to pay the POBs
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In the pooled school district and community college district transactions, individual
ilistricts issued limited rax POBs in favor of a hondlrustee, which in t, n ..sued
obligations that represent a proportionate and undivided interest in and ricAi to
receive POB payments pursuant to a Trust Agreement. These POBs have bi.-.n
further secured by an Intercept Agreement between the State Department o !
liducarion and the school districts and community colleges under which tlv Trustee
was authorized to intercept specific education revenues otherwise paid by tlv. State to
the school districts and community colleges in an amount equal to the delv service
on each issuer’'s POBs. Since 2003, several pooled POB issues have been a mpleted
for Oregon school districts, education services districts, community colleges.
counties, cities and special districts. Jsadd 1 1transactions to dir: have
been enhanced by bond insurance, By pooling these transactions, the issuer were
able to increase the amount of bonds sold, which increased access to invest «s

lowered interest rates and reduced costs o f issuance.

INVESTORS

A

OBLIGATIONS

TRUSTEE OREGON PERS

POBS POBS POBS POBS

DISTRICT DISTRICT DISTRICT DISTRICT

t Tiber jnrisdictiojts, including the ( iiv ol Potil.uul. ( iiv ol ( <>ivallis, Mu <mult
(otmiy, Marion ('otmty, Josephine ( otiuiy, | ugciie W.itei and I-lcellii !'s land

Pottland ( .'(immunity ( Allege 1llistiict have sold P<TBs on a stand alone b, «
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As an alternative to issuing POBs as limited tax bonds pursuant to the Pension
Bonding Act as described above, issuers have the option to issue POBs as revet- uo
bonds pursuant to the Uniform Revenue Bond Act or the Pension Bonding Act.
The Uniform Revenue Bond Act allows municipalities to issue revenue bonds " >
any public purpose secured hy designated “revenues," which may include taxes

anil virtually all other genet tl and special lund revenues and receipts ol the
municipalities. The financing authority provided hy the Uniform Revenue Be <J
Act is broad enough to include legal authority lor pubic bodies in Oregon to is sue
POBs. The Uniform Revenue Bond Act requires issuer approval pursuant to .
nonemergency ordinance or, in the altcrnati r, aresolution followed by notice end a
60-day referendum period, during such period the revenue bonds may he refer -d
to a vote o f the electorate if a referendum petition is signed hy u least 5% ot re
issuer's electors in the case ol a resolution or, in caseol a r.onemergcvey ordir . -.ce,
as specified in the applicable charter or code provision. Revenue bonds issued

pursuant to the Pension Bonding Act are exempt Irom this potential referendi, m

requirement.

With respect to potential OPP.B bond issues in Oregon, the financing author -
provided hy the | 'uilnrm Revenue Bond Act and the Pension Bonding Act is
believed to be sufficiently broad to permit public bodies in Oiegon to issue (1 : B
bonds. | lowever, because ol the unique issues associated with ()PbB bonds ai
p.utictil.uly (TPIB trusts, it is anticipated tlt.it special ()Pl B bond legislation I

he sought in the JO(I7 | egislative Session,

In a special election the L.ill ol 2003. ( begun voters approved an amendment r he
i begun ( onstiiuiion amhori/ing the Stale Treasurer to issue I'( TBs as general
ohlig.uion bonds ol die State of Oregon lor die purpose ol paying substantial! | ol
die State* UAAI . | lie amendment ptovided that ihe general ohlig.uion of the ate
must contain a ditcel pmmisc on hehall ol llie Stale lo pay ihe priltcipal, pteu nt,
il any, and imeiesi on ih.it indebtedness. | lie Stale is also tequired to pledge ii ill
faith and i (edit and i.ixing power to pay that indebtedness: however, the ad v.i, in
t.isiug power ol the Stale may not lie pledged to pay that indebtedness. | heai  Hit
o| |'( T|i indebtedness authorized by the amendment that may In outstanding ny

time cannot exceed P’ool the leal maihei value ol all prop.riy in the Sitie, 1,
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October 2003. the State issued approximately S2 billion in I’'OBs. These POBs

were listed on the Luxembourg Stock [exchange in order to facilitate sales ro

European investors.

In 2003, the Oregon Legislative Assembly made substantial changes to Oregon

PLUS. These PLUS reforms resulted in extended litigation. This litigation included a
number ol challenges to the legislative reforms seeking to, among other things, have
implementation of the reforms enjoined or declared an unconstitutional impairment
of contract or unconstitutional raking ol property. Although these cases are not
directly related to any particular bond issues, and have resulted generally in the
legislative reforms being upheld. Continuing litigation, as well as .subsequent
legislation or administrative action, could have significant implications with respect

to PLUS and the related liability ol Oregon state and local government units
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CONTACT INFORMATION

Members of Orrick’s Pension Obligation/OPE B

Bond Group
CALIFORNIA & THE WEST TELEPHONE E-MAIL
Roger I.. I>avis (.imlior) «i 15-773-57SK nigeiilaviiF'orrich.com
M.iry A. Eollinx «i 15-773-5yy.S maniollinit-'ori ick.com
John 11 Knox 417-7730626 jknoxF'di rick.com
Virginia Magan 910-32")-7%'(l viinagan(,,'orrick.com
Philip ( Morgan '115-773057 pmorg.mF'oniik.com
John Wang lls“" vhyy.! juangO'dnii k.coni
PACIFIC NORTHWEST
llonglas ( me 303 vy i.i-isio ili'oiF" hirick.com
Mil had Stimulct s0.? yi.visjo niscliiaili'fF'oniik.com
<o0iniikV MIn.uki so \y.|> isfii imiiiaikiF'oiriik.inin
HEW YORK & THE EAST
Douglai 1 iiitniii%iil Liiio s;ii Le<iimilli i ink" »>#iii k.i
Llioilias I'. M iin 212 sy( s;i3 im u-iii-'nriii k.i oin
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