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GARVEE BONDS 
Benefits Irom Garvee Bonds

Acceleration o f  Projects:

The ability to accelerate m ajor projects to deal with significant infrastructure problems is very 
compelling to the D epartm ent o f  Transportation. Municipalities, and contractors. By the nature o f  
our current funding, large, high cost projects are phased over a period o f  time to minimize their 
impact on the overall h ighway program. Unless phased, one large project, such as the Glenn 
Highway expansion in A nchorage could well dom inate  the h ighway program in a given year.
That m eans that funds w ould  not be available to deal with projects in o ther parts o f  the Stale. 
Phasing also has the d isadvantage o f  prolonging the period o f  construction trauma inflicted on the 
public from issues that arc associated with highway constniction.

The use o f  Garvee Bonds allows the State to deal with major projects in a m anner that will not 
significantly impact the overall statewide highway program. A n additional benefit is that by 
dealing with an entire project rather than phasing the project the construction ' ism ptions to the 
public can be minimized.

Timing o f  p ro jects:

In a perfect world, governm ent program s would never overheat or cool the econom y. I f  all the 
projects contemplated under the current proposal were to be issued in a single year  as an addition 
to the normal construction program, the construction market would be strained to deal with the 
work. In essence we would  be trying to complete almost one and one h a l f  seasons o f  work in one 
year. The design com m unity  does not have the m anpow er to increase their efforts to that level 
and the State does not have project engineers to manage the work.

The State should also consider the impact potential "mega-projects’’ such as a gas pipeline or 
ANWK, will have on the econom y and program the release o f  the bonds to minim ize the 
consequences o f  the inevitable contraction in the econom y that traditionally follows the 
completion o f  a major project.

Construction Cost Savings:

By building sooner, rather than later, the impact o f  inflation can be reduced and projects can be 
delivered at a lower overall cost. Consequently  Alaska could get m ore projects com pleted  with 
the projected funding Horn the federal h ighway fund. This benefit is mitigated som ewhat by the 
fact that the bonds requite an interest paym ent that will increase the cost to the piogram, So long 
as the interest costs o f  the bond  issue arc less than the rate o f  inflation, the program  benefits from 
the issuance o f  bonds.

IIc iu -lits from In terest 1-aminus

In the most lu ;  ic sense, bunds requite an interest prem ium  for the privilege o f  borrowing money 
under the terms and conditions outlined in the bond indenture agreement. During the early  yeats 
o f  the program it is expected that the State will invest the unused portion o f  the bonds and .M i n
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interest at a rate in excess ol' that required on the bonds. That difference represents a savings that 
can be used for various purposes such as payments required on the bonds themselves or State 
match for the federal h ighway appropriatio. At some point, all the bonds will be issued and the 
State will incur a higher cost due to the interest portion o f  the bonds. Any benefit from this 
interest arbitrage will be received shortly after the bonds arc issued. O nce the bond funds are 
invested in projects rather than financial assets, the benefit disappears.

Potential Problems with Garvee Bonds

Selection c f  Projects:

The theoretical benefits o f  Garvee Bonds arc  undermined when the program becom es ju s t  another 
means o f  funding desired projects. A S400,000 project in Anchorage hardly seem s to dem and a 
creative means o f  project acceleration. The State should establish a process that meets strict 
criteria for selection rather than one that seem s to curry favor from local residents.

Also absent from the discussion is how projects arc to advance in the STIP to replace the projects 
funded by the bond proposal. The STIP process was developed to minim ize the political 
influence that can occur in project selection. That sam e process docs not seem  to have been 
applied to the selection o f  projects for inclusion on the Garvee Bond list. Until the selection 
process is better explained and understood the end result must be questioned.

Ovcr-hca lim i the econon •

Can the construction com m unity  handle an additional 5145 million in work phased in over three 
to four years? Yes. Can the State and the design com m unity  design this additional work in that 
time frame? The answer to this is less clear. The State presently has a problem  in getting the 
work to bid to com ply with the current construction season. A jo b  bidding in August and 
September is less valuable to the industry than one that bids in M arch or April. From the 
construction industry this bidding history impacts two construction seasons. For the Stale, the 
work is released in one fiscal year,

O ver time how ever this problem co llects  itself as the fall release o f  jobs  becom es the base from 
which the future years work is programmed. But delays in projects being released is sym ptom atic 
o f  a problem that will only be exacerbated by a significant increase in the project load.

Impact mi fn tn r : constn iction volume:

Under the current scenario described by the State, Alaska would see construction volume increase 
during the first few years following the bond issue and then lag the "noii-Garvee" trend for the 
remainder o f  the time bonds are outstanding. Perhaps the appropriate question is not "W ill the 
( iniAoc bonds overheat the econom y?" but "W hat will happen to the industry after the projects 
funded by tl bond issue are com pleted?”

Implicit in the assumptions surrounding the issuance o f  Garvee bonds is that the State o f  Alaska 
will continue to he a net benefactor from the federal highway trust fund allocation formula at the 
same level as currently experienced through all future federal highway rcauthori/ations. This 
assumption may well he true, but reason suggests that as A laska’s senior leadership retires.
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Alaska’s share o f  the h ighway fuiuls will be reduced. Should that happen, A laska’s  receipts front 
the program will p lum m et and the State o f  Alaska and the highway construction industry in 
Alaska would be severely impacted.

One o f  the argum ents for the bonds is that future inflation can be avoided by early construction.
If  however the construction industry must purchase new equipment to meet the peaks im posed by 
the increased volume accom panying Garvee bonds, it seems reasonable to expect that they will 
attempt to amortize the cost o f  the increased equipment over the expected life o f  the increased 
volume. The cost o f  the G atvee  projects under such a scenario m ay actually be higher than 
expected and the proposed inflation savings non-existent.

I iighway construction is a capital-intensive business. Self-inflicted modifications to construction 
volume can seriously impact the economic viability o f  the construction industry particularly as 
the volume o f  work contracts to normal sustainable levels. Bidding then becom es defensive as the 
firms attempt to generate cash flow and the entire industry suffers until the excess capacity can be 
relieved. In the end som e firms m ay well go out o f  business, not because o f  econom ic decisions 
they make, but because o f  economic distortions to the econom y by those that did not consider the 
ramifications o f  their decisions.

A Proposed Approach to GARVEE Bonds

Bond payments limited lo 5%  o f  federal highway nro tuam :

More is frequently not better. New M exico issued approximately SI billion in Garvee bonds to 
do a num ber o f  major projects. The bonds supposedly arc being paid back over a num ber o f  
years at a rate o f  almost SIOO million per year. New M exico’s h ighw ay program is 
approximately S242 million dollars before the reduction for the Garvee bonds and o ther senior 
sub-ordinate lien bonds. A lter the reduction, the program is reduced to approximately  S I 64 
million. M ore than one third o f  their h ighway program funds are being used to payback the 
bonds. This reduction has seriously impacted the economic viability o f  their highway 
construction industry.

The problem is further magnified when the highway funding for 2003 is considered. In President 
B ush’s 2003 budget proposal. New M exico 's  estimated highway appropriation was $109 million. 
After the reduction for the bond payments, the Stale had less than S 125 million for their h ighway 
program. This reduction in the highway allocation was unique, but could easily occur again.

It can be argued that the problems in New M exico are uniqu , and perhaps they are. O ther states 
are also gaining valuable experience in this area. Colorado, Kansas, W est Virginia, and others 
have experiences that should be analv /ed  and understood. W here appropriate, these experiences 
should be avoided or replicated. More importantly, Alaska should seriously look at its own 
experience with Garvee bonds and the impact the annual payments had on the h ighway program  
in 2004. Fortunately the Legislature greatly reduced the amount o f  Garvee Bonds requested 
G overnor Knowles but in 2004, Alaska experienced a contraction in h ighway funding and the 
bond repayments had a sign*** ant impact on the highway program that year.

Given the problem s experienced in some slates, A G C  would propose that any  allocation o f  the 
federal h ighway funds for repayment o f  bonds should not exceed five percent o f  the projected,
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sustainable h ighway funds. General obligation bonds should fund major projects that will require 
a higher repayment level.

I'rojecl Selection:

Projects selected for funding under a Garvee Bond approach should be determ ined by the 
application o f  a rigorous set o f  criteria. No project should be selected ’hat has not successfully 
undergone the process imposed in the STIP. But inclusion on the STIP should not be sufficient in 
and o f  itself. The project should be o f  sufficient size that the Stale w ould norm ally  phase the 
construction to minimize the impact on any one yea r’s project list. The rational for inclusion on 
the list should be compelling. Removals o f  significant safety hazards, environmental issues, or 
economic benefits from project acceleration arc all reasons that a project might be included on it 
Garvee Bond list. This approach could potentially be a valuable tool for the State, but the goals 
should be clearly defined and the problems carefully evaluated.

Summary

It is extremely difficult for a trade organization representing contractors to argue against 
additional work  for their industry. But when that work com es at the expense o f  future work and 
when future-funding levels might decline due to external factors beyond A lask a’s control, then it 
becomes an issue o f  finding the best means o f  stabilizing the industry. T he problems experienced 
in other states suggest that the use o f  Garvee bonds should be approached cautiously. Wild 
swings in construction volume will permanently dam age the h ighway industry in Alaska. The 
Associated General Contractors o f  Alaska cannot support any method or alternative that will 
cause long-term harm lo the industry. As currently proposed the issue is not good for the industry 
and most likely not good for the State.
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F I S C A L  N O T E
STATE OF ALASKA Fisca l N o le  Number: _________________
2006 LEGISLATIVE SESSION Bill Version : HB 27 8

() Pub lish D ate : _________________

Rev ision  Da le /Time (N ote if correc tion );_____________________________ D e |il. Affectecb_____________R evenue_______
Title Retirem ent System  Bonds__________________________ RDU  ________________________________
________________________________________________________________________Com ponent A laska Municipal Bond Bank
Sp on so r R ep . Mike Hawker___________________________________ _______________________________
R eq ues te r _______________________________________________________Com ponent No. 121

E x p e n d i t u r e s /R e v e n u e s ___________________________________ (T housands  ol Dollars)________________
Note: Amounts do not include inflation un le ss otherw ise noted below .
O PERA T IN G  EX PEN D ITU RES FY 2 0 0 7 FY 2 0 0 8 FY 2 0 0 9 FY 2 0 1 0 FY 2011 FY  20 1 2
P e rson a l Serv ices 
T ravel 
C ontractua l 
Supp lies 
Equipment 
Land & Structures 
G rants & C laim s 
M isce llaneous

TOTAL O PERA T IN G * • * *

CA P ITA L EX PEN D ITU RES
CHANGE IN REVEN U ES  ( )
FUND  SO U R C E _______________________________________________________ (Thousands o f D o lla rs )
10 02  F ede ra l Receipts 
10C3 G F Match
1004  GF
1005  G F /P rog ram  Rece ip ts 
Bond P ro ceed s
Bond Bank Investment Earn ings

TOTAL • * ♦ 0 * 0

E s tim a te  o f  any  c u rre n t y e a r (F Y 2 0 0 6 ) c o s t : 0 .0
C h ec k  th is  b ox  (X ) if fu nd ing  fo r  th is  b ill is  inciuc. n th e  G o v e rn o r 's  FY 2 0 0 7  b udge t p ro p o s a l: [
PO S IT IO N S
Full-time
Part-tim e
Tem porary

A N A LYS IS : (Attach a separate page n necessary)
HB 278 e x p a n d s  the  ability of the A laska  Municipal Bond Bank Authority (Bond Bank) to borrow m oney  for 
loans to com m unities  for the p u rp o se  of prepaying their unfunded  a c c ru e d  actuarial liabilities of the 
re t irem ent sys tem . T h e  p rem ise  of undertaking this typo of transaction  is providing com m unities  with an  
efficient m e a n s  of borrowing to fund all or a  portion of their unfunded  liability. T h e  d ifference be tw een  the 
cos t  of capital and  the ea rn in g s  on the  investm ent of that capital by the re tirem ent sy s tem  ac c ru e  to the 
participating community.

Should  any  transaction  b e  u n d er taken  the fiscal impact on tne Bond Bank will be  an  in c re a se  in debt 
i s s u a n c e  costs .  T h o se  include: rating a g en cy  fees ,  financial advice, bond  counse l ,  printing, cu s 'p

P rep a red  by: H ouse F inance Com m ittee_______________________________________________P h o n e ___________________
D i v i s i o n ________________________________________________________________________Date/T ime 3 /2 4 /0 6  3 :5 0  P ' 1
Approved by: R ep . Kevin Meyer, C o -Chairm an__________________________________  D a le  3 /2 4 /2 0 0 6_______
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Representative Mike Hawker
Alaska State Legislature

House Bill 278 
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"A n A c t re la ting to the A laska M un ic ipa l Bond Bank A u tho rity ; 
pe rm ittin g the A laska Munic ipa l Bond Bank A u th o rity or a 
subs id ia ry o f the au tho rity to ass is t s ta te and munic ipa l 
gove rnm en ta l em ployers by issu ing bonds and o the r commerc ia l 
paper to enable the gove rnm enta l em p loye rs to prepay all o r a 
po rtio n o f the gove rnm en ta l em p loye rs ' shares o f the un funded 
accrued actua ria l lia b ilitie s o f re tirem en t sys tem s and au thoriz ing 
gove rnm en ta l em p loye rs to con tra c t w ith and to issue bonds, 
notes, o r comm erc ia l paper to the au th o r ity o r its subs id ia ry 
co rpo ra tio n fo r tha t purpose ; and p ro v id in g fo r an e ffec tive date .’’

HB 278 authorizes the Alaska Municipal Bond Authority to consider 
issuing pension obligation bonds (ROBs) at the request of the state or a 
municipal governmental employer. POBs are a proven and acceptable 
tool to mange pre-existing liabilities for state and local pensions. Bond 
market participants are receptive to POBs, inc. ,wing bond insurers, 
rating agencies and investors.

HB 278 expands the authority of the Alaska Municipal Bond Authority to 
support the state or a municipality that wishes to include POBs in their 
strategy to reduce the cost of meeting unfunded pension liabilities.

This bill does not authorize any debt instruments to be issued. The state 
or a municipality would need to take a separate specific action to utilize 
this new ability of the Municipal Bond Bank Authority.

:;p.rT)ike.hawkGr(S)ie*gis,sl3te.ak.us • http://www.okrepiiblicans.org/liawker/

Staff Contact: Juii Lucky 405 -6 587  Paulyn S w a n so n  465- 5820 Revised  5/2/2005

http://www.okrepiiblicans.org/liawker/


FISCAL NOTE

ANALYSIS C-QNTINUAUQM
service, undorwriling, and olher related expenses. Those costs will bo tended from the bond proceeds and Bond Bank Investment 
earnings. The Bond Bank estimates tho initial costs associated with a hypothetical transaction ot one billion dollars would 
approximately be $7 million in tho year in which tho transaction occurs, with $40.0 per year in service exp nses.

This liscal note is indeterminate because it is unclear at this time if any transaction will lake place.

STATE OF ALASKA K IL L NO. HB 278__________
2006 LEG ISLATIVE SESSION
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AMEND M ENT | D & 1 T

OFFER ED  IN TH E H O U SE  BY R E P R E S E N T A T IV E  H A W K E R

TO: HB 278

1 A ny  necessary title change am endm ents to accom m odate the following.
2

3 Page 1, following line 9:

4 Insert new bill sections to read:

5 "* S e c t io n  1. AS 14.25 .070  is am ended by adding a new subsection to read:

6 (d) An em ployer m ay  p repay  all o f  the employer's share o f  any  accrued actuarial

7 liability to the plan in a lump sum. The com m issioner o f  administration may, by  regulation,

8 permit an em ployer to prepay a portion o f  the employer's  share o f  any  accrued actuarial liability

9 in a lump sum  and establish a m in im um  amount for the lump sum  paym ent o f  a portion. The

10 administrator shall charge to the em ployer appropriate and reasonable adm inistrative costs to

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

12 applied to o ther em ployer  contributions. I f  an em ployer is grouped  with any  o ther em ployer in

13 accounting for contributions and the em ployer m akes a lump sum  paym ent, the lump sum

14 paym ent shall be held separately and accounted for in accordance with regulations adopted by

15 the com missioner. The regulations must provide for crediting to each lump sum payment

16 account all earnings and losses received from investment o f  that lump sum  payment. The lump

17 sum  payment shall be  used solely to offset contributions under this section required o f  the

18 em ployer that m ade the lump sum  payment, taking into account earnings and losses from its

19 investment. A ny paym ent m ade by an em ployer under this section together with all earnings

20 and losses from investment o f  that paym ent shall not be considered in calculating that

21 em ployer’s share o f  any discretionary payment that m ay be authorized by  the State o f  Alaska

22 benefiting m ultiple employers.

23

24 * Sec. 2. AS 29.47 is am ended  by  adding  a new  section to read:

25 Sec. 29.47.480. A ccrued actuarial liabilities o f  retirem ent systems, (a) A

2o municipality, o r  two or m ore municipalities jointly, m ay enter into a lease or o ther contractual

27 agreement with a trustee o r  the Alaska Municipal Bond Bank Authority  o r  a subsidiary o f  the
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1 authority under w hich  the authority, subsidiary, or tm stee will issue bonds, notes, commercial

2 paper, certificates o f  participation or contractual obligations to prepay each participating

3 municipality 's share o f  the accrued actuarial liabilities o f  retirement systems. Bonds, notes,

4 com m ercial paper, certificates o f  participation or contractual obligations issued by the trustee or

5 the A laska M unicipal Bond Bank Authority  or a  subsidiary o f  the authority  m ust be secured

6 and payable as provided in the agreement. The agreem ent m ay  provide for lease reserves or

7 o ther reserves and for p rotective covenants.

8 (b) A m ounts  paid  by  a participating m unicipality  under a lease or o ther contractual

9 agreement entered into under this section, together with proceeds o f  the bonds, notes,

10 com mercial paper, certificates o f  participation or contractual obligations and interest or

11 eamings, m ay  be pooled  into one or m ore funds o r accounts, including one or more debt service

12 funds. T he  assets in any  o f  the funds or accounts m ay  be pledged to the holders o f  the bonds,

13 notes, com m ercia l paper, certificates o f  participation, or contractual obligations.

14 (c) A m unicipality  m ay  enter into a func > diversion agreem ent with a state agency

15 regarding paym ent o f  m on ey  on b eh a lf  o f  the m unicipality  that m ay be applied to the payment

16 o f  a lease o r o ther contractual obligation o f  the m unicipality  in connection with bonds, notes,

17 com mercial paper, certificates o f  participation, o r  contractual obligations issued under this

1S section. T he  futids d iversion agreement must provide, subject to any conditions set out in the

19 agreement, that all or a portion o f  the funds otherwise payable to the municipality by  the state

20 agency  shall be paid d irectly  to the trustee, Alaska Bond Bank Authority, or subsidiary that

21 issued the bonds, notes, com m ercial paper, certificates o f  participation, or contractual

22 obligations to satisfy, in w hole  or part, the municipality 's obligations to the trustee, authority, or

23 subsidiary. If, for any  reason, a state agency that has entered into a funds diversion agreement is

24 not able to m ake a paym ent to the tm stee o r the A laska Municipal Bond Bank Authority or its

25 subsidiary as provided under the funds d iversion agreem ent, the stale agency shall g ive notice

26 o f  that fact to the m unicipality  within 30 days afler a determ ination  is m ade that the agency will

27 not m ake the paym ent. A funds diversion agreem ent is irrevocable and m ust remain in effect

2S until the m unicipality 's  obligations in connection with the bonds, totes, commercial paper,

29 certificates o f  participation, or contractual obligations are satisfied. Nothing in this subsection

30 or in a funds diversion agreem ent entered into under this subsection  obligates the state or a slate

31 agency to pay  any am ount to or on b eh a lf  o f  a m unicipality  that the municipality is not



1 otherwise entitled to receive or to m ake any paym ents o f  principal or interest on the bonds,

2 notes, com m ercial paper, certificates o f  participation, o r  contractual obligations.

3 * Sec. 3. AS 39.35.100(b)(3) is am ended  to read:

4 (3) A separate account for each em ployer shall be maintained. T he account shall be

5 credited w ith  contributions o f  the employer. E x cep t  as p ro v id e d  in AS 39.35.270(d), th is

6 [THIS] account shall be charged with the em ployer's actuarial charge for pension, death

7 benefits, and o ther benefits paid under this plan to or on b eh a lf  o f  the em ployee o f  the

8 employer. E x c e p t  as p ro v id e d  in AS 39.35.270(d), a f te r  [A FTER] an allowance for interest

9 credited to em ployee contribution accounts and em ployee savings accounts, the investment

10 income o f  the pension fund shall be allocated to the retirement reserve account and to each

11 em ployer asset share account according to the ratio that the average o f  the assets in th account

12 as o f  the beginning  and as o f  the end o f  the fiscal year bears to the total o f  the average balance

13 o f  the retirement reserve account and all em ployer accounts.

14 * Sec. 4. AS 39.35.100(b)(4) is am ended  to read:

15 (4) An expense account shall be maintained for the plan. E x cep t  as p ro v id ed  in AS

16 39.35.270(d), th is  [TMIS1 account shall be charged with all d isbursem ents  representing

17 adm inistrative expenses incurred by  the plan. At the end o f  the year3 the expense account shall

18 be allocated to each em ployer in accordance with (3) o f  this subsection. Expenditures from this

19 account shall be included in the governor's budget for each fiscal y ear  and are subject to

20 approval b y  the legislature.

21 * Sec. 5. AS 39.35.270 is am ended by adding a new  subsection to read:

22 (d) An em ployer m ay  prepay all o f  the em ployer's share o f  any  accrued actuarial

23 liability to the plan in a lump sum. The com m issioner may, by  regulation, permit an em ployer

24 to prepay a portion o f  the employer's  share o f  any accrued actuarial liability in a lump sum  and

25 establish a m in im um  amount for the lump sum payment o f  a portion. T he com m issioner shall

26 charge to the em p lo y er  appropriate and reasonable costs to the plan attributable to a lump sum

27 payment that are not greater than adm inistrative costs applied to o ther em ployer contributions.

28 I f  an em ployer m akes a lump sum  payment, the lump sum  paym ent shall be held separately and

29 accounted for in accordance with regulations adopted by the com m issioner. The regulations

30 must provide for crediting  to each lump sum paym ent account all e a r  and losses received

31 from investm ent o f  .hat lump sum  payment. The lump sum paym ent shall he used solely to
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1 offset contributions under this section required o f  the em ployer that m ade the lump sum

2 payment, taking into account earnings and losses from its investment. A n y  paym ent made by

3 an em ployer under this section together with all earnings and losses from investment o f  that

4 payment shall not be considered in calculating that em p lo y er’s share o f  any  discretionary

5 payment that m ay be authorized by  the State o f  A laska benefiting  m ultiple employers."

6
7 Page 1,1. 10:

8 Delete "S ec tion  1"

9 Insert "Sec . 6 "

10

11 R enum ber the following bill sections accordingly.

12

13 Page 3, lines 12 - 18:

14 Delete all material.

15 Insert "the lowest rates in terms o f  borrowing to municipalities as is consistent with a self-

16 supporting operation with no expectation o f  subsidization with state funds; .he legislature does not

17 intend that the bond bank authority  be utilized as a means to finance municipalities beyond their

1S capability  to meet repaym ent schedules and debt service requirem ents o f  bonds or nolcsj

19 (4) th e  b o n d  b a n k  a u th o r i ty  o r  its s u b s id ia ry  sh o u ld  c o n d u c t  its o p e ra t io n s  to

20 p rov id e  the  lowest ra te s  in te rm s o f  b o r ro w in g  to g o v e rn m e n ta l  em p lo y ers  u n d e r  AS

21 44.85.085 a n d  44.85.086 as is consis ten t  w ith  a se lf - su p p o r t in g  o p e ra t io n  w ith  no

22 expecta tion  o f  su b s id iza t io n  w ith  s ta te  funds; the leg is la tu re  does n o t  in ten d  th a t  the  bond

23 h a n k  a u th o r i ty  o r  its su b s id ia ry  be  utilized as a m ean s  to f in an ce  g o v e rn m en ta l  em ployers

24 u n d e r  AS 44.85.085 an d  44.85.086 bey on d  th e i r  c a p a b i l i ty  to m ee t  r e p a y m e n t  schedules

25 an d  d e b t  service  r e q u i re m e n ts  o f  b on d s , notes^ c o m m e r c ial p a p e r ,  o r  c o n tra c tu a l

26 obligations to the  b o n d  b a n k  a u th o r i ty  o r  its s u b s id ia ry ."

27

2S Page 8,d ines 12 -V ^\

29 De|ctc idl material.

30 InseravNOTES,] m ay not exceed 5500,000,000. T h is  subsec tio n  does not a p p ly  to bonds,

31 n o / e s , " \

•t
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City of Soldotna
177 N o r th  B i r c h  •  S o ld o tn a ,  A la s k a  99669 •  P h o n e :  (907) 262-

Representative Mike Chenault, Co-Chair, House Finance Committee 
State Capitol, Room 502 
Juneau, AK 99801

Re: HB 278 and Other PERS Unfunded Liability Bills

The City of Soldotna supports legislation allowing an option for pension obligation 
bonds as a tool in dealing with the PERS unfunded liability issue. But, we feel 
that there are some broader considerations that should be part of this or any bill 
dealing with this issue. We ask you to submit the following comments to the 
Finance Committee.

As the Alaska Legislature considers options for reduction of the unfunded liability 
for PERS and TERS, you should ensure that communities who have taken steps 
to reduce that liability are not penalized. The City of Soldotna has taken steps to 
reduce its unfunded liability and should receive credit for this in any plans 
adopted by the Legislature.

The City of Soldotna, like all other participants in PERS, received notice of an 
unfunded liability of approximately $4 million. We were also advised that this 
liability would effectively accrue interest at 8.25%. That interest charge equaled 
$330,000 annually, or $25,000 a month. At that time, the City's total contribution 
rate set by the State was about 2.5% and was raised to about 4.5%. With the 
statutory limit on increases of only 5% of payroll annually, it would have taken 
until FY 2005-06, the current year, before the City's contribution even equaled 
the accruing interest.

Faced with this situation, the Cuy Council determined a payment of $1 million 
should be made to reduce the unfunded liability. This payment was made in 
November of 2004. So that you understand the impact of waiting, I want to tell 
you how the money was applied to the City's liability. Of the $1 million, $620,000 
went to accrued interest back to the date our unfunded liability calculation was 
made. Our "principal" owed was only reduced by about $380,000. The City also 
elected to apply the legislatively provided offset funding for the current year's 5% 
increase to be applied to the unfunded liability as well. We absorbed the actual 
increase in the contribution rate in the City's operating budget.

Many communities asked about our actions. While they saw some benefit, most 
were concerned that if the Legislature provided assistance, credit would not be 
given for payments made to reduce the unfunded liability. If the State elected to



pay off the unfunded liability balance in full and did not give credit for earlier 
efforts to reduce the liability, Soldotna would have paid $1 million more than 
other participants. This fear makes it difficult for a community to consider being a 
good steward of its resources. The Legislature must recognize this and if any 
relief is given, make sure it is not based on just the unfunded liability on the date 
relief is given, but also considers the extra payments made prior to that date.

Sincerely,

Thomas R. Boedeker 
City Manager

cc: Representative Kurt Olson
Senator Tom Wagoner



State of Alaska 
Legislative Affairs Agency 
Kenai L!0 
145 Main St Lp Ste217 
Kenai, AK 99611 
(907)283-2030

Date: -  • * (. ('■

Please accept the enclosed original(s) o f written testimony for the L L t l A  teleconference hearing that was

scheduled on i _________ .

A copy of this testimony was transmitted to your com m ittee via fax on

Thank you,
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Pension Obligation Bonds
Testimony to the House Finance Committee
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Carol Samuels, V ice  President I andsay Sovde, V ice President FR!Of£3 s k a t t i  j«*-n o u rn  w ic s t
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What is a Pension Obligation Bond?
A pension obligation bond is a financing used lo defray unfunded pension costs. It is a “ replacement’ 
financing rather than a new obligation.

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

If liabilities exceed assets, the difference is known as the “ Unfunded Accrued Actuarial 
Liability”  or “ U A A L .”

• With lagging investment returns, increases in healthcare costs, and actuarial revaluations, 
many public and private pension systems have found themselves significantly under-funded.

Repayment o f  the U A A L  is amortized over a fixed period and built into payroll rales at a 
given interest rate, 8.25 percent in Alaska.

• Retirement system thereby becom es the “ banker”  for the shortfall, as em ployers repay die 
loan over the amortization period.

Many jurisdictions have used Pension Obligation Bonds to refinance these system  
“ loans” at rates lower than the amortization rate.

SK A TTI.K - N O K i ll W  KST
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Why Pension Obligation Bonds 
Might be Useful in Alaska

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

-  P E R S  rates r ise  to 3 2 %  of payroll b e g in n in g  in 2 0 1 1 ,  a n d  d o  n o t  d e c l in e  until 

2 0 2 9 .

-  T R S  rates r ise  to  50% of payroll in 2 0 1 1  and c o n t in u e  in c re a s in g  to  5 6 %  b y  

2 0 2 8  b e fo r e  d e c l in in g .

• Pension obligation bonds can be an effective tool for immediately reducing 
payroll rates and producing long term savings for jurisdictions.

• In Oregon, jurisdictions are projected to save over $1.3 billion from use of 
this technique.

S E A T T E K - N 0  RT1I W E S T  
F W I t v i !  .SIOJKNlIvS CORPORA'IION



Alaska Pension System *

Alaska
PERS TRS

Asset base $8.2 billion $3.9 billion

Covered Em ployees 69,135 21,220

Average em ployer rale 16.77% (l) 21 .00%  <2>

Funded ratio 72 .00% 64.00%

U A A L  as o f  2003 valuation $3.4 billion $2.3 billion

* As June 30, 2004.
(1) Actuarially com puted ;il 25.63%
(2) Actuarially com puted at 38.85%

IJ fiBL’j  SEATTEE-NO RTIIWEST 
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Bonding a Popular Tool
4

M a n y  ju r is d ic t io n s  th rou gh ou t the c o u n tr y  h a v e  c h o s e n  to  f in a n c e  P E R S  liabilities 

w ith  b o n d s .

In O regon :

• A  total o f  133 sch oo l districts, cities, counties and the State have issued $ 5 .4  billion o f  
pension  bonds in O regon .

Savings pro jected  at $1 .3  b illion  overa ll, assum ing an 8 .0 0 %  rate o f  return.

* Original statutory authority prov ided  to local govern m ents  and sch o o l  districts in 2001 
for  issuance o f  “ full faith and credit ob liga tion s .”

S ch o o l  Districts also granted authority to enter into intercept agreem ent with the State, 
w hereby  operating funds w ere  additionally  p ledged . This approached  resulted in 
“ Slate”  credit rating.

State Constitutional am endm ent approved  by voters in 20 03  authorizing the State to 
issue G O  bonds fo r  its share o f  the liability. V oter  approval margin was 5 5 .2 5 % .

A lth o u g h  b o n d s  h a v e  to be  s o ld  on  a ta x a b le  basis , interest rates f o r  m ost  b o r r o w in g s  

h a v e  b e e n  w e ll  u n d er  6 % .

nT” ” KI SKATTI.K-NO K I'll WEST 
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The Arbitrage Issue
5

Issuing a pension bond is not like refinancing your mortgage...

S u c c e s s  fro m  b o r r o w in g  d e p e n d s  on  the m a rk et  return ing  m o r e  than the cos t  o f  

the b o n d .

-  F o r  A la s k a  b o r r o w e r s ,  i f  in vestm en t returns equal 8 .2 5 %  o v e r  25  y ea r  
p e r io d  o v e r  Ihe l ife  o f  the b o n d s ,  c o s ts  w il l  be  re d u ce d  as estim ated .

-  I f  returns are greater  than 8 .2 5 % ,  c o s t  red u ct ion s  w ill  b e  grea ter  than 

p r o je c t e d .

-  I f  returns are less than 8 .2 5 %  c o s t  re d u ct io n s  w ill be  p o s it iv e ,  but less than 

p r o je c te d .

-  I f  returns are less than the b o n d  y ie ld ,  b o r r o w e r s  w ill b e  w o r s e  o f f  than 

th o s e  w h o  d o  not b o r r o w .

NtiiJW SKAT U.K. NO KTIIWKST 
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Alaska PERS
6

Alaska Public Retirement System
History o f  Investment Results

20 .00%

15.00%

1 0 .0 0%

5.00%

0.00%

5.00'

8.25%

• 1 0 .00%  _______

)9g2 ,993 1991 1995 199G 1997 1998 1999 2000 2001 2002 2003

Iii Oregon, PERS has a long history o f  string investment performance:

10 year average: 12.38%
15 year average: 12.69% SKA'I TI.K-NO KTII \V MS I
56 year average: 10.84% HBBiBI siniKmiscouixnunoN



Oregon Process
7

• Bond proceeds are placed in a “ lump sum account” for benefit o f  employer. 
Earnings and losses directly accrue to that account.

• Lump sum account is used to provide prepayment credit on payroll rates 
charged to jurisdictions.

SKATTI.IC -N  ( )  H i l l  W ICS'I 
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Recent Returns -  Oregon Lump Sum Accounts
8

Issuer Par TIC Total Return Annualized

Series 2002 A&I3 - Local Governments $ 238 m 7.00% 46.45%) 12.39%)(,)

Series 2002 - School Districts $ 775 in 5.60% 62.79%. 19.83%)

Series 2003 - Schools, Community Colleges $ 1,080 m 5.73%- 55.50%) 20.81%.

Series 2004 - Schools, Community Colleges $ 400 m 5.49%; 26.45%) 14.43%)

Series 2004- Local Governments to CS m
m

* 6.11% 27.24%» 17.20%)

(1) As of I)eecmber 31, 2003
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Alaska PERS 
System-wide Refinancing Analysis

• A  re f in a n c in g  o f  the $ 3 .4  b i l l io n  P E R S  U A A L  c o u ld  result in net p resen t va lue  
sa v in g s  o f  o v e r  $1 b i l l io n .

FY 2007 FY 2008 FY 2009 FY 2010
Total PERS Rate 21 .77% 26.77% 31 .47% 31.97%

Less: Projected Rate Credit (15 .50% ) (15 .50% ) (15 .50 % ) (15 .50% )

Plus: Debt Cost 12.36% 12.43% 12.43% 12.43%

Net PERS Rate 18.63% 23.70% 28 .40% 28 .90%

Net Savings in PERS Rate 3.14% 3.07% 3.07% 3.07%

Net C ashflow  Savings $51,161,811 $51,944,574 $53,987,342 $56,147,686

Note: TIC assumed 5.75%
M u S f c ?  S K A T T U ' - N O i n  i lW  LS I
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Alaska TRS 
 System-wide Refinancing Analysis
• P resent v a lu e  s a v in g s  p r o je c te d  at o v e r  $ 6 5 0  m il l io n .

FY 2007 FY 2008 FY 2009 FY 2010
Total T R S Rate 2 1 .0 0 % 26.00% 31.00%) 36 .00%

Less: Projected Rate Credit (21 .00% ) (26 .00% ) (30 .76% ) (30.76%;)

Plus: Debt Cost 14.58% 19.82%? 24.74%; 24.74%;

Net T R S  Rate 14.58% 19.82% 24.98%; 29.98%;

Net Savings in TR S  Rate 6.42% 6.18% 6.02% 6.02%

Net C ashflow  Savingsc* $37,055,731 $37,070,595 $37,583,609 $39,089,894

Nole: TIC assumed 5.75%
1 liMUii ska in.r.- n o  IM MW LSI 
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Lessons Learned
11

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

2. What happens if UAAL is subsequently reduced or increased?
R e d u c t io n s :  L u m p  su m  p a y m e n t  w o u ld  put ju r is d ic t io n  in surp lus. F u n d s  w ill  
not be  returned to ju r is d ic t io n ,  but su rp lus  is u sed  to r e d u ce  p a y r o l l  rates 
further.

• Increa ses : L u m p  su m  p a y m e n t  w o u ld  d e fra y  total d e f ic it .  U A A L  w o u ld  not 
be  as h igh  as w o u ld  o th e r w is e  be  the ca se .

In an y  ca se , arb itrage  risks rem ain  the sa m e  f o r  e x is t in g  lu m p  su m  p a y m e n t .

3. Structure o f  the financing matters
• In a p p rop r ia te  to u se  u n rea list ic  a ssu m p tion s  a b o u t  rates o f  return.

A m o r t iz a t io n  structure o f  b o n d s  sh o u ld  m atch  a m o rt iz a t io n  o f  U A A L  that 
P E R S  s y s te m  uses.

• N ot p ru den t to  h a v e  b a ck  w e ig h te d  structured  w h e r e  all sa v in g s  are p r o d u c e d  
in early  years .

ifSEHifiS SKATTI.K-N O K i ll W KST
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Lessons Learned
12

4. The “housekeeping issues” are often the most critical

A dequate  protection and proper  accounting  o f  lump deposits  are critical.
• S tatutes and regulations needed to ensure that the em ployers  m aking (he 

deposit  are the ones gett ing  the credit, and that credit  is for appropriate  amount.

5. Bond Related Considerations

• Bonds are not likely to be subject to early redemption.
• Rating agencies will scrutinize structure carefully to ensure  paym ent o f

liability is not further deferred.
C hanges  “soft” liability to “hard” liability, which may put som e limitations on 
financial flexibility.

6. Variations in payroll growth not immediately reflected in debt structure

• U n d ercu r ren t  structure, if  payroll declines, paym ents  to PLR S decline.
• Using bonds, if payroll declines, paym ents  on the bonds do not change.

f S K A T T I .lv -N 0  IM II W luST
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House Bill 278
13

Authorizes access to capital markets for the purpose o f  financing pension 
iabilities.

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

Provides authorization for individual jurisdictions to pool together through 
a state entity such as Bond Bank lo achieve economics o f  scale.

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

-  Intercept o f  funding

-  Bond reserves 

Bond insurance

tiiiSisilfcil SK A TTI.K-N <) KTH  W I S I 
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Amendments to Original House Bill
14

• Clarifies nature of obligation for local entities.

• Permits jurisdictions to group together outside of Bond Bank though pools 
organized by a Trustee.

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

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

Wc are supportive of HB 278 as amended because it provides a tool 
for jurisdictions to use at their discretion to potentially defray 
considerable costs in meeting pension obligations.

SKATTI.lv-N <> KTII WIvST 
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Questions?

• Carol Samuels, SNW
-  (503)275-8301
-  csam uels@ snw sc .com

• Lindsay Sovde, SNW
-  (206)628-2875
-  lsovde@ snw sc.com

mailto:csamuels@snwsc.com
mailto:lsovde@snwsc.com


An Introduction to

’rf  ; .

: M 7 / i  
. \ A # v  t

i /

Pension Obligation Boricfs
/

o
ROGER L. DAVIS



ABOUT TIIE AUTHOR

R oger L . D av is is rliaii of (lie Public litiance Drpailmenl ill Oirlc k, I lomngtnii & 
SuIClif!'• 111*, (he piemier liorul counsel linn in the country. Mr I ).<vis Is also head 
of On It k’s Pension Obligation Hour! Group anil has worked on mine than XI) I’OH 
issues in various stales.

Members o f Orrltks P en s ion  O b lig a tion  B on d  G r o u p .lie sliossn on  the ron i.v  i list 
on  Ihe Inside o f  Ihe hark cove r o f  this liuciklel.

DISCLAIM ER; Nothing in pus Imuklel Should be consliued Ot lelied upon as legal advite. 
Instead, this booklet is Intended to seive as an introduction lo  the gene ml sub |rct of the use ol 
pension obligation bonds, fiom winch fietter Inhumed requests lor advice, legal and financial, 
can be formulated.

Published by
Orrlrk, llerungtnnft SnO hlfeoe  

Allogl Is reseived
Copyright *i jooj I., O io (k . Meiongion ft Soltl.ffe lie

h o  p u l id Pus booh may f e ie |ii(n |ureo in hansmaied many hum oi by .my means,elertmnlc 
oi inetbam ial, Including gihotorcigiylhg. rrronlini; tn any pdonnalioii Sloiage and reloeval 
system, without peonissinn in willing fiom II,e pirlilisker,

TABLE OF CONTENTS

Chap ler 1 . 

Chapter 2.

Chapter 3.

Chapter /<. 

Chapter 5.

C hap ler 6,

Chapter 

Chapter H. 

l  hap tet (>. 

Chap le t to . 

th a p te f  1 1 .

In tro d u c t io n ....................................................................................................................................1in ir o n u c n o n ..................................................................................................

P en sion  O b lig a t io n s ..............................................................................

A. Unlimited Arciued Aduari.il Liability (UAAL)........................ ....................... i
(!, Normal Annual Contributions ........................................................ ..............................A

R eason s For Issu in g  P O B s ...............................................................

A. Interest Rale S a v in g s ...........................................................................
I). D iscounts........................ ............................................................................ ..............................G
C. A rb itrage ..................................................................................................... ....................... 6
1). Budget R e lie f .............................................................................................
E. labor Relations B e n e f it s ...................................................................
T. Belter than Ihe Alternatives ........................................................... ..............................R

P o ss ib le  D is a d v a n ta g e s .....................................................................

Types o f PO Bs ............................................................................................

A. Security ...........................................................................................................
B. Credit Ratings/Borrowing C apacity .............................................. ........................... 13
C. Structure .....................................................................................................
1). Payments lo  Ihe Pension fund: Whole or P a r i ......................

Tax Is su e s  .......................................................................................................

A. Taxable B o n d s ...........................................................................................
It. Tax-Exempt POBs Prior to 19HO fax A c t .....................................
C. Tax Reform Atl of 1986; Transition R u le s ...................................
D. Columbus C a s e ........................................................................................
E. Tax f xempt Working Capital Bonds..................................................
1. Investment ol POBs In Municipal O b ligations........................
G. Other Considerations: t lfer l on IKANs .....................................

F edera l R e im bursem ent I s s u e s ......................................................

N ew  Y o r k ...........................................................................................................

C a li fo r n ia .................. .......................................................................................

O r e g o n ................................................................................................................

S im ila r To PO Bs .........................................................................................

C o n l .u lv  o n l f  k ’s P en s ion  Ob ligation Bond G ro u p  In s id e  B ack  Cover



CHAPTER ONE

Introduction

Pension ob ligation  lionils ( P O B s )  ate bonds Issued by it stall' o r  lix al government 
In pay its ob liga tion  lo  Ihe pension fund nr system in w h ich  its employees (o r others  
lor whose pension  lieneflls II Is responsible) are m em bers. I’O l i s  are an inrieasingly  
popu lar way for stale or local governments to  accom plish  a variety o f financial and  
o ilier (in clud ing  political) objectives

A ccord in g  (o  T h om son  liu an r la l . during  Ihe past tin  aile there Have been al least 
<T/5 I’O B  Issues by slate and local gnvenunent i.sueis In at least ?.?, stales.

T h e  put pose o l tills pam phlet Is to  In troduce inteiested parlies to  the reasons why  
POBs arc Issued, advantages/disadvantages, structure alternatives, ferleral tax issues, 
and  representative program s in three states where P O B s  ate particularly  popu lar.

T h e  au th o r is cha ir o f the Public I ’lnanro D epartm en t at O it lc k . I lerrlnglnn tv 
SutclllTe 11 r  and  lias been b on d  (oun se l on  m ore  than twenty I ’O B s  In v .u lons stales. 
O rrit k is the nation's p tc iiilir  b on d  cottnsel flnn . ranked num lier on e  (or m ore than  
a decade .' w ith  extensive experience in all types o f  I’O B  and slriill.tr rinanclogs.'

’ Rankings (o t securities transactions o lv a ila u s  types s ir  peilorm ed annually by lh o fm on fm a tK l.il. 
which has ranked Urrtfl. number one In the rotintty as bond roun srl slntc poor to 1990. In an a vn ag r  
year, times handles mine th in  sot) bond Issues, aggregating more than S jn  billm i 
f Of fit X is tanketj by thmnsnn I mandat as tin* number o n e  bond r ounsel in Ihr t nunlty lor PfltlS nvef 
the last d e tad e , vsilli mote Ilian a limes as many XI11H issues as Ihr sinund tanked littn

IM N i lO N  O IU K .A T IO N  I IO N D S



CHAPTER TWO

P e n s i o n  O b l i g a t i o n s

Pension obligations generally fall Into two categories:

A. U n fu n d e d  A ccrued  A ctuaria l Liability  (UAAL)

I lie u n f u n d e d  accrued nctonri.il llnbllily ( " I J A A I . " )  Is deleioilried b y  the nt (nary 

for (lie pension fond to be the amount bv which the peosioo (noil Is sltotl of tin* 

amount that w ill Ire necessary, without furlbcr payotent.s hoot Hie stale or local 

government, to pay benefits already earned by current and former employer's 

covered by the peosioo system. I be U A A I .  Is hast'd on assumptions (in some rases 

established by the actuary and In some raws by the pension system or by the state oi 

local government) as to retirement age, mortality, projected salary Increases altilbtiled 

to ioflaiioii, across the Ito,ml raises and merit raises, increases in retirement U'neflts, 

i ust o f  living adjustments, valuation o f rurrrn t assets, Investment ictiirn and other 

matters. I n  order to avoid volatility to the U A A I .  based on s w : ! .! '

v.ituatirul, the Investment p.,tins and losuts on assets in the (tension l u n d  ate often 

rerngui/crl (sometimes rrfenetf t«> as "smoothed") riser a 3 to !) )ear period.' I he 

stale oi lot.il gosemiot ill Is obligated to uilini l|/e the I I A A I .  riser a |terind r s l . i b l i s b c d  

by law or agreement ssldi the (inislon system, typically at an assigned Interrst rate 

rstabllslird by the (tcnslou system. vvltlr b asslgnetl Inli'iest rale Is usually the Mine as 

the at diary's assumed rate of InvrMmi nt li'tu iii on pension futnl assets (somi limes 

referred in as the "At tii.irl.il Rale'),

• Hole that the stntiotlieig mrthoilnh.gv if l r in  it la  mar result n i'tr ru ca llr r tr  nr *laetlf>t" iinlimrie.i 
I'Ahtlity. c*rr iliitu tilA O  of POO pf>\Wl»'lifJft H foul ' 'I f a

r>r nsion odhomion iiomos
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B. Normal annual contribution

In addition to making payments low.titl any UAAI., the Mate or local government 

is required lo make payments to the pension hind each year In respect of the piesent 

value of the U'liefns heing earned hy the cnuent employees coveted by the pension 

Itim l (that Is, the amount being tanted bv those employees with each payt beck 

ne<ess.trv to pay luture teilrement benefits, based on assumptions of mortality rates, 

salary lorteases, assumed rate ol Investment Income and Ihe Oilier assumptions 

lefened lo lo the pren ding paiagi.iph), generally referred lo as the "nomial annual 

contrihnll'in."

AM IM T H t in il t  tIO M  Ttt

Reasons For Issuing POBs

CHAPTER THREE

I he reasons svlty state or local governments issue POBs vaty fiom  issuer to issuer 

and horn time to time w ith economic conditions and olltei t in omslanres. I lowcver. 

Ilte.se reasons generally fall Into one or mote of the following categories:

A. In terest Rate Savings

As (lesctlltod In Chapter Two. most pension systems assign an Interest component 

to the payments the state or loral governm ent Is required to make In tesjwet of Its 

U A A I.. Assigned ln len  st rales n iripully  gciiemlfy range from T/,% lo 8'/;% 

rlepentling on the particular pension system W h en  taxable bond rales are low, and 

as of lall 2003 they are roughly 5.95% ot less for 30 year debt, then I’O B s  can 

function like a i lasslr Interest rate savings refunding For example. If die assigned 

rale Is 7.5% on a U A A I . n( S 1110,000,000, the annual all In rust would be roughly 

$8.500,tl00 assuming a 30 seat .im oill/.tllo ii. i ompaierl In an all lo cost of 

$7,300,000 on l ’( )Bs ammii/isl over rIh> same |ierlod assuming a 5.05% Inteirst 

rale and crisis nf Issuance o| I '.\> I liese sitings fo a drgieo can lie hunt loaded nr 

otherw ise Mrm m in t in occur when most neederl ( v e  Section ( ’ of I  lupter 5).

On the ntlter band , Ixvausr the l.u tors o il sslilrh the U A A I . Is b.va’d are constantly  
* hanging (mu b as rm uta lih  and Insesluieiil le tu rn ). the final am oun t nl interest rate 
savings cannot be den m im ed  w ith t c iu i in y  A lso, the assigned In tru s t tate may 
flian ge  from  tim e tn tim e dm  mg the lile o f tile b on d  l-.tie , and . at least 11 n-r >r i-| ii .illy, 
III'’ am otin l rd  m b rest tab* savings co u ld  Im  rime negative (even if all the oilier 
lac t o n  remain the same) il the assigned Interest I ale were to  ill o p  and  icm a lll lielnw

I’ t M5IOM OnUOAllON MONOS



I In: b o nd  in tcieM  rale fu r a substantia l period. So far th is lias not n u u r r n l ,  even 

th o u g h  llie  assigned in leicst rale in  sunie cases lias d ropped by m ore (ban tine

percentage point since the m id I Wills. 'I his possibility Is  ......  grneially
considered to  be un like ly , because tbe assigned interest rate is based on  an assumed 

investm ent rale ol re ttiin  svhiclt relleets investm enls w ith  a higher risk p ro file  and, 

llie ic 'fore, h igher pm je rte d  re tu rn  than tbc PO Bs.

B. Discounts

In  some rases, it m ay also hi- possible to  negotiate d iscounts w ith  the pension 

system fo r ca ily  payim  nt o f the no rm a l an im al c o n tr ib u tio n  tn even the I IA A l. 

(w h ich  m ay ic l l r r t  the pension fu n d s  assumed rate of investm ent ic tu rn  or eseu its 

tlien  cu rren t investm ent o p p o rtu n ity ). It m ay also he an o p p o rtu n ity  lo  renegotiate 

o the r term s o l the pension ob lig .ilion .

C. Arbitrage

G enerally, pension funds m ay Invest in  a m uch  broader la itge of Investmenls 

than (he state or |m a! governm ents, and (be si/e and diversity o f  the pension bind's 

p o rtfo lio  a llows lo t a higher risk p m lilc  than d ie  state ot Im al govern m in t  to it ld 

p ru d e n tly  sustain w ith  its ow n  lin es tm rn ts . As m entioned abuse, (Ills  Is w hy the 

assumed ra te u f Investm ent re tu rn  Is generally m ateria lly higher than (lie  bond 

tale. 1 lie actual investm ent p e rliiim an t e o f m ns l pension systems (at least In most 

years) has substantia lly c u  reded the assumed Interest rati-. There fine , there Is 

the p o ss ib ility  that proceeds o f the PO Bs w ill h i1 Invested bv the pension h in d  al 

s ig n ific a n tly  higher le u itn  than  the in t ru  st tn s l on  the PO Bs (even tl interest tin 

the  PC )Bv Is taxable).

Iii almost all r a v s  the I »-1<> lit ol eainiligs on investmi'Ut ol Inuid pirn ceils in the 
p( nsion  fund ss ill be rr edited to the state or Im al gnsri timer it Issuer i a her In reduced

AN IN IirO D IK  1KIN 10

U A A I. or i educed norm a l an im al ro n li i lm lln u  or both . In  some cases, the a llm at Ion 

o f this benefit is subject to  negotia tion  between the stall- oi local governm ent and llte 

pension system and m ay even be decided by the stale or local governm ent each year 

I Ills h euc lll fro m  ra m ! igs Is w hy Interest nn  P O B s is generally no t exem pt fio m  

federal incom e tax (see C hapter (i) So ib is  a ib in a g c  Is not the typ ica l m im lr ipal 

b ond  arbllrage derived fro m  b u rin w ln g  at lav exeuipt tales and investing at taxable 

rail's, ho i rather svb.it m ig h t be called risk ai I linage ile ils rd  h u m  b u rrow ing  against 

the credit o f  the state hi  local governm ent arid par III ip a lln g  Ib ro u g li the peosioo 

lu n d  in  a p o rtfo lio  o f investm ents that is designed to  p iodoce a higher yield and 

manage the higher tisk th rough  d lve rs illra llim . ( If course, there is n o  g n a ia iily  that 

such arbitrage w ill be positive,

D. Budget Relief

Particu larly In  the i in te n t e iiv iio n m rn t o f substantial budget dentils, PO Bs ate 

being t i v i l  lu t budget relief. 'P ills may Ix1 accom plished by:

( I )  t t '. im o ii l / i i tg  the U A A I, by replacing llte  o b liga tion  to the pension fu n d  w ith 

PC IBs having  a longer te im  niwPoi lower paym ents in  the early sears (or even no 

ili 't il service lo  the early years If i apltal appreciation bonds (C AB s) i i i  capitalized 

fnlere.st Is used); and /o r

(r!) fu n d in g  t lx ' no rm a l annual lo n l i l lm t lo n  (nr the lo ire o t (and iliaybe lire  next) 

liseal year (to  the I'kO ni pe rm itted  bv app lira l state law)

E. L.ibor Relations Benefits

SHnte slate or local governm ents base used POBs, at least t i l  part, to  Im prove 

ii'la tm ns (oi negotiations) w ith  its e m p lo s c ’sa nd  ilie it un ions hy fu n d in g  un funded 

pension lia b ility  ro those e m p lo ye s

P I N SltlN  n o t IGATION HONRS



F. Better Than The Alternatives

In  some raw s. l ‘( Tils ,nc s(m |t|y  bettei III,in  (lie  a llcrn n li vs: (l) paving m o ie 

in io  ihe  pension fu n d , (n) asking employees lo  pay m ore In to  the pension Fund; 

(lit) reducing  Ix 'iiclil.s. nt (tv) h o p in g  that gains on  pension lu n d  Investments w ill 

siihvlan tally exceed llte  assumed rate o f  Investment le liirn .

AN INTM O DUCIIO N 10

C H AP TER  FOUR

Possible Disadvantages of POBs

I Je.spite the foregoing lie n r lils  o l I ’O U s. the ie  aie a few possible disadvantages:

A . I l l  some Jurisd ictions, a state or local governm ent m ay negotiate or even 

un ila tera lly  m ake i lianges in  its |>enslon ob lig a tio n , perhaps by  postpon ing 

paym ents or changing assumptions. I ’OBs tcplace tills  p o te n tia lly  flexible 

pension ob liga tion  w ith  a m u te  Im m utab le  b u n d  ob liga tion .

II. As explained In C hapter 3 , w h ile  un like ly, it is possible that Ihe  assigned interest 

rate w ill d io p  below  the bond  In li'iest rale or tha t the pension fo n d  w il l  have 

negative eamlngs. In  ear It rase for a sustained period.

C . Il lb "  ix 'its ion  fu n d  enjoys higher than  expected earnings, lire |> nsion  fo n d

may become osetbrnded and result In tem pora ry  c o n tr ib u tio n  holidays, b u t also 

can lead to  Increases lit  re tirem ent Ix'fiefit.s that m ay I v  costly to  sustain at some 

p o in t in  llte  fu ture.

IT. I ’O B s result in  paym ent to  and investm ent by the pension fu n d  o f a lunt|> sunt

a m ount tha t otherwise w o u ld  have Ix.xmi pa id  an d  invested In  Increm ents over a 

per tor) o f  years, com >1111,it iu g  rather Ilia n  spreading m arket t im in g  risks.

I*.. A lm ost all I’( )Us aie taxable and most taxable bonds w ith fixed Inleiest rales
ate sold as 11 m ailable bonds A d d in g  a rcdciti|>tinn f r a lu ir  w i l l  oriilii.tr llv 
result in  a ni.tteilally higher tmeiest 1 ate rust than the same re tle m p tlo n  featiue 
In  lax exempt Ix tm lv  T llf ie fo ie .  raxahle noneallable bonds m ay be expensive 
to i r lu m l 01 defease, altboogb there ha\< I r e n  .1 nuuitK'r 1 ■ successful tender 

oiler irfim d ln g s ol taxable l '(  IB s  (that Is, a lender o iler was m ade (or llte pilot 
Ih m ils .nut the tender pile r  was paid s s llli pun eeils ol new  n llii nling In m ils)

PI NSION O B IIG ATIO N  IIONOS



A i"  way In  aildiess I Ills (d m  i t  11 Is l i y  using vai table rale bonds, w h i c h  

mas i n n la in  h ile m p llo n  |iiovW ons  w ith o u t add itiona l Interest rale r o d ,  and 

m ay a ieom panied by a lloalliip , to -fixed  Inteiest rain swap If a fixed ta li' 

o b lig a tio n  Is d rs iird

Note lh.it iii.iii) it/ then' Ivors i, i i i  In'ndiltr.vrd in ninth' in In /i.iit hr tnlnj: I ’t III) tn 
fund  Aai than nil n f (he I Al/)/..

10 AN INTRODUCTION in

C H AP TER  FIVE

Type j of POBs

A. Security

Most POBs aie payable fro m  Dip  ijrnpral lund o f Dip  Ksuinj; stale or (ora) 
government. As sin Ii. they in ir.l either satisfy oi lip exempt fio m  Die debt lim itation 
provisions typically found In the applicable stale constitution anil, am itdingly, 
generally fall Into one o f the following tliiee categories;

1. G c t w i a l  o b l i g a t i o n  b o n d s ,  which tenn generally refers to bonds that satisfy any 
(oiis titu llon.il debt lim itation and are backed by the lu ll faith and credit and taxing 

power ol the issuing stale or local government. An example is the* $10.000,000.000 

State of Illinois General Obligation Bonds Pension l undlng Setlcs of June 200d 

( Livable). Ih e  largest I’OB !'sue to date. A saltation Is fu ll faith and r ird il llm lled 

rax honils payable from available general funds but without any obligation in levy 

additional taxes. See discussion In Chapter 10.

? . .  O b l i g a t i o n s  i m p o s e d  b y  l a w ,  sshieh te nn  tefers to an exception recognized 
in a few states fro m  the otherw ise appliiahle debt lim itation con tain ed  in the 
stale constitution, it applies In obligations Im posed nn Ib e state nr local 
governm ent by the ennstltutlun nr by statute ot, In som e rases, by rn m t Judgm ent 
as listlngiilslied from  a solirntary exerrlvr o f d ie borrnssing |inwei by Ib e slate oi 
f "  al go sem in en t. Most pension iililigalInns w ou ld ipialifv and. In slates In vslili b 
ill"  obligations im posed try law i nnrejil Rpjrlles, bonds Issued to lund those pension 
obligations (P( tils) are tu n sid e ie d  to have tin sam e legal i liai.u lei as Ibe jienslnu

I ’ i NSION O rtllG A IIO N  (lO NI)S



obligations themselves POBs Issued in Galifnrnta dm log the past decade have all 
Ix’en obligations im posed by law. See discussion in Chapter!).

POBs issued as obligations Im posed by law generally cannot tie lode reset vc.s «n 
capitalized inteiest lrer.it isc those com ponents o f  the obligation are not < onsideied 
lo  he Im posed by law. even o n  (lie llir o iy  they are essential tn marketing the bonds 
(because so m any obligations Im posed by law POBs base been Issued without them ). 
( In the other hand, rosts o l issuance m ay Im; Included. I he Inability l o  Ini lode 
■ apitali/cd hit rest m eans that It m ay he (lilllcult to achieve com plete budget lOllel in 
Ihe early period follow ing issuance o f the bonds without resort to capital appreciation 
bonds (CABs).

3 A n n u a l  a p p r o p r i a t i o n  b o n d s ,  svhlr Ir term refers tu bonds that ate not 
considered debt subject to a constitutional debt lim itation because the slate nr local 
government Issuer has no legal obligation to pay them and payment Is therefore 
subject lo annual (ot other periodic) appropriation o f funds for that propose ar the 

discretion of the legislature or governing body o f Ibe state or local government Issuer, 
!• sam ples Include the $773,5 m illion POBs Issued In l'J!)G lor tire Slate ci! New Vrnk 
and die $2 8 billion POBs Issued In l!)()7 fur the State ol New Jersey,

•I Other. In the m id IPHOs nnd occasionally since, some cities and counties in 
California tv ml POBs as so called asset strip lease leVenue bonds or ceitifti ales 
of participation (COIN) 1 be city or county leased existing Im illiies (svitli a value 
at f  ast r i|uiv.ilcnt to the am ount ol bonds/COPs to be issued) to a joint jiossers 
authority or other governm ental entity nr lo a nuiiprnlit corporation, sim ultaneously 
leasing them  hat k, die le.isehm k was assigned to a trustee and bonds/CUPs were 
issued M Tiiicd by the le.tsehai k payable h u m  the t its in ro u iilv s  general html. anil 
the proceeds id Ihe Iro n d V C l IPs sseie |*ald to Ihe periston fund net o f costs of 
issunm e and reserves Mid r apllnli/cd interest retained hv the Iinsli «*

In  terrain i In u uistaiues. It m.iv also m ake sense ( o n e  i evenin' bonds a s ) ' ( )Bs 
(lor exam ple, it ihe isso* t is a revenue piutlti' m g e n le ip rlv . dtilhorllv oi ilislrc l)
(See also I haplri I I I)

AN IN lR O O U C lru N  l i t

B. Cicdit Ral'mgs/Borrowing Capacity

Because POBs iijrlAcc existing pension nh llg .illons, they are not generally viewed 

as adding  lo  the debt burden o f the slate or local governm ent Issuer (m m  It like  a 

conventiona l re fund ing ).4 T n  quote the ra tin g  agenelr.s:

"M oody's  believes the Issuance o f pension o b liga tion  bonds (P O B s) is one 

effective way o f addressing a il un funded  liab ility . Since P( ) | . .  reduce the r ust 

ot fu n d in g  an un funded  liab ility , tlte ir issuance Is no t b y  Itse lf a c red it weakness.

I low ovrr. the p lann ing  and analysis conducted by a local gove rnm en t as part t il 

the decision to  grant expanded Irenehts, the governm ent's plan fo i fu n d in g  any 

un funded  pension liability , and its a b ility  and w illingness to  budget appropria te ly 

fo r any attendant higher rusts, are rell<v tlve o f llte  q u a lity  o f the governm ent's 

overall financia l m anagement. These factors, tlie ic fo te . w il l  be considered In  nnr 

assessment o f  a government's general credit qua lity ."

"Standard ft' Poor's factors the effects o f a pension o b lig a tio n  b o n d  strategy In to 

tire long te rm  ra ting  o l Ibe sponsor S landanl ft; Poor's has viewed POBs as a 

strategy fo r savings on  carrying  i barges as long as the transaction  was structu red 

conservatively and the assum|>lluns were reasonable and a tta inab le , I bis 

irq o lie s  a dear financ ing  plan III! h id in g  reasonable assum ptions and  manageable 

leverage. P rudent rx jrectatlnus fo r Investm ent ir tu m s  and I I I ?  caul loos use ol 

lesu ltan t savings lie lji Insure a I ’O B 's  sun  ess. A no th e r positive  far to r for a 

PQB Is. o l rou ise . to  be fo rtu n a te  enough tn  sell t in ' b onds  In a low Interest 

rate e nvironm en t, thereby Increasing th e  spiead Iretween Interest costs and 

Investm ent re tu rn  expectations and low e rin g  the  risk  o f  iin ilo rp r ifo rm .m c e .

"B itch  b rlle v is  t in t  POBs. If used m oderately a n il in  lo u j l in r  l io n  w ith  a p ru rien t 

np ixoach  to  irivesi'ng the pOK ceils and o t l in  pension axvt.s. can l»e a useful to o l 

In assi't lia h iliiy  management | luvsever, a fa ilm e in  fo llo w  lia la u rrd  and p ruden t 

Im ev tm e iil p rarllces ss llli resi)ecl lo  P( 11! p rm c d s  i m ild  rx|»ose the  sponsor In 

m aike t losses

‘ Note lli.it la  Hie e>tent lie’ l'<ll'sfiii»t ttie normal annual ronlnt'ulieD. new I ' r'K Ir imde l i l  is r realm! 
whir h rnulit Have nn a tic .1 nn ori t i l  rdleiRS nftl prevent it tkr 1*0(1 S tuml only the tfAAt.
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Because .1 s j » i i i ii s iiiilm til( <J pension liability Is already factnictl litln the tallng, 

I lie tssunmc til POBs simply moves llte ohligitlnn (w ill cull' part ol I ho balance 
slii i i to am n lif t I lowrvrt, M id i m ill’s tli.ii BOBs create a inn* d rill, nnr sslili It 

m in i lie p.iltl on llm r ami In  lull, rather Ilian a suiter pension liability llia l ran 

lir deferted oi test hrdu lrd liou i lin ir In lim r (luting periods of liscal sMess.

C .iinsequrntly. I ’O ils  i an I la v ra  significant eflrr ( o n  lln a n d a 1 flexibility t im  llm i'T

i Ii” actual ratine,s on ilia I'OM s \slll depend p iim a illy  m i legal slim  lina Gciit'tal 
o b ligation I mm Is and annual appropriation P( )Hs should In' ralrd  ih r sarur as (lie 
issuer s oilii'i get trial obligation or annual appropriation tlrht. I Mitigations Imposed 
hy law I ’O lis  a ir generally ralrd  In b rlw rrn . a n o trll helots ih r Issuer's gCMrral 
ohllpaiion hood tallng and a noteIt .ihove lls l> . -a or other annual appropriation tlrlil

C. Structures

B ecaitsr I ’O ils  are genrtally payable direr lIs- Irom the genetal fund o l III'' Male 
or local poverinoeii al Issuer, the sum  (m e o l Ih r  bo n d  Issue is usually sim ple and 
.straightforward, varying prim arily lo loieiesl tale m ode. rising one nr a lo m b ln atlo n  
ni the following:

I. F i x e d  r o t e  b o n d s .  Because most BO Bs aie Issued, at least in  p a il, lo  at h iesr 

lu lrre s t ta tr  savings. m ust BO Bs at • Issued as fixed rale bonds I lie  advantages 

are Ih r  same as fixed rale bonds generally; n .iriu ’lv. they Im K In In ln cM  cost, am i 

ssitli in te iest rates al lilv tru Ir  losss, ib is  Is a very a iii.it  use prosper ( In iisell I lie 

disadvantages am; (i) the assigned lot lest rale on lire pension nhllp.ations foo tled 

ssilh I ’ l )Bs is i >i Ii set I, so in ln e s t savings cannot be lis t'd  ssilh r r r la ln lv  (see Set lio n 

A  o l C ha p le r 3); a m i (it) Used rate taxable bonds .tie usually sold as m<ni tillable, so 

11 lev i .0 1 0 0 1  It. easily re funded  or drfe.v.erl l l  tales lit  op  or ru t  rnttst.im  es t h ing e  (see 

tltsr t tsstt.it V t  lio n  | o l G hnptei -ll

/  Variable m il' dem and  bonds. Vat |.title tatr dem and bonds ate bonds the
hntdeis o f ssltn It may tender them  hark (o  the issuet ot its ap.ent ttpo tt shorl u n lit e
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(usually 7 days, but may be I day. I month ot other pet lor Is), lot a purchase ptltt* 

equal to par plus acritic I inlnest, As a result, they hear Inteiest at rales like, ami 

have sonic other chaiaeteiistit s ol, shoit tenn obligations. Variable tale demand 

I minis generally require a bank teller ol rrrd fl, standby pun base ngieement or oilier 

lacillty lo assure liquidity lo the event bonds ate icmVrrd am 1 eamiol he lemaiketed. 

Unless the Issuer Is highly rated, variable ran demand bond , ate typically also credit 

riiham rd w ith rlthcr hoittl liisiii.ioee ot hank letter ttl rie tlil in olhei c irrlit larlllly. 

The advantages of variable rale demand I’OBs are that (l) their interest rates ate 

generally lower than fixed tale bonds, nnd (ii) they are usually subject to redemption 

at any time without pteiolom and at no cxlrn Inteiest tale rust lor the tight lo 

redeem. However, while the interest rate usually stalls ool lower than fixed rate 

hoods, the rate is vat table nod subjects the Issoei to interest tale exposmo ami risk lo 

die intrrcM rain savings objective and to the risk arbitrage pension fund Investment 

objective for Issuing llte BOBs (see tlis< usslnii in Sections A and ( ’ ol Chapter 3). 

Interest rales may Ix1 alfected not only by market conditions hoi also hy the fiiiniic lat 

i nndition o f die Issuer ot die neilti providet or liquidity ptovidcr. In arlrlliion. thrte 

ate risk, costs ami aggravation ,wax laird with rrnesval o f any bank liquidity or r ird ll 

far (lilies, which usually have a trim  ol one to live years, compared lo the BOBs whit It 

typically have a term of more than 20 yeats.

3 Auction rate bunds.  Aut linn tali' bonds appear to !»• the nv*st popular r ur ; 
variable rate m ode at tills tin. > I Krause they tin not trqtilre a hank letter o f rrrtlll, 
standby pnu have agioem cni in sim ilar liquidity farllllv  requited lor variable rale 
dem and b on d s or i o u m trirl.il paper. I his Is because auction rate bonds ate not 
polt.ihle bat k lo  tin* Issuer hut Instead ate stibjn I to petlodlc .tut lio n  (typit illy every 
7. 2K ot 3ft class) If Ihe holder w ould like to dispose ttl Its Im nils oilier than hy duet I 
sale I lie interest rale 1 ,.Sei hv the am lio n  p ik e  au .l tends lo  he m a in  lally less 
tit,tit the then im ic iit  fixed rates (for exam ple, In the fall of 3 0 0 3 , 7 tlay am lio n  rate 
taxable BOBs Itote rales of tooghlv I.O.V ! I 5% t om paiod lo  3(1 year taxable llxed 
rates o f apptoxltnalely fi fl.Vu), I litwesei, lueie Is no asstnam e tli.il am Him tales w ill 
m il Ini tease to exceed the fixed t.rte al w ltlili the B( )Bs m o ld  have I tern originally 
Issued ll there Is an am llun with no Im sets ( ( r , a failed ant lin n ), the loleiest tale
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usually jjihS in t) i|- maximum i,i|i> (typically 12 In  15%). palled mu linns ilir I ill it.
I lie priin.ii \ iivison 11 icy in.iv o n  m Is (i) .11 Ion I nf som e kind on the lav i'\ciii|ilio n
or (lie bonds (lor example, .in IRS lit 01 cI.,iIIcmj;c I i i  the* lax exemption nf similar

IjoniIs), ss Im Ii Is nol a 1 Isk for m osl I'O lts  lici ausc they an- lavalllc, or (ll) a shock 
lo llic  security for die hoods (Im i-K.nnpl<. bankruptcy o f an lill|)iiilaii( source of 
revenue) sslni Ii is Im probable w ltli ivnoi.il lund obligations like l ’( IBs unless the 
Issuer |',oes bankrupt (w hich stairs cannot do under U.S. Iiank iupn s law. and 1 lllcs 
and 1 (unities tin very rarely)

•I. Indexed bonds. Indexer] Ik mi Is aie variable rale lionds dial aie not subject In 
lend er hark lo  die issuei an d , d ie u fo ie . d o nol u-qulre a bank liquidity f.11 lllly, and 
lieiir Inleresl al a fixed spread over a market Index (typically either iliiee or sis m onth 
IIHO R ) re.set at the end of earh accrual pedod (typically i|ti.irleily II lliree m onth 
I IHOR Is u v 'd  01 .semiannually K six n io n t'i LIBOR is used). LIBOR tciers to the
I oudon interbank Odered Rate and Is published daily as pape 3750 on the Teleratc. 

Inc. news and information service (referred to as the Official I.IBOR I’apc) Indexed 

bonds ol this type are uv-d primarily to facilitate markedrif’ of I ’OBs outside of the 

U.S. where investors are more accustomed to LIBOR liavd Invesimenls. hut an* also 

attractive to many U.S. Investors as well. Like auction rale bonds, Index bonds may 

Im . object o ledemoiiou w lthnui penalty, I lowesei. also Iii * am I Ion 1 ale bonds 

there Is no assurance lli.it LIBOR Indexed rates w ill not Increase In exceed die fixed 

tan* at which the I’OBs could have liccn onp.lnally Issued. I Imvevef, unlike am no** 

tales, the I I BOR index Is nut alfcctcd h) ' cuts afreet luj; tin* POBs Issuer 111 Ihe

I I  ills Index bonds may alv Ik* swapped to fixed mure efficiently and ssilh lilt Ir* m 

no Das Is risk ci impaled lo audion 01 olhei svir table rate bonds Ix'i ause the global 

swap market Is prlmaitty I .IRC IR based

5. C a p i t a l  a p p r e c i a t i o n  b o n d s .  ( apital appnxiatlun bonds (( ABs) an* bonds 

dial bear no ru ir rn l inteiest, sslilrli luslead Is no rued, compounded (usually' 

semiannually) and paid a the m .ilu iils 1 1 the bunds. 1 hey aie u v d  prim .inlv In  

11 dim -tleh l vrvice ill the ra in ye.iis A v.iu.ilm ii is r u iisrilib le ( ABs, that fine lion 

as < ABs bn seiei.il years and thru inuve i : on . 1 1  eiiam ilale in 1 1 1 1 0 1 1 I  In le ie s i
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bonds (ss it 11 inteiest paid nil Ibe then accm erl value uf the bunds. Iieinjt Ib e niipm al 
prln rlp al am ount plus the am ount nf nci iu rd , co m p o un d ed  inteiest up to the 
( nnveislon date). T h e  disadvantage o f  ( ’ A B s Is that hlfiher rales u f Interest are 
ie i|iilied  In order to market them.

(i. S w a p s .  If variable rate bonds are u v d .  die ic.willinj; Inteiest tale exposure m ay 
be swapped in a fixed rale, in w hole 01 in part, usinp, a fin a liu p to  fixed tnleuwi 
tale swap. W h ile  swaps m ay often make a pi eat deal of sense In this context, they 
are com plex financial Investm enls and Ix y o u d  tin* scope o f  ibis pam phlet, ll Is 
im portant to make sure that If a swap is 10 he used, it is < nm lslent w ith the Issuer's 
objectives and does not i l v l f  expose the issuei to ilsks 01 1 o n v q tic n c rs  Ihe issuei 
does not lo lly  undeiM and or aie Inconsistent w ld i Its objectives Por exam ple. 11 the 
purpose1 tif usinp variable rate I ’OBs is to allow for te liinillnp or early redem ption ll 
late: d io p  or other < In tme.I.im es 1 Itanpe, tlx1 leim iiiallo n  paym ent lli.it m ay he due 
on Parly lo iiiiiu ailo n  ol the swap m ay olfsei the ItenelH ol and effectively prevent 
refondinp or trd em p tlou. fliere are also oilier rltcu m sla m e s in w h ich  a siihslanii.il 
'eiu iin atio n  paym ent m ay lie rlue h u m  d ie state <11 local p o scin m e iii such as default 
o f  the swap provider or duw nt.illiq; of either party, as well as other term s Chat can lx* 
inCidlfird to suit the state or local p.overnmenl's objectives. Lxp eit advice should lx* 
souphl before enti'im p Into any swap

D. Payments to the Pension Fund: Whole or Part

I’OBv may lx* issued to pay all 01 any part ol the * IA A I. or (depending on 

applicable stale law) the not mat annual contribution,' Piequciiily. Issnris 1 lioose 

to use I’OBs lo fund only a portion of the t JAAL, peiierallv lo avoid 111 rediKc the 

concerns dev rilxxl In ( hapter •! i he portion of lie 1 UAAI. funded may lx* ( I) a 
percentage nt Ihe total UAAI. as of the date of issuance o f llte I ’( IBs. 01 (2) all nf

' on ?.i«v ,»oi| firMridn^ M njOuir. il nn y  a l io  lir  |ion\»|iI** to l h 4M(r (iittjin yrfli’s

Mnnn.iJ (Itt'Hjiil mnfnlMiliciM ,im( |/ im irili»Mrfn| li jln lify  r « r r t l  irtvfsfm rnl |QS<*S nof ycT

tiur (0 4<lu .in .il vnontlung m rlhodoln f,»f\ U h ith  (>hiSf lo l»(w*>tfnpi»( 4'i<| lu u r t o v d  ,i j m od 

«|(, li'.n .llly ) to S, y f J l s t
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( citain  years ro n tillx ilio tis  in llte UAAI. If agreed In by die pension system, Ibe 
second p p io.u It can lesull in suspension nf all UAAI. i o u lilb u llo n s d ia lu p  Ibose 
years (for exam ple, d ie next s iic rm lln p  lO years). Al Ibe end o f the p eilod. die 
I M A I. u III lx- recall ulated and am orll/eil oiei (lie icotainlnp orlpln.il lei m  of die 
I MAI I lie ilsk o f ib is v i o n d  approach to partial payment ol the UAAI.. w hich 
is m u ch  less co m m o n  than the fust approach, Is that il investment perform ance nf 
the pension fund Is substantially Ixtlmv Ihe assumed rale n f n tuiii. tlieie m u lti he 
a slp n ilIran i Int le.cse In the am ou n l of UAAI. In  Im a m n illm l over llte lem .ilnlnj; 
letni. In a dopum. that risk can Im addtessed hy stlhse(|iieut issues nf I ’OBs (befnre 
ui alter tlx* date o f recalculation).

rut m iK f i i t iK  n o n  in

C H A P T E R  S I X

Tax Issues

A. Taxable Bonds

Most POBs are taxable. 7 li.it Is. Interest oil the bonds is included in gross Income 

for federal tax purposes, allhnuph they aie usually exempt fiom income taxes o f the 

si,in* lo wltlr Ii the Issuer Is located, This affects nol only die interest rale al whir h 

the l ’( )Bs aie sold hut also Ihe types of inveslois lo whir h they are marketed (for 

example, corporate pension hinds, chaiilabtc endowments and oiheis ,io l subject In  

federal Income lax and, for some of llm larger issues, non-U.S. investors). I here aie. 

however, a few circumstances in whli li I’O IK may Ixr tax exempt.

Why must POBs are taxable, w ith these few exceptions, is explained below

B. Tax-Exempt POBs Ptior lo 1 9 8 6 Tax Act

Plinr In Ihe ruartine ilt of the lax Reform Ad tit ID86 (die "I0 8 fi Tax A d ).

I ’OBs that uoie pioperly strur.iiiied cniild Ixsir In trus t that was exi Indn l hum gross 

Income for federal lax purposes I Inwever, lope i tax exempt lieatment. luvestiuenl 

ol Ixind pox erils for die Imiiehl of Ihe covriftl employees and lomier employees 

had lo l«- designed v i that Ihe hsuer/employei did not Imnefit hum Ihe Investment 

III anv wav nlher tlu n irllevinp Ihe issuer nf the lesponslbllilv o f paying l l > renin's

l l  pun r e d s  ileposllnl In the p en s io n  lund sseie e x |X 'i  led lo  tx ' iusesled i f  six mines 

01 o b l ig a t io n s  ssilh a y ie ld  h igher than th e  y ie ld  nn the I ’ t JBs, the Issuer's o b lig a t io n  

to  make atldllional routilhu tio iis in to  ih e  lu n d  would lie u d i x e d  in Ih e  I n l in e , a
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I ii r>) ill iiu tl Mill If ipaleil direct Ix 'n rlll Irn m  llte Investment nf tin* bund piocretls I >v 
the pension fund.

I lowcver, llii silii.tlirtu was dillc icn l when' die Issuer contrailed u ld i someone else 

to take over the icsponsthllity of making payment to the retirees and paid fin thai 

translci o f list, w illt pmtreds nf I’OBs -  for example, hy ptinliasing an Insurance 

company annuity wheiehy the insurance rniiipany look over nil liability for the 

payment o f the pension benefits. In that rase, the insurance company liore the risks 

and benefits ol investment return -  the issuer pot no benefit from invest met its made 

by llte insurance company even tl llte expected Investment return was reflected in 

the pi ice paid by tin' Issuer lor Ihe annuity pulley. In addition, llte purchase o f an 

annuity was not treated as tin' purchase of a “security" ot “obligation" tmdet the tax 

lass'. A number of las exempt l ’( III transactions were consummated in die early 

1980 s in which ihe proceeds were deposited into a pension fund and ssrre used to 

acquire insurance company annuity contrails.

C. Tax Reform Arl of 1 9 8 6 ; Transition Rules

I S t o p p i n g  N e w  I s s u e s  o f  T a x - E x e m p t  P e n s i o n  B o n d s .  As a result nl tin' 

threat o f a proliferation of lax exempt ROB Issues, Congress decided lo amend tire 

lax law 10 prevent Ihe investment ol tax-exempt bond proceeds in annuity contracts. 

New idles were adopted in the |df)(j |j. \ A il. Investment typepropertv," including 

annum t ontiacfs, was added lo "sruiritirs" and "obligations" as potential arbitrage 

r •estments In addition, he. arise ol die urgency ssilh whir Ii it viewed (lie matter,

( nngii'.ss ini luiled a spix lal rllix Use dale rule In Ihe 1!)Hf> lax Act lelatltrg to annuity 
ro iifa r ts w h ich  applied to all I muds Issued after September 25. I! l8.'r. Tire 198G !a\ 
Ar t r.ssentlally ended the Issuerk e uf lax exempt f'OBs fot th e p u ip u s e i f  depositing 
the ptocic ds Into a pension fund or for tire purpose ol pun Ii.tsin,. annuities to irpl.it >' 
the issuer’s responsibilities to ils retirees exiepl as described below.

? tran s itio n K u k s fo tf ic fu n d in y s o fP O B s . Ihe sums ot iflund ii.itsn l pie-198b 

lax Ai t ’ IBs was not spot lln ally a Idirssi'd in die I'lft l i lax At I In < nnnrcilon 

ssilh l\sn latei lax ai Is, :tn- let linit al ( 'nm i lions Bill ol 11188 aie I lei liu ira l and
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Miscellaneous Revenue A it of 1988, Congress attempted to clarify ils position on 

fcfnndings. While tlic statutory language and legislative history arc a hit confused,

Ihe related I louse. Senate, and Conference Committee Reports indicate that Congress 

Intended generally lo |)ermit one advance refunding o f prc-Septcmlx't 25, 1985 I’OBs 

(al least wlteic the amount o f the refunding is not greater than lire amount o f prior 

bonds). Additionally, lire legislative history Indicates that Congress Intended to 

permit any number o f current refundings of pre Soptemlrer 25. 1985 I’OBs whete 

the refunding bonds do not additionally hut den tire tax exempt market, hut merely 

replace existing tax exempt debt

D. Co lum bus Case

The Slate o f O ltio created a stale fund Into which rnunir ipal corporations in the 

State xsete required to transfer, on January 1, 19G7, all existing assets and liabilities ol 

their local pension funds loi police and firefighters. Under the State law. ail pension 

liabilities accruing after the transfer would he supported hy < intent employer and 

employee contributions I lowpver. while the Slate fund completely assumed the assets 

anil liabilities of a city’s retlietnent lund the law mandated the city pay in the fund, 
either Immediately or over time, an amount rqtial In  the present value u f the accrued 
hut unfunded liability determined at llte time ol tie' transfer. 1 he C ity o l Columbus 

opted to satisfy ils obligation over time together w ith (he required inten

In 1993. tire State modified Ihe law to allow any city Mill owing motley to the 

fund lo extinguish Its remaining IJAAI, In return Im a Single payment equal to G5"o 

ol the then unpaid principal halanie I hr' C ity derided to ptep.tv its obligation 

I luwevcr. upon hearing that III'' I "lly was going to Issue tax exempt bonds to lund ils 

piepayinent, icpiewntatiM's nl the Internal Revenue Set vice notified the ( 'l ly  that 

they would assert that Inteiest o il these bonds would he taxable The ("tty sought a 

private lettei titling Im in lie ' Internal Revenue Servile and received an adverse oiling 

\slin It II appealed lo the "lax Court

In die ">u it pox eedmgs lire Set v|ie argued, among other tilings, that (I re  • lisa mntl 

I h e  ( iiy ox elved on die prepavini'Ot of its obligation lo the hind was a loon n|
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investment return end thus cicated inlsslltlr* arbitrage pm lit The Set vice 

reasoned dial llte pi Icing ol die prepayment teller led the expectation of the Stale fund 

(liar It would lie able to invest the amount or the prepayment at a yield materially 

Itighei Ilian the yield oir llte ( itv ’s bonds. As a result, the Service believed that both 

tire ( .tty anil State fund would bcnelit hum the eamiugs tin die investments, In 

addition, llte Servlre argued that tiie prepayment constituted llte use of bond proceeds 

to at quire "investment type property" at a yield higher than dial on the bonds (alter 

taking Into account tin' discount ic r r lm l on llte prepayment) in dint absent die 

discount pricing ol the prepayment lliete would he no economic savings for die City.

Ultimately, die City prevailed on appeal as tile Court uf Appeals concluded that 

tlieto was an existing obligation of the C ity to the Slate fund, the City would not 

Irencfit from tire investment of amounts hy the State fund and Ihe prepayment of Ihe 

City's own debt obligation to lire St ile lund did not constitute Ihe acquisition of 

investment type property by (Ire C ity The C.lty svas then able to refund Its obligation 

to the State fund try Issuing tax exempt POBs.

While the unusual farts in this case have application beyond the C ity ol Columbus, 

such application ts likely to Ire fairly limited and to attract, nnfavoiahle attention 

from the Internal Revenue Service.

E. Tax-Exempt Working Capital Bonds

W h itr directly issuing bonds to deposit die proceeds into a pension lim it does not 
appear to Ur perm itted under r lureut tax law governing tax exempt bonds, in te ila in  
rases it m ay he possible lor a Mate o r local government to linllier lly  fund the r uileiil 
sear's pension deposit l or exam ple, a stale or local governm ent may Issue short 
ter in tax oi levenue antic ipalion notes ot long t r im  wot king r .lpit.il h  m ils  lo I m an ic 
a cash llo w  budget delicti or a so railed strut tural budget ill-licit I he drift it analysis 
w ou ld n n  l . n i e  any i ash llo w  d rllc jt lelalln g to lire stale or local governm ent '  
obligation in < posit a in m in is into Its pension fund.

It may Ire that this Isfm* ol financing is best done so that (he bond pun reds aie 

not requited to Ire deposited in the pension lund, hilt rather, ate used to flu id dela tes
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i m ilt'd by working capital expenditures Including Ihe deposit o| ainnunis into the 

pension fund. In other words, It Is important that the bond proceeds not lie "traced" 

Into the pension fund or required lo l<c deposited there anil lire bonds should not tie 

called Pension Obligation Bonds.

A m o n g  oilier things, long term  bonds of this type w ou ld brin g into play the 
application o f som e com plex federal tax rules relating tn w hen ptoceeds ra n  he 
treated as spent, allocation o f die deficit in sizing Ih e issue, perm itted am ortization 
structure, the application o f so-called "other irplat em ent p io ree d s rules, applicable 
yield and other InveMment restrictions, post-issuance com p liance matters, plus the 
intersection In sizing and in post-issuance com pliance w illi the Issuance o f  norm al 
lax nr revenue anticipation notes and any other slioit term or long term w o rk in g 
capital obligations.

F. Investmenl of POB Proceeds in Municipal Obligations

The primary lax problem in the use o f tax exempt P< )Bs to make a deposit ip a 

pension fmnl Is that the prorei'dx ate not treated as spent, hut rather aie treated as 

invested Moreover, tindei the so railed "proceeds spent last" rule applltable In 

working capital llnaui iugs, I hew* proceeds cannot he treated as paid out lo pension 

recipients until all other available amounts an* first expended, whit Ii as a p i.irtli al 

matter, means that the proceeds w ill never lie deemed expended. Unless the 

Investment yield on die Investments In the pension fund Is not mote than (In' yield 

011 the bonds, the bonds w ill become taxable arbitrage bonds !n addition, the 

"hedge bond" rules xsorikl result In the bonds Ireiug treated as taxable hedge bunds 

unless the Issuer actually e\pr< ted tn spend the pun e*xls w ith in a three or five-yr.it 

time frame, taking imnacroum the "proceeds s|iem Iasi" mle

1 Iriwever, under both the arbitrage ink s and the hedge b u n d  titles, interest nn dm  
bonds used to fund tin* pension fund m o ld  he tax exempt ll llte h u m  Invested the 
p in  eeds oi lire bonds In initnii Ipal obligations the Inteiest n il whit It is not siilrjei t i n  
the alternative m inim um  tax (so t ailed "non AM I " m im ic Ipal bunds). I Indet ihrse 
pinvlslnns as long as the ain n ilill of non AM I nm uli Ipal bond liivistm euts In the
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pension fm i<1 Is ;ii least ('i|ii.il in  ! l f r %  u l  the aim  Hint o f I’OBs outstanding al any 
lilth*. InlciOM nil the I ’OBs w ill lie lax exempt As llie I’OBs are a n u u lim l, flint* Is a 
sim ilar reduction In ilic  am ount iei|ulreil m  lie Invested only In non AM I intinii:i|ial 
I mm Is in the pension lu n d .

While this .sum nut; allows for I’OBs lo Ire issued as lax exempt, lire heiiellt ol 

(lie lax exemption nn lire hoods may Ire outweighed Iry lie - lim itation on the type 

nf Investments allowed w ith the pi meeds.

G. Other Considerations: Effect on TRANs

Tax and revenue anticipation nulia (TRANs). ate typically issued Iry state and 

governmental units of all sires to fund the anno al rash floss' deficit sslilrli arises due 

to the tim ing mismati h bclwrcri annual levenues and annual expetise.s. TRANs ate 

almost always issued as slim I t r im  notes w ith maturities of l i t months or less and are 
repaid at or shortly after lie- ertd ol the fisral year Iry which time It Is expected that 
levenues w ill have Vaught up" w ith expenses. 'In the extent the I ’OB proceeds ate 

used to fiirnl a deposit tn the pension fund that otherwise would have been made out 

of current year's revenues, the deficit w ill Ire likely Ire reduced Irv the same amount, 

impacting the si/.inj* or any '1 RANs issued lor tlr.it year. The one r frutmslance where 
tills would not happen is if the t alnilalinn of the maximum rash flow delirlt user I in 

siring the I RANs show*. that it Is inclined piInr to the time of Ihe pension deposit.
In that rase, the use ol prmorxls to make that deposit would not have any Imp,f t on 

the sire of the I RAN Issue

}/> M l  l U t f i O U U C T I t l N  h i

C H A P T E R  S E V E N

Federal Reimbursement Issues

Certain costs o f stale and local government in administering programs under 
giants from or rnntrnrcs w ith llte federal government are eligible for reimbursement 

from the federal government. Such ttests inc lude compensation and brncllis, 

including pension benefits, nf state ot local government employees for the lime 

devoted to the administration of M i d i  pmgrams. Sue h allocable pension benefit rccsfs 

even include Ihe interest assigned to ihe stale ot local government's unfunded liability, 

l lte principles governing such reimbursement ate set nut in O lllce of Management 

and Budget Clct iil.tr A-87. Some stales leave similar programs for reimbursement of 

local governments (or costs related to (he administration ol slate piogtams.

f'OBs replace Lite stale or loc al government's payment o f some ot all of lltcse 

pension costs w ith payment of Ihe principal of and ‘merest mi (he I’OBs Isstiois 

w ill want to lie comfortable dial the federal government w ill treat debt sriv lte on 

the I’OBs as the1 surrogate foi die pension obligations funded oi refunded With the 

I’OBs and w ill continue in relmhtuvi its allocable sliate. Suitement.s have Ireen 

Issued by Ihe Ollice ol Management and Budget and the I )opailitienl nl I lealih 

and I Ionian Sc-rvices to the i Meet tli.it the I’f )Bs. Inc hiding pi Inc ipal (leptesentlng 

amounts paid lo the pension Ion ’), interest and <cists ol ksuanic. w ill lie allowable 

as the pension costs funded ot lelouded thereby. so long as the I’OBs aie not mote 

costly In the fencral government Ilian the iegiil.tr pension costs (mull'd oi refunded 

over the lemaiiiing life ol the unfunded liability. The same prim Iplcs shiitiltl apply 

to o lu iid ing I ’Oil's I'uither details ol federal and state reimbursement pmgrams me 

hfvoiid Ihe s c o | m> of ibis pamphlet
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C H A P TE R  EIG H T

New York

A greatei tmmlrer n f I’OBs (roughly 95) have been Issued by tin* stale and local 

goveinrnonl.s In  Ness’ Vnck over the past decade than from any other stale.

The Issuance o f I ’OBs by local governments in Nesv York was first aulhurl/cd in 

1989. I he State and Local hmployees Kellieoirnt System of Ihe State of New Yotk 

("F.RS"), the New Yolk Stale Police and Fite Relltcmenl System ("PI'RS") and the 

New York State Teadiers Reiliement System (" I RS"; In the aggregate referted tn as 

the "NYS Retlienieiit System") sveie all inodllled In 1989 w ith lespect lo Ihe method 
hy which the annual contribution amounts were to Ire calculated In the future. As a 

result, each system was significantly underfunded. ter|iiiiing a “catch up” payment to 

return to actuarial full funding. I ’a itii Ipaling local governmental units sveir offered 

the option of (I) amortizing the UAAL amount due hy a date certain Ih io tlg ll a 

direr t loan from the Slate which carried an 8% (for TRS) or H'/,% (for F-RS arid 

PI ILS) rate of interest until the liability was fully met, or {'/) financing the UAAI 

th ioug ll die Issuance of general ohllgaliou bonds over a statutory period (applicable 

to the particular retirement system), or (.() paying cash hy the date rerlaln. Few local 

governments, except small Jurlsdli (Ions w ith few employer's, took the thud option

[T illing the pcilod |989 Ihinugh 1990, itiiiiities , titles and linger v  bool disllk is. 

lo |mittr ular. Issued general obligation bonds to pay nil iheii then r tnrenl li.il.un e 

ol uuammtl/ed UAAI. wltenevei Inlnest rates dipped sullk leotlv tn penult a Inwrt 

net Interest rnsl o il their own bonds titan the Km ot K’ tale being t barged hv the 

Slate During this peilud, lr» al governments erruld tssui' ten ye n general oliligaiiori 

bonds w lilt net Interest msts In the range nl (r’.'o to I 'M5 \\i de|>endmg on Hteir r m ill 

rating I he 1989 legislation limber p im ldcd lh .il at mh h time as the remaining 

amortisation period rsas less than fire ve.iis, local goseruinenls could nn longei Issue

PI NSION O til ICiATION HOMOS



ibeil own debt In |j.*y off lli i ' outstanding balances. Tims, w illi a permitted 

maximum statutory aiiio tll/a tinn |i<’ri<>iI nl seventeen sc.trs lor most UAAI.s, (lie 
possibility o f filliirtrill); of the 1989 UAAI .s ended In llte 2(101 7.11(1/! Ilsral yen nl 

most local governments

Beginning in 1995, llii- Si.tlr adopted It'j'.islnlion .ilmusl every year creating now 

i i ’ilioinont incentive programs fnt various categories o f .State nnd local government 

employees. largely In  support a goal o f efficient tinvvnsi/iilg of government. CoiU'ially. 

lit' i r.islnlion establishing these programs did not at tin* time include provisions 

In i lin.tnt in)* nl I In* losnkin); unftindod lialiiltlio.s. Snrlt costs, which added in any 

existing IJAAL, wore (i.tld either hy a itin ili/n llo il through llte NVS Retirement 

System or by rash.

Coitcinronlly in this time poind , another type of pension - rcl.itcd prn|;rant was 

tli’veln|M(l hy Ihe Stale legislature sslilrli anlhnri/cil Incal gnverumenl.s to ura te 

servire awanl and debited benefit programs for volunteer amhulaiire anil I lie fighting 

personnel. The le);islatlon permitted the financing <»f contrllnilinns to re rla in nl 

such prop,rams anilbuiable to years of volunteer servire rendered during the five ye.tis 

prior to adoption of stir It programs. Silt It lin.inrlnp, tanoot lie amortized over a 

period exceeding five years

In 2UU3. new I'gislatiou was arlopted for the puiposeof stmrtoial n l" tm  In the 
method and ntaiinei of employer contributions to the NVS Reilienunt Svstem. 

with It legislation also Im lulled (sso piovislons for the issuance of I’ORs'.

1. I.oval governments aie now |>eimltled in Issue I ’OBs lor any nulslaorlliij’, 
obligations to Ihe Stale for any existingleliiement inrenlisv program (re , 
the teiiii'ineot Im entir e pinp.raitts established annually in the seats fiom 1995 

ihmuph 2002), ( I his pi "V i s i o n  was dialled hy I )nl< k aUoinevs on behalf 
o l He New Y*rk Slate Association ol (o un tlcs ) llte amoitt/atlon peilod is 

limited In  live sears

2 Sluill.tr In ll" ' I OH! I legislation. a loial gnsrnm irnt land Ih r Stale ll.wll with 

lepaid tn livnwn einplm i r's) is iienuitlis l tn am iutl/e a portion nl Us i io ii ih I 

annual < o itlilh u tin ii lor one I im al simi that is. Im al governments ate pi nnitted

AN IN I  R O l ' U C 1 1 0 ft I "

m amortize the amount due on Decent!kt 15. 2001 to the p.RS ot I’PRS 

contponeot of the NYS Retirement System (except deficiency payments, 

adjustments lelatiii): lo prior year paynienl.s, obligations for rollreinent Incenllves 

or other similar amounts) to the extent that stir It amount exceeds T'U ol Ihe 

estimated "pensionable salats" haw lor the then current fiscal year (2001 2005) 

This "amount eligible for amortization may be amortized over a five year period 

at 8% with ibe State, or local governments are authorized to issue tlieir own rlebi 

i.bllgalloos to |iay surli amount, w lllt maximum maturity nol lo exceed five 

years. On or about October 15. 2l'u3. the Slate Cutnplroller is to determine 

the "amounts eligible [or amortization."

The only type o f financing specilUally author i/crl for POBs In New York State 

me geneial obligation bonds (whlih ohllgniloiK include a pledge ol the fo il faith and 

credit and taxing power o f ihe loca1 government). I he.se bonds must In ; Issued In  

the vime manner, under the same procedural requirements and subject to the .same 

debt lim its and other constraints as for any capital project ol the local government. 

Mandatory or permissive referendum requirementx applicable to general obligation 

bonds of the particular type o l local government apply >« bond revolutions 

authorizing I ’OBs, Por example, v ltoo l rllsirlrts must receive voter nppioval befon* 

Issuing debt for any purpose aitlbnrl/pd by the 2093 legislation (Note that Ihe 

legivlatioi) In 198!) exempted such school rlistrlr t POBs from the voter approval 

tequliement: this omission in the 2003 legislation may he r oneclrd during a future 

legislative session.) Likewise, fire districts would nerd prior voter approval. I lie hood 

resolutions o f counties, towns and villages which aulho il/c payment (or five yeats 

nr levs ate not siibjer t lo mandatory ot permissive referendum Similarly, r by I mod 

ordinances should tint In* srthjer t to ruantl.llriiy or ficimisvhe releienduin unle*.v 

sf»tlfierl hy appllrable special l i ly  charier provisions

O n c e  a  h o o d  r e so lu t io n  h as b e en  a t lu p le t l h y  a  ItK .il g o v r r n m c n l .tu lh o i l / lh g  

Ih e  Issu an ce  o f  I ’OBs, It Is g en i t a lis  m x e S M iy  lo  p u b lis h  a le g a l n o l Ir e  n l e s to p p e l 

lo t  h id in g  a s u i i i i liars o l 1 1m* l io n d  le v o lu l l 'in  .a id  a l lo w  th e  2 0  d a y  e s to p p e l p e n o d  

to  e la p s r  p r io r to  th e  v i le  o l  th e  I ’f )Rv I l ie  p m p o s e  o f  th e  e s to p p e l i i o l l r e  iv l o  

e n s in r  th at d eb t Issu e il b y  Ib e  I in .i I  g o v e rn m en t r a n i io l  In* i b a lle n g e d  o n  a n y  b asts .
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I 'ldpM 'll.

I lie New Yolk Slide I rgisl.iluie 11,IX .ilxo authorized (lie Sidle itself In  lim imv In 

order in lund iix 1JAAl. nn at Iixixi iwn occasions. In 1990, die Sidle through Ihe 
I Wm llory An llio iily nf die Sl.de nl New York Issued S773.'l7.r»,0(l0 of POBs ,is 

diinudl appiopiialiou dcld . These bonds lidil ;i final maturity in 2003 "I lie ZOO,J 

legislation doscrllied abuse alxn amended die Slide Retirement and Social Security 

I aw to aullio ii/e die Stale tn aninrll/e a portion of the Stale's m o lll liil lin n  hill fur 

die fiscal sear i tiding Man Ii 31. ZOOS. I lie ainn ili/a lile pm don Is calculated in die 

'.line manner as dial pertnilled local guvrmmrut.s. Likewise, the Slate may either 

anm itl/e dial pnrtfnn through die nflii e nl die Stale Comptroller fm live years at 

8% or Issue POBs

HI AO I N t R O D H C t l O N  t n

C H APTER  N IN E

California

Pension obligation linmls had Ihelr start w ith the famous C ity ol Oakland, 

California pension hood financing in I98f>, the first I’OB fn llte country, w id th 

Orrick hel|>ed to invent and for whii Ii ll served as bond counsel. I hat financing 

and a nornher o f copy cats that rapidly followed were lax exempt nnd primarily 

diiven hy llien legal arbitrage possibilities. As explained in Chapler G. tax-exempt 

I’OBs largely came to an end w ith die Introduction n f lax legislation dial became 

part of Ihe Tax Reform Art o f 1980,

A new taxable version of POBs surfaced In late 1993. I h iring the Iasi decade 

since, llilite rn or so rides anti seventeen nr so counties In California have Issuer) over 

00 I’OBs (second only In New York) aggregating mote Ilian $11 billion (more Ilian 

fiom auv other state). W ith the exception of one tax exempt transaction title (see 

( 'h.ip'er GCI) POB transactions Issued as lease revenue lionds, all n f these P( )Bs 

have liet’fi issued under die lural agency refunding law (drafted by O trlck a few 

years In line lor other purposes). Califnmln t itles and counlies do nol have sjrpcllic 

aulho iily to Issue l ’( IBs 1 I lowevei, the local agency rebinding law Is available lo 

all local public entitles hi California in riToiid prior bonds or "oilier evidentt* of 

Indebtedness " Ibe pension obligation In the county pension system, the California 

Public I'mplnyees Rciiremcni System or other tellrement system Is memorla li/rd as a 

"dclrentuie," thereby becoming an "evidence nf Imlehiedness," with Ii can be refunded 

by I’OBs under the l»>• ,d agency refunding law

• the  si,ite nf t.illmrii.i rn .Hlcd sirei ilk autheiity l o t  M  ile I’Olls In rnii)

p e n s io n on irr.A T inH  bo n d s
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IN V E S T O R S

I lie I’OBs >111' typlcully slmnured as obligations payable from l!u* general fund 

ol (ho r ily  or county issuer. T l r y  aro nol lu ll fall 11 and credit taxing power p.cncral 

obligation bonds backed by (lie Issuers taxing power. Iiccausc (lie California 

Conslitu lion’s rlebl iiin lla llon r(‘i|tiirrs r.ttrh type of bonds lo be approved by two 

thirds o f the rlecturale. Inste.irl. California POIU have gcnrrally lieon designed to 

be valid without voter approval under a judicially created exception to the Stale 

Constitution debt lim itation, which exception Is jjenerally referred to as "obligations 

Imposed by law . See discussion I" Section M . of Chapter 5. Because this exception 

lo the Constiliitioo.il debt lim it was and is m oJ i less developed in llio case law (few 

rases nol directly on point) than the other tsso jtidiciallv i leated exceptions (for 

lease financing anil test one bonds) c.n Ii I’C )B Issue in California has been validated 

pursuant to ( ahfomlas validation statute (Code of Civil I ’nx rdure *i§8C0 cu n /) .

While there have heen many valid.,lion a1 lions hit I'O lis . so lac tliev luse all 

ended w ith a default |udguient anil no puhlished opinion, meaning, that they have 

no piecedcoii.il value oi applltellnn to any Iranvu lion oilier th in the spec llii 

liaos.iclioil(s) validated

Wh.it is s.ihda'ed in sin 11 validation ,n lions is nut legal pi im iples but die bonds 

and tiie ntliei pi lie ipal legal dm mm ills appmvi d In a bond resolution Belote the

A ft IN IftO M UE 11ON To

validation action Is filed. II Is necessary for the state oi local governm ent Issuei lo 
hist adopt die resolution and nut hot Ire the bonds, the docum ents and (lie validation 
action. T h e  validation action is hied In die superior court ol the county in ss bit h die 
iss icr is located, and an uider for publication o r s u m m o n s Is received. S u m m o n s 
can then bo published (usually In a new spaper o f general circulation in tho city oi 
county in w hich tho issuer is located), w h ich  lakes a m in im u m  o f  ?.\ days. If n o  ono 
answers tho com plaint hy tho date specified In tho su m m on s, w h ich  must ho al least 
10 clays alter cr rnpletinn of publication, tho rle ik  can enter a default, and schedule a 
hearing befoie Ihe ju d g e  for the default Ju d gm en t (the lim in g  of w hich will depend 
nn tho jurisd iction , and m ay lie a d ay or tw o ot. in som e ju risd ictio n s, al least I Ti days 
aftet tho clerk enters the default).

S o  assum ing the very best case, obtaining a validation Ju d gm e n t takes a m in im u m  
o f  31 in 'Hi days (depending on Ibe Jurisdiction ) after liling d ie validation com plaint. 
O f  toiirso, issuers are at the m ercy n f tint ju d g e  and the elotk, and It som etim es 
takes a week or m ote to gel an order for p u b lication o f su m m o n s, o r longer Ilian 
I f> days after die ■ leik enters a default to schedule the beat log In addition, the 

Ju d g e  rnulrt take the matter under subm ission lor an lotleliolie am ount o l lim e, 
or even disagree w ith the proposed default Ju d g m e n t, and decline to validate the 
transaction O h io  gianled. Ihe default Ju d gm e n t m ay In-  ap|K',iled tin jutlsdictioual 
grounds w ithin 30  days. T h e te fo ir, it Is typically assum ed that the validation action 
will take approxim ately GO days (not lot lulling the appeal period). It Ls oenetally 
rrmxldoted irasonatile to sell the I ’O B s  without w a llin g  lor the 30 day appeal |>eilod 
to ru n . assum ing n o  one has answered die com plaint. Inn aose the gm uitils for ap|H\il 
aie mi nature., hut usually the bond t losing does not o m i t  until after the np|ic.il 
period has expired.

l l someone does answer ihe complaint, then there is true tw o  parly litigation o n  
the meins. While some expedited pi in edoies aie available, the tim ing flit irsnlutlon 

of the litigation i annul Ik-  predicted, ami may take many m onths unless settled o r  
abandoned S o  far. no one lias aiiswned llie complaint and del mil judgments have 
Ixvn obtained lot esnv I'HV and ru tin lv !'< I B  Issuer. I (owever, the y n n e  was not true 
of On State uf I a'lfoiiiia, whose validation i omplaint was anssvrted bv die I losvaut 

J ii sis I.isp.tveiv Association, and lesiilletl III a iI<n is i o i i  o i i  Sc ptembei cfllk t In
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the Sarramrinn County Superior ( 'outI declining to validate the Slate's proposed 

I’OBs, win* Ii decision, as nf diis writing, is being appealed by the State

I lie salldatlon actions ran and usually do validate not only the I’OBs to be 

issued but also any Inline I’OBs ot le liindlng I’OBs. Not all validation actions 

are as inclusive or as flexible as they could lie (some leaving out In line new money 

or lefuutling I’OBs or rusts nf Issuance or locking in semiannual interest payment 

dates, etc,), and must tie caiefvillv res Inwed Before relied on for fiitu ie I’OBs or 

refunding l'< )Bs

Note, as mentioned in Section A2 ol Chapter 5, that the “obligations Imposed hy 

law" concept that isgcncially used to support I’OBs In California does not support 

reserves or capitalized intei est because inclusion o f Micb components In die bond 

Issue an: considered volitional not mandatory (as evidenced by the numerous 

California I ’OBs Issued without them) and Iheiefoie not "obligations imposed by 

law,’  Costs n l Issuance, on •' other hand, can In1 Induded on the theory dial they 

raimut be avoided. T he inability to include capitalized Interest makes achieving 

current budget reltel more challenging (see discussion ol structure options In Set lion 

t of Chapter b). Alternatively, the I’OBs could he Issued as annual appropriation 

bonds or a w l snip lease revenue bonds (see Section A3 and T of Chapter f>). sslilrli 

can include reserves anil raphall/rd Interest.

AN  I N I f ’ O nU r T ION 111

C H AP TER  TEN

Oregon

Slate and local government Issueis In  Oiegnn have been among the most active 

iisns of POBs to nuance their shnic of tinhiiided liability to the Oiegon 1’iihlk: 

I'niptoyeos Iv’eliieinent System POBs aie issued in Otegun either as lim ited tax 

hoods i i i as revenue bonds.

Prior to ibe passage of the Pension Bonding Act In 2001. the C ity o f I ’m tlam I. 

Multnomah Countv nnd Josephine County Issued significant sized POBs under 

Oregon's Uniform Bevenoe Bond Ad. In 2001, the Oregon l egislative Assembly 

approved the Pension Bonding Ad (which Q u ick attorneys wne involved in 

dialling). The Pension Bonding Ad granted nuthoiity to “governmental units," 

Including cities, counties, school districts, special districts. public coiporatious and 

intergovernmental corporations, to sell fu ll faith and t rerllt ohlig.ations for the 

purpose of reflnant iug pension obligations. POBs issued under the Pension Bonding 

Ad aie not Subject to votei approval or annual nppmprlatlnn and may lie Issued by 

lo  al governments individually or jointly.

Signilk ant pooled | ’( )B issues have been vlotie bv Oregon schnol d istil' is. 

" im m un ity college d istiids and Im al governments, In these trauvit lions, the 

par Ik Ipants pledge lliek lo ll l.iitli and cteillt w ith in the lim itations nl Ihe Oregon 

Constitution anil Issue limited tax bonds, payable fnirn available genriai funds of (lie 

Issuer. Available getietal (nods lilt lode all ail valoiem pr ■ >|wr ly lax revenues irceivt'd 

from levies oiidet rat Ii issurr's prim.inent rale lim it and all oilier muesli k le<l taxes. 

k * s .  1 1 mi ges and levenues legally available to pas debt servke nn the POBs I he 

Issuers ate not author I/rd to levy additional laves to pay the POBs
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In llw  |>ih»lt-«I si hnnl dislrli | and < nmm im lly (ollege district transactions, Individual 

districts Issued liniiled t.«\ I’O lis in l.ivnr nl a bond Irintco. which in turn Ksucd 

<dilijjdtmils lli.it rt'|i i ivscnl a pmprirlloualr and undivided Interest In and right In 

irrc lv r I'OB payments puisuanl In a linst Agreement l lte I’O lis sseie lu illio r 

secured hy an Inleuepl Agreement lit'Uveen die Slate Department nl I'd iira tlnn and 

Ihe school tlls lrliis and t nnnnunitv colleges undei whit Ii the buster was authori/t'd 

in mtercept spei llii; rduration tevenues ntlierwlse paltl by the Slat”  tn the school 

districts and community i ulle|;e.s in .in amount eipial In the debt service nil eat Ii 

Issuers I’O lis Spet ihe examples nl rerently completed ( Jrcgon pooled I’O Ii Issues 

include. S1 /33,f>K2.209.(i0 Oregon ('n inm un iiy College iJisnicts l.lm lted las 

Pension Obligations, Series 2003 (I’ederally Taxable); $!)27.07!),7G3.'I5 Otegnn 

School Boards AssoU.llion I Imited lax Pension Obligations, Series 2003 (l edeially 

laxable); anil $23H.7ll3.(i03.,10 Oregon I or al Governments Limited Tax Pension 

Obligations. Series 7002 (Federally laxable). Each of the pooled transactions have 

been enhanced by bond Insurance. By pooling these transactions, die Ksueis were 

able lo Incie.LV the .mintin' of bonds sold, sslilr li Inr teased access in Investors, and 

lo losser interest rates and reduce costs of Issuance

INVESTORS

OBLIGATIONS

l i t AN  IN T R O D U C T IO N  TO

Other jurisdictions, Including the Ctty of Portland, C ity (d Coivallis, Multnomah 

County. Marlon County, Josephine County, Eugene Water and Electric Board and 

Portland Community College Distort have sold POBs on a stand alone basis.

As an allernallve lo Issuing P< *l!s as lim ited lax bonds pursuant lo die Pension 

Bonding A rt as dosrdbrd above, Issuers have llie option lo Issue POBs as revenue 

bonds poisn.mi in ilu ’ I lo llo im Revenue honil A n oi die Pension Bonding Act.

The Uniform Revenue Bond Art allows municipalities to issue revenue bonds foi 

any public purpose secured by designated "revenues," which may Include taxes and 

virtually all other general and special fund reseniies and receipts of the municipalities. 

The Uniform Revenue Bond At I rerprlres nntlre anil a GO tiny referendum period 

during xvhiili revenue bonds are normally subject to refctral lo a vote o f the electorate 

II w ith in die GO day period f)% oi uioie of die volets file pelillons ie<|ue.sting a 

vole on Ihe bunds. Revenue bonds Issued pursuant to the Pension Bonding Act ate 

exempt from this m juiicmeni.

In a special election o il September 10, 2003. Oregon niters approved an 

amendment to the ( )irgon Constitution dial author l/cs the State Treasurer to Issue 

I 'O lk  as general obligation bonds ol the Slate of Oregon for the, purpose nf paying 

substantially all o f the Slates UAAL. The amendment provides that Ibe general 

obligation of the State must contain a d iirc t promise on Ix’h.ilf o f die State to pay 

the principal, p irm iunt, i f any, and interest on dial Indebtedness I be State also 

w ill pledge its lu ll faith and r retlji and taxing power lo pay that Indebtedness; 

liowevri. the ad valuicin taxing power of the State niav not lie p ln lg td to pay dial 

indebtedness 1 be amount of l'( )B Inrlcbterlness aii'bori/ed by the amendment that 

may I* ' outstanding al auv dine t annul exceed |%  of the leal market value of all 

p io p e it y  io die Stale, I lie Slate presently exper ts to Issue approximately S2 billion 

in I'OBsand lo list diem on tlie Luxembourg Slot k Lstli.ingc In orilei lo l.u lllia te 

sales to I'mope.in imeslois

In 21)03, die L liegnii I I'gislaiive Asseinbls mail'1 sobsi.uui.il changes io < begun 

PERS. I lie aiiHiiint ol I ilgadou suitntmdiog PERS in C begun is luere.isiug, and a

N'j I U N  O t l l U i A I I O N  O O N D ! .



niim lx 'i ol challenges In ihe leglslalisi < liangrs .ire pending in the i nulls Several 

lawsuits have been filed In Ihe (.begun Su|iieuie Court and In Ilia ledeial district 

nun ! in ( be;, r  » -eking In base changes that were onaited in PERS enjoined ot 

declared an urn unstltiitlona' liU|)alnneoi ol inn'ract in  uiicousiituitnnal taking ol 

I  i i  i i|n-r i y Although dirvr eases aie nol ■ liter lly lelaleil lo any particular hoiid Issues, 

llie li outcome i mild have lai o n hillg implications ssltli respect tn PERS and related 

liability.

a n  m i f t n t m r i t o H  r n

C H APTER  ELEVEN

Similar To POBs

Pension obligations are similar lo  oilier slate and local guveiniuent n o n  bo n d  
obligations, w h ich  It m ay lie po.slhle to b in d  In a m anner sim ilar lo  P O B s . W h ile  
this pamphlet Is Intended to t riser prim arily P O B s , and they are the most frei|tienllv 
u v d  and highly developed of this category, It Is useful to note, at least Eilefly, that 
theie m ay lx- other applications ol the M ine concepts discussed above, .'several 
examples (not an exhaustive list) m ay Include ran h oilier actuarially b a v d  insuranre 
oi Ixmehl obligations as w o ik rrs lo m p cn M lio n , health iKritellts and unein|>loyiuent 
Insurant ■' oi sin Ii non actuaflal ohllg.Ulons Im pnsed hy lass as court rendered 

Ju d gm en ts (or dam ages ng; 'ust Ihe stale oi local governm ent and. In C a lifo rn ia, 
county obligations under the le c ic r rlellnrpient property tax program .

PI NSION I it t t  IfiA T IO N  nOHOS



Contact Information

Members of Orrick's Pension Obligation Bond Group

CALIFORNIA & THE WEST TELEPHONE E-MAIL

Roger L. Davis (chair) (A i5 )773-57r.B 10Berdavis@0rrick.com

Mary A. Collins (/|>5) 773-599« marycollins@oirick.com

Carlo 5. Fowler (/|15) 773-r»8H/| cfowler@orrick.corn

John II. Knox (/|>5) 773-r/>20 jknox@oriick.com

Virginia Magan (916) 329-7980 vcmagan@oriick.com

Philip C. Morgan (COS) 773 552b pmorgan@orrick.com

Paul A. Webber (213 ) 6 lZ -2C)22 pwebber@ofiick.rnnt

PACIFIC NORTHWEST

Douglas Goe (503) 9b3-/|8tn dgoe@orrick.com

Michael Schrader (503) 9/13-/18/,0 mscbrader@cnrick.com

Courtney Muraski (503) 993 9860 cmuraskiWoiiir k.com

NEW  YORK & I I IE  EAST
D o u g l a s  Gondlrieod ( 2 1 2 )  y  " % 11 ilBoodft ierulWofiitlt . iuni
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Fact Sheet fo r House Bill 278

Short Title: HB 278 Retirement System Bonds 
Current Version: HB 278
Staff Contact: Juli Lucky or Paulyn Swanson 465-4949 

Summary:
> Authorizes the Alaska Municipal Bond Bank Authority to issue 

pension obligation bonds that assist state and municipal 
governmental employers to finance the payment of all or a 
portion of their actuarial pension liability.

Bene fits :

> Properly planned and executed, pension obligation bonds 
(POBs) can lower the cost of funding the past service cost 
component of public pension liabilities.

> If the state wide unfunded past service liability were bonded, 
savings of approximately S1.5 billion in present value dollars 
could bu realized.

> This bill is needed to empower public entities with the ability to 
determine if POBs are an appropriate component of their fiscal 
strategy.

Backg round :

The combined total unfunded liability of the Public Employees' 
Retirement System (PERS) and the Teachers' Retirement System 
(TRS) is approaching S6 billion. This liability includes unfunded 
pension .and post-employment healthcare benefits.
POBs are a financing mechanism to minimize the cost funding pension 
obligations by borrowing at a lower rate of interest than the bond 
proceeds earn after being deposited in the pension fund. POBs must 
be carefully structured and may not be appropriate for all employers, 
however they should be an option for those public entities who wish to 
consider them.

R evised  S Z '4 LLi5

State Legislature
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ALASKA MUNICIPAL LEAGUE

RESOLUTION #2006-02

A RESOLUTION URGING THE STATE TO PROVIDE FOR A 
STATUTORY MAXIMUM EMPLOYER CONTRIBUTION RATE AND 
ALLOW EMPLOYERS THE OPTION OF REFINANCING THEIR

PERS/TRS DEBT

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

WHEREAS, many cities and boroughs have participated in PERS for 
many years; and

WHEREAS, the basic premise of a defined benefit pension plan is that 
employer and/or employee contributions are invested by the plan 
administrator in accord with sound actuarial principles so that adequate 
funds are available for retiree pensions and health care benefits; and

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

WHEREAS, in response to the underfunding, PERS administrators have 
indicated that the employer PERS contribution rate will increase by 5% 
compounded annually every year for many years; and

WHEREAS, this past March, the Senate Finance Committee of the Alaska 
Legislature found the following reasons for PERS underfunding:

• Inaccurate assumptions
• Historical understatement of system liabilities
• Rising health costs
• 3-year "bear" market downturn
• Declining interest rates
• Unfavorable ' mographic changes
• Timing of the jcognition of market losses
• Artificially low contribution rates in good times
• Legislation thai has increased benefits
• Awarding of Post Pension Recrement Adjustments

WHEREAS, by passage ol Senate Bill 141, the State has taken a 
significant step towards a long-term resolution of the statewide PERS 
shortfall; effective July 1, 2006, the existing defined benefit plan will 
become a defined contribution plan for employees hired on or after tha

AM I. R ESO LU TIO N



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

WHEREAS, all municipalities and local taxpayers face eventual fiscal 
calamity as the employer rate increases by 5% of total salaries paid per 
year; and

WHEREAS, establishing a maximum employer PERS rate will enable 
munic'palities to afford to continue to provide essential public services; 
and

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

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

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

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

• That the State allow employers the option of refinancing their 
existing PERS/TRS debt in order to use financing methods 
that are available at a rate lower than 8.25%.
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STANDARD R A T I N G S D I R E C T
SPO O R’S

Research Relurn lo Regular Formal

Pension Obligation Bonds Are Surging After Brief Hiatus
P u b l i c a t i o n  d a to :  2 0 - J a n - 2 0 0 4
C r e d i t  A n a ly s t :  P a r ry  Young, N e w  York (1) 2 1 2 -4 3 8 -2 1 2 0 ;  S t e v e n  J  M urphy ,  N e w  York (1) 2 1 2 -4 3 8 -2 0 6 6

Pension obligation bonds (POBs), the once-arcane debt instrument used to finance unfunded pension 
liabilities, have returned with a vengeance after a brief hiatus, and are again making their mark on the 
public finance landscape. A number of corditions have fallen into place to spark this resurgence, including:

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

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

• The potential cost savings from a POB, as many state and local employers struggle with budgetary 
imbalances and other savings alternatives become scarce.

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

B How POBs Work
While the financial implications of POBs are complex, the actual mechanics are relatively simple. 
Generally, the municipal employer will use the findings from the most recent actuarial valuation, or have 
a new valuation completed, to determine the pension system's unfunded actuarial accrued liability 
(UAAL). Then, it will decide what portion of the LiAAL (eitfier all or a part) will be funded with the POB.
In the 1P90s most employers funded the entire U, AL. but for vanous reasons discussed below, many 
now lend 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 the existing asset allocation guidelines (see Chart). Thus, the pension fund experiences a rapid 
increase in assets resulting in a higher funded ratio (actuarial value of assets divided by actuarial 
accrued liability). For the POB to generate savings for the employer, the investment return rate on the 
POB proceeds must be greater than the interest cost of the bonds (and ideally equal lo, or exceed the 
pension system's investment return assumption), and the larger the spread between these to two rates 
the better. The employer, as POB issuer and obligor, woulu then be projected to achieve lower total 
pension contribution and debt service costs than it would have if it had not sold the POB.

Pension Obligation Bond Mechanic

Issuer/em ployer 
( i t . t i ! Of lo e i. Gcvornrjium)

So . t
POU

Debt
n-rviou

Contributions

P03 > * Retirement i
rnptiyment bo m ft» 4

, . P tn i i o n  1 »f 
   fund j r-m
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= Brief History
While there were a few issues in the 1980s, the first big wave of POBs really came in the early 1990s. 
By the end of the decade about S15 billion of POBs had been issued. The years 2000 and 2001 were 
slow from a POB standpoint, with 2000 correlating 'o the apex of U.S. public pension funding at an 
average funded ratios of '•'ightly over 100%, up fron only about 80% in 1990. These robust funding 
gains were fueled by above-average equity returns curing the period and a general shift in the 
weighting of public pension assets to this asset clasr from fixed-income. The corollary to a high funding 
level is a lower or nonexistent UAAL. Falling funding ratios, now estimated to be heading towards the 
90%, have been exacerbated by a combination of adverse circumstances, some uncontrollable and 
some self-i .flicted. These factors include the decrease in asset vaiues from poor equity returns and the 
increase in liabilities from benefit enhancements and demographic changes (for example, members 
living longer). The second wave of POBs, driven by burgeoning unfunded liabilities, has come on strong 
in 2002 and 2003. As in the first wave, California counties have been leading the pack, and there are a 
number of repeat borrowers, but there are also significant new players. The state of Illinois, which 
issued in June of this year, now holds the POB record for sheer size at $10 billion —  almost four times 
larger than Ihe previous record. Oregon sold a $2 billion issue last fall, and other states that have 
recently completed or plan a POB sale include Kansas, Wisconsin, and West Virginia.

S POB Risks
The principal risks to the issuer of a POB fall into a number of categories:

• Arbitrage (investment return/POB interest cost);
• Leverage;
> Market risk; and
• Political.

POBs are essentially an arbitrage play, the success of which is dependent on the premise that the 
pension fund assets (including POB proceeds) will earn on average more than the interest cost on the 
POBs and hopefully the assumed investment return rate (generally about 8%) or be;ter each year for 
the life of the bonds. If the bonds are sold at an interest cost of 6%, for example, the spread could 
generate handsome savings if the investment returns goals are met over the life of the bonds. The 
problem is that there is no certainty that the averrge 8% return will be realized over time, and therein 
lies the principal risk of the POB to the issuer. If t >e pension fund earns 8% or more on the POB 
proceeds, then the result will be success by virtue of having to pay lower pension-related costs 
(contrioutions 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 fows. Not only will the employer have 
the new POB debt service costs but also higher contribution rates attributable to new unfunded 
liabilities from under performing investment returns. If returns are above 6% (as in the example above) 
but below 8%, the employer will have increasing contribution rate costs, but it would have had them 
even without the POB. When investment returns aie less than the POB interest costs, the POB puts 
additional strains on financial operations rather than helping.

While the 1S90s produced some impressive investment returns, no pension fund consistently earns 8% 
cr higher every year in perpetuity, returns vary dramatically and may (or may not) average the 
investment return assumption or even the POB interest rate cost. The POB paradigm has a goal lo 
average or beat the 8% investment return assumption over the long-term. With he appropriate asset 
allocation strategy this goal may be attainable, but market experience o\ jr the iur.t several years has 
led some lo believe that an 8% return assumption may be too nggrossivc.

Another factor in evaluating the success of a POB is that its full effect can only fully be tallied al final 
maturity of the bonds. Due to market gyrations, a POB may louk like a great success for several years, 
or even a decade, only to see investment gains erode, and at maturity are pronounced a failure 
Conversely the exact opposite may be true, W ith  porr results in the early years later overcome to 
achieve projected benefits in the final analysis.

In any event, we do know that even it projections are met on avorago over the life of the POBs, there 
will be years with returns that are higher, and some that are lower (maybe significantly), than the 8%

http w w w  ra t in g ,s i l i rcc t .v o m 'A p p s  R D  c o n tro l le r . 'A r t id c ? i t l -  355276iS:rI inks  la l .sc& typc . I/2U'2(K> )
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bogey. We do not have to look back very far to see evidence of such swings: in fiscal 2001 the S&P500 
index of domestic equities fell 16%, in 2002 it fell another 19%, but in 2003 it fell only 1.6%. These 
market declines hud issuers with POBs outstanding: most had to pay increased contribution rates to 
cover the new actuarial losses, plus they had the higher debt service costs due to the POB.

The risk of adding too much leverage is another factor for POB issuers to consider, Borrowing for any 
purpose increases leverage, and incurring debt to pay unfunded liabilities is no different. While the 
issuer is substituting one type of long-term liability (POB) for another (UAAL), there is a difference. In 
most cases, bond debt service is a "harder" obligation than the "softer" contribution payments used to 
amortize the UAAL. Bond debt service must be paid in full and on time or the issue falls into default, 
with wide ramifications. For certain employers, contribution payments, on the other hand, may be 
temporarily deferred or reduced without serious negative consequences. Therefore, the size of the POB 
relative to Ihe total debt structure of the issuer must be measured in terms of what level of debt service 
can be managed if actual future investment returns do not meet the original POB plan projections.

Because POBs generate very large infusions of funds into the pension system compared with the more 
steady investment and reinvestment of interest, dividends, and contributions by the fund, the plan for 
investing POB proceeds must be considered. Should the monies be invested according to the existing 
asset allocation guidelines, or should POB proceeds have a special allocation strategy because of 
current market conditions or expectations? If the chief investment officer of the fund believes that 
international equities, for example, are overvalued, maybe a delay in filling that allocation would be 
warranted. On the other hand, in that pension funds are long-term investors, most have stuck with their 
traditional allocations for proceeds, eschewing market timing strategies. Whatever the strategy may be, 
it should be fully vetted be fore the POB sale.

Another aspect that few envisioned when this instrument was first initiated is the political risk hidden, 
almost like a Trojan horse, within the P03 structure. As was mentioned in a feature on this subject, 
("Pension Obligation Bonds: Unique Rating Documentation", Rat;ngsDirect, March, 4, 1999), POBs can 
become victims of their own success. For example, if a POB is issued for the full UAAL, resulting in a 
1 0 0% fended ratio, and subsequent higher-than-average returns push the ratio io 1 1 0% or 120%, there 
will arise tremendous political pressure to distribute the so-called "excess" funding by increasing 
benefits, thus it curring new Labilities. The excess funding touted in the late 1990s turned out to he 
illusory. Even systems bolstered by POBs that did rot increase benefits found themselves in under 
funded positions following the market declines from 2000 to 2003. Those that fell victim to the siren's 
song and increased benefits have even lower funding levels. Some pension funding ratios declined to 
the exlent that the employers' opted to go back to the market to issue POBs for a second time.

il Analysis
The rating p ro ce ss  for PO Bs basically parallels that of long-term debt with similar security plus with 
certain additional analytical factors pertinent to the POB and  pension system . Most PO B s Irsued  to 
da te  have a GO or general fund pledge. Also, a  high percen tage  of tho se  sold have  b een  additionally 
secured  by bond insurance. In S tandard  & Poor's analysis specific to PO Bs we focus on the effect of 
the bonds on the issuer 's  debt structure and its ability to m eet its obligations. The financial review 
includes the impact on both the ba lance  shee t  ana the operating sta tem ent or c a s h  flows. The s t a 'u s  of 
the issuer 's  pension fund on a pro forma basis  is also part of the review a s  with any  similar analysis.

From the balance  shee t  perspective, we lock ot how the POB fits into the issuer’s  total debt plan. Does 
Ihe POB dramatically alter tho is suer’s  debt profile? We look at total debt with and  without tho FOB so 
a s  not to penalize a  POB issuer in comparison to another issuer that might have  relatively low debt (and 
no POBs) but sizable unfunded pension liabilities. Also, we evaluate  the leverage  added  hy the POB. 
D oes it markedly increase  hard, fixed costs (bond debt service) in p lace of a  softer, more discretionary 
obligation (pension contributions)? If su b  par investment returns put upward p re s su re  on contribution 
rales will thoy, coupled with the new higher debt service cos ts  due  to the POB, put the issuer’s  budget 
under grea ter  strain? The issuer must also be  cognizant cf the effect the  POB is su an ce  may have  c i 
statutory ceb t limits. Will the  POB u se  up debt capacity that might be  n eed ed  for other, more pressing 
n e e d s '7

From a  cash  flow standpoint, S tandard  & Poor's reviews projected debt service and  contribution costs, 
w Hi and without the POB, including the  validity of the assum ptions includmr th o se  for POB interest
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costs and pension fund investment returns. How do the projections compare in total and on an annual 
basis? The spread between interest costs and investment return generates the savings expected from 
the transaction. What is the magnitude of annual savings and total present value savings? Where (in 
what years) are the savings taken? Are the savings front-loaded in an attempt to mask oudgetary 
stress? Will any front-loading lead to higher, unsustainable contribution rates in later years? Do the 
potential savings form the POB outweigh the risks involved? The analysis of the cash flows is a critical 
component to understanding the full impact of the iransaction.

As part of the POB analysis we also review the currei. status of the recipient of bond proceeds —  the 
pension system itself. What is the statutory relationship between the issuer/employer and fund? How 
have the laws and precedents for making contributions affected funding progress and how do they play 
into the POB strategy? Have funding levels generally been increasing over time? What are the funding 
goals and how will the POB impact these objectives?

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

B Rating Implications
Employers looking to help manage their unfunded liabilities through the issuance of a POB shoul j  
weigh the pros and cons very carefully. Any applicable risks from the above list should be evaluated. 
There should be a clear POB plan with attainable actuarial and investment assumptions and a 
conservative structure. Prudent allocation for projected savings over time limits the chances for 
problems

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

B Special Rating Documentation Requirements for POBs
The unique nature of POBs requires certain additional documentation not normally requested for other 
types of ratings:

• POB financing plan, including its effect on the overall debt plr n;
• Projections ol UAAL contributions and deb! service with and without the POB;
• Latest pension fund annual report;
• Most recenl actuarial valuation and experience studies of the fund; and
• Pension fund's current asset allocation strategy and plan for investing POB proceeds.
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Managing State Pension Liabilit ies: A Growing Credit Concern
P u b l i c a t i o n  d a t e :  20-Jan-2005
P r i m a r y  C r e d i t  A n a ly s t ( s ) :  Parry Yotmg, New York (1) 212-438-2120; parry_young@stai.dardandpoors.com
S e c o n d a r y  C r e d i t  A n a l y s t ( s ) ;  Robin Prunty, New York (1) 212-438-2081; robin_prunty@standardandpoors.com

State governments have a long history of providing retirement security for tneir employees--and in many 
cases certain local government employees-through targe, defined benefit pension systems, which, 
throughout the 20th century, had been successful in meeting their intended goals. However, after stale 
pension funds reached their apex of financial soundness, based on funding levels, in 2 0 0 0 , they have 
since deterioraled-in many cases precipitously-leaving most funds with the problem of managing new, 
large unfunded liabilities. The rapid growth and significant magnitude of these liabilities has become an 
increasing credit concern for many state ratings, reaching crisis proportions in some cases.

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

3 Historical Background

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

Public pension funds in the U.S., of which the lion’s share of assets belong to state funds, have come a 
long way from their humble beginnings-some dating to the beginning of the 20th century. Starting with 
little or no assets to offset liabilities, and some initially operating on a pay-as-you-go-basis, pension 
funds gradually improved their funding ratios (actuarial value of assets divided by actuarial accrued 
liability) to the 50% level in the mid-1970s, and further to around 80% by 1990. Early on, pension assets 
were invested largely, if not exclusively, in fixed income investments Gradually, investment strategies 
became more diversified, however, and by the end of the 1990s public funds had increased their 
allocations to equities and other higher yielding asset classes significantly. This shift in allocations 
coincided with, and to some extent was fueled by. the bull markets in domestic equities that lasted from 
the early 1980s through fiscal 2000. At June 30 (the fiscal year-end for most public pension funds),
2000, the aveiage funding ratio for all U.S. public funds was slightly above 100%, and was even higher 
for state funds.

The party to celebrate tho final defeat of unfunded pension liabilities was short-lived, unfortunately, as 
dark clouds soon began to appear. Trends that would adversely affect actuarial balance impacted both 
liabilities and assets. Liabilities were being inflated not only by normal growth and inflationa'y pressures 
but also by overt changes in benefits and actuarial assumptions. The late 1990s saw a number of 
improvements to pension benefits, which automatically boosted liabilities, and the actuarial 
consequences of many of these changes really kicked in uher 2000 duo to the normal delayed reaction 
m contribution increases. Demographic and lifestyle trends-along with the resultant assumption 
changes, such as retire living longer (a global phenomenon) and more employees taking early 
retirement-had a similar, expansionary effect on liabilities. However, the biggest component in the 
steep decline in funding levels from fiscals 2001 to 2003 came from the asset lido, and was caused by 
the bottom falling out of tho domestic equity markets. Tho investment return <T_ sumption requirement for 
most public tunds to maintain actuarial balance, about 8%, could not be sust.i led when the average 
allocation to domestic equities stood ot 40%-50% arid the annual returns of tli S&P 500 Index were
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negative 16%, negative 19%. and positive 2% in fiscals 21)01, 2002, and 2003, respectively. The net 
result was that, by Jui.e 30, 2003, avenge funding ratios for state funds had fallen from an average 
overfunded level in 2000 lo an estimated 80%-90% in just three short years. While the S&P 500 saw a 
17% gain at fiscal year :nd June 30, 2004, puDlic pension fund actuarial results, on average for the 
year, will not report major funding gains due to the effects of the actuarial smoothing of gains and 
losses over a period of years used by most. With five-year smoothing, for example, a fund in fiscal 2004 
would still be accounting for a portion of the losses (or gains) from the prior four years.

§ Alternatives to Improve Funding
The range of options to fix a pension mismatch of assets and liabilities is relatively narrow, and almost 
al! are difficult to implement due to legal, economic, or political impediments. Corrective measures 
should act to stop or slow pension liability growth or grow assets, or,both. From a liability standpoint, 
most stales have constitutional or statutory pension benefit protections that preclude any reductions in 
benefits already promised to existing employees. One way around these restrictions is to close off the 
current benefit to new employees and offer new employees n reduced level M benefits. This tactic of 
creating a new tier of benefits has been used by a number of funds to reduce liability growth.
Completely closing existing plans and creating new, less generous defined benefit plans, and even new 
defined contribution p'ans, is another option.

Changing actuarial assumptions to reduce liabilities has been used in the pas*; the current demographic 
and economic realities related to the major variables, however, make these options difficult. The raising 
of the actuarial investment return assumption to 8.25% fiom 8.00%, for example, would automatically 
lower actuarial liabilities, all other assumptions being equal. However, the investment experience over 
the past three or four years and current expectations would tend to preclude such a change at this time.

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

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

• Annual contribution rates for sponsors or employees may be increased.

Pension funds in the U.S., as major global investors with more than 52 trillion in assets, have developed 
sophisticated asset allocation plans over the years, and, with access to professional asset managers, 
attempt to maximize returns within their prescribed tolerance for risk. For an individual fund to 
dramatically enhance yields by altering its allocations, there would most likely need to be a sea change 
in thinking about the fund's view of risk. Minor tweaking of strategies is a more regular occurrence a 
funds seek to keep up with changing markets, risk profiles, and expected returns of various asset 
classes, but major strategy changes leading to markedly improved results are rare.

Som e states , a s  sponsors ,  have opted to pursue the POB route to significantly boost a s s e t s  in one  bold 
move, while a* the s a m e  time taking advan tage  of the projected lower carrying charg es  this vehicle 
offers to a spc ,sor. (For further information, s e e  report tilled "Pension Obligation B ands Are Surging 
After Brief Hiatus," published Jan . 20, 2004, on HotingsDirecI) While no panacea .  PO B s are  basically 
an arbitrage play b a s e d  on the prem ise that, a s  a  result of the bond p roceeds  being invested at an 
expected  yield above the cost of the bonds, net savings will be achieved by the sponsor  over the life of 
the bonds . In other words, alter tho issuance  of the POB, combined debt serv.ce plu., pension 
contribution costs will be  lower than they would have been  without a  POB. The s u c c e s s  of this formula 
d e f e n d s  on the realization of a certain investment return, which is in no way guaran teed . W helher a  
F OB su c c e e d s  or fails cannot fully be  evalu. ted until the final maturity of tho bond, and  it is a given that 
so m e  years  will be winners and others loser: .  The bad years  may add  short-lerm fiscal s t re ss  to the 
POB issuer (pension sponsor), which could be significant b a sed  on the am ount of leverage tho POB 
exerts. With most PO Bs having b een  issued  over Ihe past 10 years or so. it would be  prem ature to 
pronounce them an unqualified s u c c e s s  (or failure), Thu best that can  be  said to dato is that POB 
results have  been  mixed, with so m e  having met or ex ceeded  expectations while o thers  have com e up 
short b a se d  t ugt'ly nn  the vicissitudes of market timing.

The last major option for incrcas-ng asse ts ,  and the most common alternative u sed  to m a n ag e  now. 
unfunded liabilities, is to simply inc rease  annual contribution rates. Indeed, n major principle of an 
actuarially funded defined benefit plan is that, it a s s e t s  arid liabilities becom e unbalanced  increasing



(or decreasing  if the system  is overfunded) contributions will bring the sy s tem  back into balance, 
Som etim es em ployee contributions a re  increased, but usually it is the sponso r  that s teps  up to the 
plate: the investment risk of a  public defined benefit plan and the burden to m ake good on benefit 
prom ises are  ultimately the responsibilities of the sponsor. Thus, the principal byproduct of the current 
sta te  pension funding crisis h a s  been  increasing contribution costs coming at a time w hen s ta tes ,  in 
recen t years, have  been  sq u ee zed  by w eak  revenues  and burgeoning e x p e n se s ,  including security and 
health care  cost p ressu res .

How Are Some States Managing Their Pension Liabilities?

A rizo n a .
The Arizona S ta te  Retirement System , a multiple-employer defined benefit plan, provides pension 
benefits for em ployees of the sta .e , political subdivisions, and public schools, with more than 500 
em ployers and 222,000 active m em bers . The system 's funded ratio fell lo 98.4% at Ju n e  30, 20C3, 
after a d e c a d e  of more than 100% funding. As reported in tho Ju n e  30, 2003, actuarial valuation, the 
major contributor to this decline w as investment losses  for the year that resulted in a d e c re a se  in the 
actuarial v a lu ; of a s s e t s  by S1.2 billion. In November 2002, the s ta te  retirement sys tem  board 
removed the requirement that actuarial a s s e t s  be within 20% of market value, and changed  the 
period for recognizing investment gains or lo sses  to 10 years from five years. At Ju n e  30. 2003, the 
sys tem 's  market value of a s s e ts  ($18.1 billion) w as  77% of actuarial value. The 2003 actuarial 
valuation developed hypothetical contribution rales for both em ployees and  em ployers (odd-year 
calculations a re  not actually implemented) of 6.96% each, com pared with 1.92% each  in 2001.

C a lifo rn ia .
California has  two large sta te  pension funds: one  for state and c e r t J n  local em ployees-C aiifornia  
Public Employees' Retirement System  (CalPERS)-with  a s s e t s  exceeding $170 billion; and the other 
for teachers-C alifo rn ia  Sta te  T each e rs ’ Retirement System (CalSTRS)-with  more than S 115 billion 
in a sse ts .  T hese  sys tem s have been  experiencing som e of the s a m e  p re s su re s  a s  pension funds in 
Dther s ta tes , and have  experienced declines in funding levels. For example, the funded ratio for the 
sta te  m em ber category of CalPERS had  fallen to 84% a s  of Ju n e  30, 2003, com pared  with 111 % in 
2000. State contributions to CalPERS for :ts em ployees, a s  actuarially determined, have  risen from 
S160 million in fiscal 2001 lo $2.2 billion in fiscal 2004. In the s a m e  vein, the funded ratio for the 
CnlST"1?  defined benefit plan fell from 110% in 2000 to 82% in 20C3. However, total am ounts 
contributed to CalSTRS by m em bers , employers, and the state, a s  se t  by statute, increased  ,ust 
10% during the sam e  period.

A num ber of ch a n g e s  for both pension sys tem s have been  proposed o \ e r  the last year. In relation to 
CalPERS. the s ta te 's  2005 budget included certain pension reforms, such os a  two-year delay of 
contributions into CalPER S from new  miscellaneous and industrial em p oyees , thus  obviating the 
s ta te 's  obligation to m ake contributions on their behalf over that period. A $900 million PCB was 
proposed, the p ro ce ed s  of which would be  u sed  to pay a portion of the current contribution payment 
a s  opposed  to paying a portion of the unfunded actuarial accrued liability like most other POBs.
Court validation of the PO Bs is being sought. The 2005 sta te  budget a lso included proposals  to 
increas em ployee contribution rates  and  lower benefits for new em ployees  to pre-1999 levels.

In D ecem ber 2004, CalSTRS proposed  a num ber of options to help a d d ie s s  the funding deficiency 
in its defined benefit plan. At June  30. 2003. the system 's unfunded actuarial obligation totaled S23 .1 
billion, The first option w as  for the s ta te  to is sue  a POB to pay down the entire liability. Other options 
included a c h a n g e  in the amortization period oi the unfunded liability and a nu.,,oor of c h an g es  to 
how benefits a re  calculated. O ne option that could have a large effect on the amortization cost is to 
eliminate the 2% benefit adjustment. Several alternatives nciudud in c reases  in contribution rates  by 
all three contribution b a se s :  m em bers , employers, ond the state.

On July 1, 2003, the s ta te  md not m ak e  its full conti.bution paym ent lo C alST R S’ supplemental 
benefit m ain tenance  account, although it did m ake Ihe required paym ent to the sy s tem 's  defined 
benefit program The sla te  paid $59 million of the $559 million required : upplementa! benefit 
maintenance account amount. In O ctober 2003, CalSTRS filed suit in S acram en to  County Superior 
Court to have  the S500 million paym ent restored. The stato Is currently defending the action

Ol late, proposals tc replaco Ihe Iwu California sta te  defined benefit p lans with defined contribution 
plans, and lo eliminate s ta te  contributions to CalSTRS, have been  actively deba ted .



F lo rida .
The Florida Retirement System was created in 1970. The system was created to provide a defines 
benefit pension plan for participating employees. The plan is administered by the state division of 
retirement in the department of management services. Participation by local governments in the 
slate is optional, but is generally irrevocable once the government opts to participate in the plan. 
Currently there are 866 participating employers and 956,875 individual participants. Of the total 
participants, 23,5% are retirees and beneficiaries. Contrary to trends for most other states, tne 
actuarial value of assets in the system has consistently exceeded the actuarial accrued liabilities in 
recent years. The funded ratio of the pension system has ranged from 112% in fiscal 2004 to 118% 
in fiscal 2000. Investment performance in fiscal 2004 was strong, with a return of 16.6% compared 
with the 7.75% assumed rate of return. The actuarial value of assets at July 1, 2004, was $106.7 
billion. The solid asset position of the Florida Retirement System has provided budget relief in the 
form of lower contribution requirements for the state and participating local governments.

Illinois.
Illinois sponsors five defined benefit retirement plans for about 630,000 members and annuitants, 
including public employees, teachers, university personnel, and judges. By 2003, tne funded ratio of 
the Illinois funds ranked near the bottom compared with other states in the U.S. Contributing to the 
$25.9 billion increase in unfunded liabilities from 2000 to 2003 were:

• Contribution shortfalls ($4.8 billion of the total),
■ Investment losses ($14.1 billion), and
• Benefit improvements ($3.3 billion).

Adding to the state's pension woes is a 2002 early retirement incentive plan for state employees, 
which resulted in a liability that, at $2.5 billion was quadruple the original estimate. Part of the 
variance was due to a rnjch larger number of employees (11.032) taking part in the program than 
originally projected (7,215). Due to the requirement of a 10-year amortization of this liability, the early 
retirement program contribution for 2005 is S382 million, compared with the originally pro.ected $70 
million,

In 2003, the s ta te  sold a $10 billion P 0 3 ,  the largest on record, using the  p roceeds  to fund a portion 
of the UAAL ($8.1 billion) and to pay ($1.9 billion) the s la te 's  current pension contribution for fiscals 
2003 and 2004. The POB increased the comoined sys tem 's  funded ratio by sev en  percen tage  
points. At the end  o f fiscal 2003, the funded ratio for the combined sy s tem s w as  57% (after giving 
effect to the POB), and the UAAL w as  $35.8 billion.

N ew  York S ta te .

Tho New York S ta te  comptroller is the sole trustee  of the s ta te 's  com m on retirement fund, which 
includes all a s s e ts  of the New York Sta te  Retirement System. M em bers of the sys tem  a re  typically 
em ployees of New York S ta te  or em ployees of municipalities in the sta te  (excluding New York City) 
As of March 31. 2004, there w ere  2.985 participating government em ployers in the  system . Tho 
overall m em bersh ip  in the system ex ceed s  970,000; this includes 641,721 m em bers  and  328,357 
retirees and beneficiaries. Overall, m em bership  has  expanded  continuously, but tne growth from 
retirees h a s  been  m ost significant. Retirees now m ake up 34% of the sy s tem 's  m em bers ,  com pared  
with 26% in 1990. Benefit paym ents continue to rise reflecting im provements in final ave rage  
salaries, cost of thing adjustm ents , and  benefit improvements. The increased  benefit paym ents, 
coupled with the perform ance of the stock market after 2000, have required significant employer 
contribution inc reases ,  with significant inc reases  forecasted for the next two y ears  a s  well At March 
31. 2004, about 63% of the pension sys tem  a s s e t s  were invested in various stocks For the largest 
com ponent in the sy s te m - th e  New York S ta 'e  and  Local Employees' Retirement System--employer 
contributions had  a v e ra g ed  1.75% from fiscals 1996 through 2007. C or tribufions will inc rease  iri 
fiscal 2004 to 5.9%, totaling $1.2 billion. This ra te  is projected to more tnan double in fiscal 2005 to 
12 9%, or a $2.6 billion contribution, followed by an  estim ated  11 4% contribution rate in fiscal 200G 
Similar inc reases  aru forecasted in the New York S ta te  and Local Police a n d  Fire Reiiremenl 
System tPFRS) for fiscal 2004. The contribution Mtes for fiscals 2005 and  2006 a re  projected to be 
even  s teeper  for PFR S, however, growing to 17.6% and 16.3%, respectively. T h e se  contribution 
inc reases  hove been , and  will continue to be, a  significant source  of budget p re s su re  for the sta te  
and its local governm ents  The legislature h as  allowed a port'On uf ti e  in c rea se  lo tie funded with 
the is su an ce  of b o n d s  or a  loan from Ihe s ta te  cu iptroller. For governm ents  that c h o o se  this option, 
fixed cos ts  to service  pension contributions will include an  interest com ponent, with th e  fixed cos ts  
extended lor up to 10 yem s The sys tem  u s e s  the aggrega te  actuarial funding m ethod, which d o e r



not identify or separately amortize unfunded actuarial liab' is. Due to the use of this funding 
method, there is no disclosure or schedule provided on funding progress.

O r e g o n .
Oregon has historically delivered pension benefits for slate and local employees through a single 
system called the Oregon Public Employees Retirement System (OPERS). After experiencing 
relatively high funding levels through the 1990s, the UAAL of OPERS at Dec. 31, ?001, was 
estimated at $9.7 billion, almost three times the prior year. With 2002 investment losses, this figure 
was estimated to be almost S15 billion—of which about one-third was the state's share. Contributing 
factc's to the increase in UAAL included some of the usual suspects: benefit increases in the late 
1990s and poor investment returns. In addition, under the plan, tier-one members were guaranteed 
a minimum 8% on their regular account assets regardless of actual investment returns earned by the 
system, and in 2001 and 200 2 , like most other funds, the system generated negative returns.

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

• Modernizing the mortality tables and requiring regular updates:
• Shifting future employee contributions to a defined contribution plan;
• Converting the annual 8% guaranteed rale of return to an assumed 8% to be received over 
the length of members’ service;

• Temporarily suspending future cost of living increases for retirees in certain instances; and
• Creating a new. more independent, retirement system board.

In addition, for new employees hired after Aug. 29, 2003, the state created a new retirement plan 
called the Oregon Public Service Retirement Plan, which includes both defined benefit and defined 
contribution components. Employer contributions fund the defined benefit plan, and employee 
contributions fund the defined contribution plan.

The legislative changes to OPERS resulted in an estimated reduction in the state's UAAL to $2.2 
billion irom $4.6 billion. A number of lawsuits have been filed challenging some of the OPERS 
changes. The stale intends to continue to defend the challenges. In October 2003, the state sold $2 
billion of GO PODs to further reduce its UAAL. The preliminary results of the OPERS 2003 actuarial 
valuation reported the pension system's funded ratio at about Employer contribution rates
under the valuation showed an increase lo 18.27% from 9.96%.

W e s t  V irgin ia .
The W est Virginia T eachers ' Retirement System (TRS) is a  multiple-employer. defined benefit plan 
for 55 county school sys tem s, certain s ta te  higher education em ployees, and  the sta te  boards  of 
education  and higher education. The sta te  provides substantially all funding fc* the system. TRS has  
occupied  the* bottom rung am ong sta te  p lans  in terms of funded ratios for som e  time. As of July 1. 
2003, the lunded ratio w a s  19%. and the UAAL w as S5.1 billion. The s ta te  sup rem e  court n a s  ruled 
that the UAAL of TRS is a public debt, and  h a s  required the sta te  to fund TRS in an  actuarially 
sound  rr .riner i his require nent entails the  elimination ol the UA/-»._ over a  40-year period beginning 
July 1, 1994, enabling TRS to m ee t ca sh  flow requirements to fulfill future obligations to m embers.

While for a number of y ears  W est Virginia h a s  attempted lo clear tho way lo is sue  a POE ta help 
lower or < 'immato tho UAAL in TRS and  other s ta te  funds, its "fforts have  b e e n  blocked by legal 
is sues ,  ir.wJding the requirement for vo te’ approval. If bonding is not an  option, the s ta te  may have 
to pursue  other a v en u es  to cure its pension ills.

.J Lo o k in g Ahead
Stums a re  under varying d e g re e s  of p ressu re  'o  lund the burge ming liabilities of their pension sys tem s 
The com m on them e lies n developing stra teg ies  to m anage  increasing con ln t  Jtion rates at a  time 
when oilier dem ands a re  conspiring Jo break the budget growing health care ,  education, and  s e c  uly 
costs  to n am e  a few. O p lo n s  to reduce pension liabilities or even slow thoir growth, and  thus modeiuto 
contribution rates, a re  few nnd usually difficult to bring lo fruition. Even with ad eq u a te  investment 
returns, the pension funding problem will b e  in the forefront for at least a  few m ore years, n  j possibly 
much longer if the  markets don't coopera te  As if pension liabilities were not enough  lo Handle, s ta te s  
and o ther governments will soon  have  to de«, with funding is sues  related la liabilities from Other 
Postem ploym ent Benefits (U PEB)-largely rotirev health care  costs. Tho GASB h as  established new 
accounting rules for reporting on OPEB liabilities (For further information, s e e  report titled "Reporting &



Credit Implications of GASB 45 Sta tem ent on Other Postemployment Benefits," published Dec. 1, 2004, 
on RatingsDirect.) Both pension and OPEB liabilities will act to constrain ratings over the fo reseeable  
future,
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P u b l ic  p e n s i o n  p la n  c o s t s  a r e  b e c o m i n g  a  b ig g e r  d ra in  on  U .S .  s t a t e  a n d  lo c a l  
g o v e r n m e n t  r e s o u r c e s .  M a n y  s t a t e  a n d  lo c a l  g o v e r n m e n t s  h a v e  b e e n  hit p a r t ic u la r ly  
h a r d  in t h e  p a s t  s e v e r a l  y e a r s  a s  t h e y  s t r u g g l e  with th e i r  w o r s t  d e f ic i ts  in d e c a d e s .

W h i le  c u r r e n t  g o v e r n m e n t  e m p l o y e e s  w a t c h  th e i r  p e n s i o n  a n d  o th e r  p o s t - r e t i r e m e n t  
b e n e f i t  c o n t r ib u t i o n s  r i s e  s h a rp ly ,  a  g r o w in g  n u m b e r  of  r e t i r e d  e m p l o y e e s  a r e  b e c o m i n g  
c o n c e r n e d  a b o u t  t h e  fu tu re  o f  th e i r  o w n  p e n s i o n s .

A s  t h e  v a r i o u s  g o v e r n m e n t a l  ju r i s d ic t io n s  d e c i d e  h o w  t h e y  will r a i s e  t h e  m o n e y  n e e d e d  
to  f u n d  t h e s e  m o u n t in g  b e n e f i t  o b l i g a t i o n s ,  a n d  h o w  to  t a r g e t  t h e  root  c a u s e  o f  t h e  
f u n d in g  g a p ,  S t a n d a r d  & P o o r ' s  R a t i n g s  S e r v i c e s  is t a k in g  a  c l o s e r  l o o k  a t  p e n s i o n  a n d  
o th e r  p o s t - e m p l o y m e n !  b e n e f i t s  ( C P E B )  i s s u e s .  T h is  artic le  e x a m i n e s  t h e  c r e d i t  
im p l ic a t i o n s  o f  D e n s io n  b e n e f i t  a n d  O P E B  o b l ig a t i o n s  a n d  h o w  a c c o u n t a n t s  a r e  rev is i t in g  
t h e  w a y  m u n ic ip a l i t i e s  c a n  b e s t  r e f le c t  t h e  t r u e  b e n e f i t  o b l ig a t io n s .

■ C redit  Im p lica t io n s
W h e n  S t a n d a r d  & P o o r ' s  c re d i t  a n a l y s t s  d e t e r m i n e  t h e  c r e d i t  im p l ic a t io n s  o f  p u b l ic  
p e n s i o n  o b l ig a t io n s ,  t h e y  loo k  a t  t h e s e  l iabil ities in t h e  light o f  a n  e m p l o y e r ' s  to ta l  d e b t  
s t r u c t u r e  w i th  a n  e y e  for w h a t  t h e  c o n s e q u e n c e s  m a y  b e  o n  t h e  e m p l o y e r ' s  abil ity  to  
p a y  d e b t  s e r v i c e  in m ° e t i n g  t h e s e  b e n e f i t  o b l ig a t io n s .

" W e  w a n t  to  h a v e  a  r e a s o n a b l y  c u r r e n t  a c c o u n t i n g  o f  t h e  r e t i r e m e n t  s y s t e m ' s  fu n d in g  
s t a t u s ,  a n d  a n  u n d e r s t a n d i n g  of  h o w  t h e  e m p l o y e r  p l a n s  to  m a n a g e  t h e s e  liabili t ies ,"  
s a id  S t a n d a r d  & P o o r ' s  c r e d i t  a n a l y s t  P a r r y  Y o u n g  " P e n s i o n  liabil i t ies h e l p  s h a p e  a n  
e m p l o y e r ' s  c r e d i t  p rofile ,  a n d  t h e  m a g n i t u d e  o f  t n e  c u r r e n t  c h a l l e n g e  for s o m e  c o u ld  
c o n t r i b u t e  to ra t in g  d o w n g r a d e s .  W h i le  s o m e  p re v io u s ly  w e l l - f u n d e d  p l a n s  a r e  in a  
b e t t e r  p o s i t io n  to h a n d l e  t h e  n e w  liabil i t ies d r iv e n  b y  p o o r  i n v e s t m e n t  r e t u r n s  a n d  
b e n e f i t  e n h a n c e m e n t s ,  m o s t  p l a n s  a n d  the i r  s p o n s o r s  a r e  b e t w e e n  a  ro ck  a n d  a  h a r d  
p l a c e , "  Mr Y o u n g  s a id

O t h e r  t h a n  f a c in g  t h e  m u s i c  a n d  i n c r e a s i n g  c o n t r ib u t io n s ,  t h e  o p t i o n s  for e m p l o y e r s  
w ith  i n c r e a s e d  u n f u n d e d  l iab ili t ies  t o  m a k e  s ig n i f ican t  fu n d in g  p r o g r e s s  a r e  v e ry  
l im ited  O n  t h e  liability s i d e  of  t h e  l e d g e r ,  r e d u c i n g  b e n e f i t  l e v e ls ,  w h i c h  w o u l d  lo w e r  
l iabil i t ies ,  is v e r y  difficult to  a c c o m p l i s h  a n d  f r e q u e n t ly  c o n s t i tu t io n a l ly  p r o h ib i t e d

'  o r  e x a m p l e ,  in t h e  s t a t e  o f  O r e g o n ' s  r e t i r e m e n t  s y s t e m ,  m e m b e r  a c c o u n t s  w e r e  
c r e d i t e d  with a  m . n i m u m  8 %  a n n u a l  r e tu r n  e v e n  if t h e  fu n c  s  m a r k e t  g a i n s  fell b e lo w  
t h a t  l e v e l  T h e  s t a l e  is t ry ing  to  i c f o r m  th is  a n r  : e r t a in  o th e r  f e a t u r e s  o f  t h e  s y s t e m ,  
w h ic h  w o u ld  r e d u c e  Ih e  s y s t e m ' s  to ta l  liability by  bil l ions c f  doll  rs. T h e s e  c h a n g e s  
w o u ld  b e  t e s t e d  in t h e  c o u r t s

C h a n g i n g  a c tu a r i a l  a s s u m p t i o n s  c o u ld  a ' s o  r e s u l t  in d e c r e a s e d  liabil ities,  h o w e v e r ,  t h e  
V e n d s  a f f e c t in g  s o m e  of  t h e  m a jo r  a s s u m p t i o n s  a r e  g o in g  in t h e  w r o n g  d i r e c t io n  F o r  
e x a m p l e ,  w ith  e m p l o y e e s  g e n e r a l l y  living l o n g e f, d e m o g r a p h i c  a s s u m p t i o n  c h a n g e s  
u s u a l ly  s e r v e  on ly  to  i n c r e a s e  l iabil i t ies  S o m e  s p o n s o r s  h a v e  d e l a y e d  t h e  
i m p l e m e n t a t o r ,  of u p d a t e d  m o r ta l i ty  f a b l e s ,  b u t  th i s  only  d e l a y s  t h e  i n e v i t a b l e  im p a c t  
o n  liabil i t ies.

O n  t h e  a s s e t  s id e ,  b e c a u s e  of  t h e  w e a k  i n v e s t m e n t  p e r f o r m a n c e  o v e r  t h e  l a s t  s e v e r a l  
y e a r s ,  t h e  u p s i d e  p o t e n t i a l  for h ig h e r  i n v e s t m e n t  r e tu rn  a s s u m p t i o n s  is r a t h e r  s l im  
T h e  o n ly  r e c e n t  c h a n g e s  to  I n v e s t m e n t  r e tu r n  a s s u m p t i o n s  h a v e  b e e n  d o w n w a r d  
a d j u s t m e n t s ,  w h ic h  a g a i n  i n c r e a s e s  liabil ities

A n o t h e r  o p t io n  for s t a t e s  is to  d e f e r  o r  a d j u s t  c o n t r ib u t io n s  In m a n y  c a s e s ,  h o w e v e r .
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