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Since 2001 , over 
$30 billion of POBs 
have been issued 
nationwide 

n $10 billion State 
of Illinois 

■  $2.1 billion State 
of Oregon 

M $f)27 million 
Oregon School 
Boards 
Association 

a $300 million
Detroit Retirement 
System Fund

Pension Obligation Bonds are a common tool used by governments.

As a result of the growth in unfunded pension liabilities and ideal market conditions, POB issuances have 
become increasingly prevalent over the past 5 years.
o The relatively low interest rate environment, which widens the spreads between the POB interest costs

paid by the issuer/employer and the assumed investment return rate of the pension systems makes the
economics of the transaction more attractive.

® The potential cost savings from a POB, as many state and local employers struggle with budgetary
imbalances and other savings alternatives become scarce, may prove extremely valuable.

P O B  I s s u e s  b y  Y e a r

S ta le s  W ith P O B  Is s u a n c e s  
F rom  2 0 0 1 -P re se n t

Y e a r
A m o u n t

(SM n)
N u m b e r  o f  

I s s u e s

2 0 0 7 $ 7 2 6 .2 0 4
2 0 0 6 1 ,408 .34 10

2c r : 3 ,9 7 1 .3 2 3 7

20 0 4 3 ,6 7 6 .4 2 32

2 0 0 3 17 ,685 ,31 71

2002 2 ,599 .31 25

2001 5 36 .64 9

$ 3 0 ,6 0 3 .5 4 188

P O B  I s s u e s  by  S iz e

I s s u e  S iz e A m o u n t N u m b e r  o f
(SM n) (SM n) I s s u e s

S1 0 0  a n d  u n d e r 5 3 ,4 5 0  17 137

5 1 0 0 -2 5 0 4 ,4 0 1 .2 3 2 9

5 2 5 0 -5 0 0 4 .9 2 8 .4 8 13

O v er 55 0 0 17 ,3 8 0 .8 2 9

State of Alaska Note Includes slate, county, city and local POO issuances.
$ 3 0 ,1 6 0 .7 2  188
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State o f Alaska

POBs issued with a low interest cost have proven successful.

Is? S ta te o f O re g o n State of Illinois . ,J State of New Jersey |

Issue Size: $2,083,960,000 10,000.000,000 2,803,042,499

Delivery Date: 10/31/2003 6/12/2003 6/30/1997

Security Type: General Obligation General Obligation Appropriation

Insurer: None None FSA/MBIA/Ambac

In itia l Underlying Ratings Aa3/AA- 
Moody's Corporate Aaa

Aa3/AA/AA 
Moody's Corporate Aaa

A1/A+

Interest Cost: 5.79% 5.05% 7.64%

Assumed Actuaria l Rate o f Return; 8.00% 8.50% 8.75%

Actual Rate o f Return in 
3-years Follow ing POB: 9.89% 12.86% (3.0)%<a>

(a) Based on 0/30/2002 Annual Report, 3-year Annualized Returns nt (3.0)% and 5-year Annualized Returns ot 5.4%.
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POB transactions in process for 2008.

State o f Illinois Commonwealth o f Puerto Rico |
■ Expected size: $16 billion

Follows $10 billion transaction in June 2003
■ Expected size: $6.5 to $9.0 billion

* Bonds backed by future employer contributions
■ Timing: Pending legislative approval ■ Timing: Postponed due to market volatility

State o f Connecticut Chicago Transit Authority ||
■ Expected size: up to $2.0 billion ■ Expected size: $1.9 billion
■ Timing: Approved, governor signed ■ Timing: Approved, underwriting team selected

State o f Alaska 3
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Recognizing and managing risks are key to POB success.

Benefits

■ Arbitrage
c The broad range of investments utilized by pension 

funds generally result in an investment return that is 
substantially higher than today's rates.
Returns above assumed actuarial investment return 
will produce greater than expected savings from 
POBs.

o Returns below assumed actuarial investment return 
but above POB yield will produce savings, but less 
than projected.

■ Defined Benefits
Pledge to make lump sum UAAL payment creates the opportunity to negotiate change in plan benefits.

■ Budget Relief
«• POBs may lower annual pension past service 

payments
■ Labor Relations Benefit

• POBs can be used to improve relations with unions 
by reducing unfunded pension liability.

Risks

■ Arbitrage Risk
o Reinvestment returns below the bond interest rate 

will result in negative earnings.
■ Conversion of flexible obligation to immutable 

obligation
o POB converts a "soft" liability into a "hard” liability

■ Market risk
o POBs result in a lump-sum payment into a pension 

fund, concentrating rather than spreading market 
timing risk.

■ Refunding cost
» POBs are generally issued as fixed rate taxable 

noncallable bonds because a redemption feature 
will further push up the interest rate costs. This 
structure makes POBs expensive to refund or 
decease.

State of Alaska 4
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Disclaim er
This material is not a product of the Fixed Income Research Department, II is not a research report and it should not be construed as such. All materials, including proposed terms and conditions, are indicative and 
for discussion purposes only. Finalized lenns and conditions are subject lo further discussion and negotiation and vail be evidenced by a formal agreement. Opinions expressed are our present opinions only and are 
subject lo change without further notice. The information contained herein is confidential. By accepting this information Ihe recipient agrees that it will, and it will C3use its directors, partners olticers. employees and 
representatives lo use Ihe intormation only to evaluate its potential interest in the strategies described herein and lor no other purpose and will not divulge any such information to any other party. Any reproduction 
ol this information, in whole or in part 's prohibited. Except in so far as required fo do so lo comply with applicable law or regulation, express or implied, no warranty whatsoever, including but not limited to. 
warranties as to quality, accuracy, performance, timeliness, continued availability or completeness ot any intormation contained herein is made Opinions expressed herein are current opinions only as ot tho dale 
indicated. Any historical price(s) or value(s) are also only as ol the date indicated. We arc under no obligation to update opinions or other information. The information contained herein has been prepared solely for 
Informational purposes a, d is not an olfer to buy or sell or a solicitation ol an offer to buy or soil any security or instrument or to participate in any trading strategy. The Goldman Sachs Group Inc. does not provide 
accounting, lax or legal advice; however, you should be aware that any proposed indicative transaction could have accounting lax legal or other implications that should bo discussed with your advisois and or 
counsel. The materials should not be relied upon tor the maintenance ol your books and records or for any fax. accounung. legal or other purposes. In addition, wo mutually agree that, subject to applicable law. you 
may disclose any and all aspects ot any potential transaction ot structure described herein that nre necessary to support any U.S. federal income tax benefits, without Ihe Goldman Sachs Gtoup. Inc. imposing any 
limitation ot any kind. The Goldman Sachs Group. Inc. and nlliliates. officers, directors, and employees, including persons involved m Ihe preparation or issuance ol this material, may from time to time have “long" 
or "short ' positions in. and buy or sell, the securities, derivatives (including options) or other (inanctal products thereof of eniities menlioned herein In addition, Ihe Goldman Sachs Gioup. Inc and/or affiliates rr ry 
have served as manager or co-manager ol a public offering of secutllies by any such entity. Further intormation regarding this material may he obtained upon request.

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

The tact that the Goldman Sachs Group. Inc. has made the materials or any other mutenals avaiiable to you constitutes neither a recommendation that you enter into 01 maintain a particular transaction or position 
nor a representation that any transaction is suitable or appropriate for you. Transactions involving deuvativo or other products may involve sigmlicant r.sk and you should net enter into any transaction unless you 
fully understand all such nsks and have independently determined that such transaction is appropriate tor you. The Goldman Sachs Group Inc. is acting m tho capacity ol an oim's-length contractual counteip.nly to 
the user in connection with any transaction the Goldman Sachs Group Inc may enter into with the user and not os a financial advisor or n liduciory.

General Statement o f Distribution Principles
Goldman Sachs is committed to managing securities offerings such that our clients me heated U.rly and to conducting oor business with integrity run nr cording to proper standards, fu r policy is that the pricing ol 
bookbiult securities offerings and allocations lo inveslois should be transparent to Ihe issuer or soiled si consistent With cur responsibilities lo our investing incuts, V.c will endeavor lo make available lo Ihe issued 
or sc-ller(s) relevant information to make its own independent decision with inspect lo the price, structure liming and other terms of the ottering

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

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



Pension Obligation Bonds
T h e  O r e g o n  S t o r y

F e b r u a r y  8 , 2 0 0 8
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C o v e r e d  E m p l o y e e s

A v e r a g e  e m p l o y e r  r a t e 1 4 . 4 0 %  (2) 3 5 . 2 2 %  <3) 4 4 . 1 7 %  0 )

F u n d e d  r a t i o 1 1 0 . 5 0 % 6 5 . 2 0 % 5 9 . 5 0 %

U A A L  a s  o f  2 0 0 6  v a l u a t i o n $  1 .9  b i l l i o n  0 ) 5 5 .5  b i l l i o n .1  b i l l i o n

$ 9 . 4  b i l l i o n $ 4 . 3  b i l l i o n

PERS
A s s e t  b a s e

S N W

*  A s  o f  D e c e m b e r  3 1 ,  2 0 0 6  f o r  O r e g o n  a n d  J u n e  3 0 ,  2 0 0 6  f o r  A l a s k a .

(1 )  I n c l u d e s  $ 7 . 2  b i l l i o n  i n  b o n d  f u n d e d  " s i d e  a c c o u n t s . "

( 2 )  T i e r  1 a n d  T i e r  2  o n l y .

( 3 )  P r o j e c t e d  f o r  F i s c a l  Y e a r  2 0 0 9  b y  B u c k  C o n s u l t a n t s .  D o e s  n o t  t a k e  S B 1 2 5  i n t o  a c c o u n t .

( 4 )  N o t  c o u n t i n g  b o n d  p r o c e e d s  i n  s i d e  a c c o u n t s  v a l u e d  a t  $ 7 . 2  b i l l i o n .



S N W

Oregon PERS
R e t i r e m e n t  b e n e f i t s  f o r  m o s t  p u b l i c  e m p l o y e e s  i n  O r e g o n  a r e  a d m i n i s t e r e d  

t h r o u g h  t h e  " ' O r e g o n  P u b l i c  E m p l o y e e s '  R e t i r e m e n t  S y s t e m , "  o r  " P E R S . "

P E R S  m a i n t a i n s  t h r e e  s e p a r a t e  r e t i r e m e n t  p r o g r a m s :  T i e r  1 ,  T i e r  2  ( p o s t  1 9 9 6 )  

a n d  O P S R P  ( p o s t  2 0 0 3 ) .

I n  1 9 9 9 ,  U A L  o f  O r e g o n  s y s t e m  w a s  c a l c u l a t e d  a t  $ 9 0 0  m i l l i o n .  B y  2 0 0 2 ,  T J A L  

w a s  p r o j e c t e d  t o  e x c e e d  $ 1 7  b i l l i o n .

M a i n  d r i v e r s  o f  U A A L  w e r e  p o o r  i n v e s t m e n t  p e r f o r m a n c e ,  i n a d e q u a t e  

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

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

M a j o r  l e g i s l a t i v e  r e f o r m s  i n  2 0 0 3  r e d u c e d  e s t i m a t e d  U A A L  b y  a p p r o x i m a t e l y  

5 0 % ,  A m o n g  o t h e r  m o d i f i c a t i o n s ,  a  h y b r i d  d e f i n e d  b e n e f i t / d e f i n e d  

c o n t r i b u t i o n  p e n s i o n  p r o g r a m  f o r  n e w  e m p l o y e e s  w a s  c r e a t e d  ( O P S R P ) .
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Bonding a Popular
Over 100 Oregon jurisdictions have chosen to finance 
PERS' liabilities with bonds.

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

d i s t r i c t s  i n  2 0 0 1 ,  a l o n g  w i t h  a u t h o r i t y  l :c  e n t e r  i n t o  i n t e r c e p t  a g r e e m e n t s

w i t h  t h e  S t a t e  t o  p r o v i d e  c r e d i t  e n h a n c e m e n t .

1 S t a t e  C o n s t i t u t i o n a l  a m e n d m e n t  w a s  a p p r o v e d  b y  v o t e r s  i n  2 0 0 3  w h i c h

a u t h o r e d  t h e  S t a t e  t o  i s s u e  G O  b o n d s  f o r  i t s  s h a r e  o f  t h e  l i a b i l i t y .  V o t e r  

a p p r o v a l  m a r g i n  w a s  5 5 . 2 5 % .

1 I n t e r e s t  r a t e s  f o r  m o s t  b o r r o w i n g s  w e r e  w e l l  u n d e r  6 % .

■■■
S N W
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O r e g o n  B o n d i n g  E x a m p l e s

I B B B B H S f ■

S e p t e m b e r  2 0 0 5 L o c a l  G o v e r n m e n t s - 1 2  j u r i s d i c t i o n s $  1 8 6  m 5 . 0 4 % $ 5 7  m

J u n e  2 0 0 5 O S B A  - 1 6  s c h o o l  d i s t r i c t s $  4 9 2  m 4 . 7 7 $  1 7 1  m

J u n e  2 0 0 5 O C C A  -  6  c o m m u n i t y  c o l l e g e s $  5 7  m 4 . 8 6 $  1 9  m

M a y  2 0 0 4 L o c a l  G o v e r n m e n t  P o o l  -  1 0  c i t i e s ,  c o u n t i e s , 

s p e c i a l  d i s t r i c t s

$  1 2 6  m 6 . 1 1 $  2 3  m

F e b r u a r y  2 0 0 4 O S B A  -  2 3  s c h o o l  d i s t r i c t s $  4 0 0  m 5 . 4 9 $ 1 2 0  m

O C C A  -  6  c o m m u n i t y  c o l l e g e s $  1 0 0  m 5 . 4 9 $ 2 5  m

O c t o b e r  2 0 0 3 S t a t e  o f  O r e g o n $  2 , 0 0 0  m 5 . 7 8 $ 4 8 1  m

A p r i l  2 0 0 3 O S B A  -  4 4  s c h o o l  d i s t r i c t s $  9 2 7  m 5 . 7 3 $ 2 3 0  m

O C C A  -  6  c o m m u n i t y  c o l l e g e s $  1 5 3  m 5 . 7 2 $  3 7  m

O c t o b e r  2 0 0 2 O S B A  - 4 1  s c h o o l  d i s t r i c t s $ 775 m 5 . 6 0 $  2 0 7  m

M a r c h  2 0 0 2 L o c a l  G o v e r n m e n t  P o o l  -  1 0  c i t i e s ,  c o u n t i e s , 

s p e c i a l  d i s t r i c t s

$  2 3 8  m 7 . 0 0 $  21 m

Total $ 5,564 m $ 1,391 m m

( 1 )  A s s u m e s  8 %  r e t u r n .
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O r e g o n  P e n s i o n  B o n d s  H a v e  H a d  S o l i d  I n v e s t m e n t  P e r f o r m a n c e  R e c o r d s

S2.25

Oregon Pension Bonds Earnings H istory

Current Value o f$ l Deposited in Lump Sunt Side Account*

Q.O
o

52.00

$1.75

51.50

~  SI.25

51.00

S0.75

Annualized Return throuuh 12/31/07 T IC
2002 Local Govls. 14.99% 7.00%
2002 OSBA 20.71% 5.60%.
2003 OSBA & CC 20.9-1% 5.73%
2001 OSBA & CC 15.86% 5.49%
200-1 Local Govls. 17.24% 6.11%
2005 OSBA &  CC 15.68% 4.86"..
2005 Local Govls. 13.91% 5.04%

50.87

J.m- Apr- Jul- Ocl- Jan- Apr- Jul- 
02 02 02 02 03 03 03

'■'■■“ 2002 I oral Govls. 

— — 2004 I oral Govts.

Ocl- Jan- Apr- Jul- Oct- Jan- Apr- Jul- Ocl- Jan- Apr- Jul- Ocl- Jan- Apr- Jul- Ocl- 
03 04 01 01 01 05 05 05 05 06 06 06 06 07 07 07 07

•2002 OSBA
■2005 OSBA & CC

2003 OSBA & CC 

*2005 Local Govls.

2004 OSBA & CC



1 . P a y m e n t  t o  P E R S  d o e s  N O T  g u a r a n t e e  U A A L  w i l l  b e  p a i d  o f f  i n  f u l l .

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

° Important to continue consistent funding of pension program.

2 .  S t r u c t u r e  o f  t h e  f i n a n c i n g  m a t t e r s

n Inappropriate to use unrealistic assumptions about rates of return.

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

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

Not prudent to use savings for other budgeting needs.



■ ■ ■
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3 .  T h e  ' ' h o u s e k e e p i n g  i s s u e s "  a r e  o f t e n  c r i t i c a l

Adequate protection and proper accounting of lump sum deposits are 
critical.
Statutes and regulations needed to ensure that the employers making the 
deposit are the ones getting the credit, and that credit is for appropriate 
amount. This would be particularly true in the absence of SB 125.

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

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

p a y m e n t s

Under current structure, if payroll declines, payments to PERS decline. 
Using bonds, if payroll declines, payments on the bonds do not change.
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Conclusions
P e n s i o n  O b l i g a t i o n  B o n d s  h a v e  b e e n  u s e d  e f f e c t i v e l y  b y  O r e g o n  

j u r i s d i c t i o n s  t o  d e f r a y  p e n s i o n  c o s t s .

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

m a n a g e  i n v e s t m e n t  s t r a t e g i e s  a n d  t h i n k  a h e a d  a b o u t  a d m i n i s t r a t i v e  

i s s u e s

H B  1 3  h a s  b e e n  d r a f t e d  w i t h  t h e s e  p r o t e c t i o n s  i n  m i n d .
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Good morning Mr. Chairman, honorable members. For the record my name is Brian 

Andrews. I ’m a deputy commissioner in Revenue.

Last time I gave a description of Pension Obligation Bonds or POBs. I offered some 

reason as to why we should consider issuing them. What the risks are associated with a 

PO B  transaction. What the potential savings that may be achieved from a PO B  issuance. 

W hy PO Bs are issued as taxable debt as opposed to tax-exempt debt.

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

topics.

The actual mechanics o f a PO B  transaction is relatively simple. What a PO B  transaction 

tries to accomplish is the replacement o f an existing debt obligation with another for n of 

debt which has a lower cost. The concept is the same as refinancing your home mortgage 

at a lower interest rate.

In my last testimony, I noted that the 2006 actuarial report points out that the State has an 

8.6 billion dollar unfunded liability i.e. debt that it owes to the State pension plan 

pari^'nates. This debt carries a cost of 8.25%.

Two weeks ago we obtained pricing from three major investment banking institutions for 

a PO B  transaction. It was determined that a deal could be done for 5.25%. The difference 

between an 8.25% cost and 5.25% is 3% . That 3 %  savings over 25 years on a billion 

dollars represents 23 million a year or 323 million dollars over 25 years discounted at

5% .

Let me say that the debt markets currently are exhibiting a lot o f instability. Whether a 

deal could be done today at 5.25% is questionable, but I ’m confident that a transaction 

could be accomplished between 5.25% and 5.75%. W e are in the lowest interest rate 

environment that we have seen in the past forty years. In fact the ten year treasury at 

3.7ish area hr j  only been lower 3 .9%  of the time in the past twenty years. The secret, if 

there is one. to a PO B  transaction is to do it at the lowest cost possible.

If we take the proceeds o f a PO B  transaction and invest them with an earnings rate 

greater than our cost we are better off for doing the transaction. If  we earn something less 

then our cost we made a bad deal. Over the past 16 years only 2 years, 2000 and 2001 in 

which we experienced the worst equity market correction since the depression, the 

issuance o f a PO B  transaction would have proved to be a poor decision with the pension 

plans actual earnings results. Remember this is a 25 year transaction so you really don’t 

know whether you made a good deal or a bad deal until the PO Bs are paid off.

Two other risks we talked about was political risk and market risk. Political risk is the 

risk o f over funding the pension plans and then increasing the benefits o f the plan that 

may be difficult to fund in the future. Remember that future pension liabilities as well as 

past unfunded liabilities that aren’t at the lower cost o f n PO B  transaction still carry the



8.25% cost. Market risk is the risk that deals with the timing of proceeds into the market 

and how they should be invested.

PO Bs are not General Obligation of the State, but rather are what is known as annual 

appropriation bonds meaning that each year the Legislature have to budget for their debt 

service. Although the issuance o f a PO B  transaction is considered a neutral event for the 

State’s A A  credit rating, the rating of the P O B  bonds, because they are appropriation 

bonds, would carry a rating a A A - or one notch below the State’s credit rating.

Go to Savings Matrixes
Page 27, Explain

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



Pension Obligation Bonds (POBs)

P e n s i o n  O b l i g a t i o n  B o n d s  a r e  b o n d s  i s s u e d  b y  a  s t a t e  o r  

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

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

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

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

f i n a n c i a l  o b j e c t i v e s .

S i n c e  1 9 9 5 ,  s i x  s t a t e s  a n d  o v e r  2 3 4  l o c a l  g o v e r n m e n t s  

h a v e  i s s u e d  P O B s  t o t a l i n g  i n  e x c e s s  o f  $ 4 0  b i l l i o n .



POBs Have Been Issued Throughout the 
US

81 O v e r  S5 b illion

£J2 Berwe-en S I  a n d  S£ b ill ion  to ta l  iscued  

L e s s  tb a u  SI b illiou i s :u e d

Source: Lehman Brothers



Why Should We Consider Issuing POBs?

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

f u t u r e  w i l l  b e  l o w e r  t h a n  8 . 2 5 %  c h a r g e d  b y  t h e  p e n s i o n  s y s t e m .

A r b i t r a g e  -  t h e  a c t u a l  i n v e s t m e n t  r e t u r n  o f  p e n s i o n  a s s e t  e x c e e d s  

t h e  P O B  c o s t .

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

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

p e n s i o n  o b l i g a t i o n s .

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

a n d  w i t h  a  r e p a y m e n t  s c h e d u l e  t h a t  f i t s  t h e  s t a t e ' s  o r  l o c a l  

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



POBs Are

N ot...

Golden Bullet

B u t . . .

Financial Tool



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

AK Pension System

Total $8.6 Billion: 

$5.5 Billion .

$3.1 Billion TRS

State & Local 
Governments



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

$8.6 Billion $8.6 Billion

Y25: $0.82 B
Y l:  $0.82 B

Y2: $0.82 B

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



h

Funding Status Overview

S u m m a r y  o f  F u n d i n g  S t a t u s  f o r  P E R S  a n d  T R S  a s  o f  J u n e  3 0 ,  2 0 0 6

in
c
o

E
c

in

$18,000

$16,000- 

$14,000 -

$12,000  

$10,000  

$8 ,000  -  

$6 ,000

$4,000 - 

$2 ,000  -  

$0

$14.5B

$9.0B

P E R S

U M L

Assets

Total Liability

BV-J0
$3.IB

$4.IB
$7.2B

T R S

Source: Actuarial Valuation Reports and Financial Statements



Interest Rate Savings



Interest Rate Savings

C o m p a r i n g  t h e  a m o r t i z a t i o n  o f  $ 1  b i l l i o n  d e b t  a t  8 . 2 5 %  c o s t  t o  $ 1  

b i l l i o n  d e b t  a t  5 . 2 5 %  o v e r  2 5  y e a r s :

■  S a v i n g  o n  i n t e r e s t  c o s t  i s  3 . 0 % ;

■  S a v i n g  o n  a n n u a l  d e b t  p a y m e n t  i s  $ 2 3  m i l l i o n ;

■  N P V  o f  s a v i n g s  o n  a n n u a l  d e b t  p a y m e n t  o v e r  2 5  y e a r s  i s  $ 3 2 3  

m i l l i o n  d i s c o u n t e d  a t  5 % .

Amount ($ Billion) Interest Cost Annual P&I Payment ($M ill ion)
$ 1 8.25% $ 96

_$___________________1_________5.25% $__________________________ 73
Savings 3.00% $ 23
NPV of Cumulative Savings @ 5% $_________________________323

8



Interest Rate History

■  1 0 - Y e a r  T r e a s u r y  y i e l d  is  3 . 6 5 %  a s  o f  F e b r u a r y  1 ,  2 0 0 8 .  T h i s  r a t e  is  

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

Source: Yahoo!Finance



Treasury Rates Still Historically Attractive

3 - tn n n J l t  L IB O R  R a :

Min: 1.00% Lower than current level
Average: 5.03% 36% o f the time

Max: 10.63%

Current: 4.62%

5 'Am i Til*. : ; i i i v R , i ! i :

Min: 2.03% Lower than current level
Average: 5.69% U% o f the time

Max: 9.73%

Current: 3.27%

*.it V e . t r  I r e . j i s i r v  K . v i i

Min; 3.11% Lower than current level
Average 6.06% 3% of the time

Max' 9.54%

Current 3.91%

.III Y e a r  I n : ■ 4 0 V  K a l e

Mm 4 17% Lower than current level
Average 6 40% 1 % o f the time

Max: 9.45%

Current 4 39%

Dottom ID11 Percenti le  
- A v e ra g e  

  Current

 J I s I b «  -  2 .^  . S n
8.75 3.5 10.25

i 1— i —r  ' i
125 2 ;.75 3 5 4 25 5 5 7 5 6 5 7 25 8 8.75 3 5 10;

I I 1 !
125 2

l l l l l*1 I » " I I —1 » -T * I-
:  7 5  J 5  4  2 5  5 5 7 5  S . 5 7 2 5  3 2 . 7 5  3 5 10 2 5

Source: Citigroup Weekly Data. Past 20 Years
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Arbitrage



Historical Investment Returns of State Pension 
Plans (PERS)

FY
PER S
ROR

2007 18.8 8%
2006 1 1.69%
2 00 5 8.8 6%
2004 14.73%
2003 3.82%
2002 -5.40%
2001 -5.30%
2000 10.12%
1999 10.6 5%
199 8 14.62%
1997 18.0 7%
199 6 13.70%
1995 15.56%
1994 2.66%
1993 14.2 5%
1992 1 1.80%

>  T h e  a v e r a g e  r e t u r n  f r o m  1 9 9 2  t o  2 0 0 7  i s  9 . 6 7 % .  

a  S t a n d a r d  D e v i a t i o n  i s  7 . 4 0 % .

25.00% 
2 0 .0 0 %  

15.00% 
1 0 .0 0 %  

5.00% 
0 .0 0 %  

-5 00% 
-1 0 .0 0 %

PERS Historical Investment Returns

l i



t£m . ‘ ■

Historical Investment Returns of State Pension 
Plans (TRS)

FY

TRS

ROR
2007

2006
2005

2004
2003
2 0 0 2

2 0 0 1

2 0 0 0

1999

1998
1997
1996

1995
1994

1993
1992

13.89%
11.72%

8.90%
14.75%
3.81%

-5.41%
-5.36%

1 0 . 1 9 %

10.73%
14.73%
18.00%

14.35%
15.89%

2.61%
1 4 . 1 6 %

11.58%

25.00%
2 0 .0 0 %

15.00%
1 0 .0 0 %

5.00%
0 .0 0 %

-5.00%
-1 0 .0 0 %

TRS Historical Investment Returns

B

T h e  a v e r a g e  r e t u r n  f r o m  1 9 9 2  t o  2 0 0 7  i s  9 . 7 2 % ,  

S t a n d a r d  D e v i a t i o n  i s  7 . 4 5 % .



Long Term Target Asset Allocation
Asset Class Allocation Range

Domestic Large Capitalization 30% ± 3 %

Domestic Small Capitalization 6% ± 3 %

International Equity 14% ± 3%

Emerging Markets Equity 2% ± 2%

Private Equity 7% ± 5 %

Domestic Fixcd-I ncome 20% ff UJ N=

High Yield 2% ± 2%

International Fixed-1 ncome 2% ± 2%

Real Estate 10% ± 4%

Absolute Return 4% ± 4%

Other 3% ± 3 %

Cash 0% ± 3 %

Median Return 8 .0 5%
Standard Deviation 1 2 .2 7%

Source: Callan Associates, Inc. 13



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



P I
laui-

\ W '

Credit Rating Consideration
q g t

■  C r e d i t  N e u t r a l  -  d e b t  o b l i g a t i o n  i s  a l r e a d y  r e c o g n i z e d  a n d  P O B s  a r e  

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

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

a d d r e s s i n g  a n  u n f u n d e d  l i a b i l i t y . "

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

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

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

a t t a i n a b l e . "



Prudently Structured, POBs are Ratings
" ’’’H i » i

Neutral

Failure to fu lly fund the actuarially required contribution signals fiscal stress to 
the market ("w illingness to pay").

■  C o n s i s t e n t  u n d e r f u n d i n g  is  c o n s i d e r e d  a  c r e d i t  

n e g a t i v e .

■  F u n d i n g  r a t i o s  b e l o w  8 0 %  a r e  a  p o t e n t i a l  n e g a t i v e

-  A c t u a r i a l l y  R e q u i r e d  C o n t r i b u t i o n  n e e d e d  t o  " c a t c h  

u p "  m a y  " c r o w d  o u t "  o t h e r  p r i o r i t i e s ,  r e d u c i n g  t h e  

s t a t e ' s  f i n a n c i a l  f l e x i b i l i t y .

a R a t i n g  a g e n c i e s  g e n e r a l l y  v i e w  P O B s  a s  a n  a c c e p t a b l e  

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

l i a b i l i t y .

■  S i g n i f i c a n t  t e r m  e x t e n s i o n s  a n d / o r  p a y m e n t  h o l i d a y s  

a r e  n o t  v i e w e d  p o s i t i v e l y .

Above 90% 
Well Funded

SOs. 90% 
Under-Funded 

70%-S0% 
Siguific.mrly 

Under-t’u tided

Under 70?-b 
Negative 

Credit Factor

Source: Lehman Brothers 15



Risks

■



Risks Overview
I n v e s t m e n t  R i s k  -  P O B  f i n a n c i n g  is  s u c c e s s f u l  a s  l o n g  a s  t h e  r e t u r n  

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

P o l i t i c a l  R i s k  -  O v e r f u n d e d  p e n s i o n  s y s t e m  c a n  l e a d  t o  p o l i t i c a l  

p r e s s u r e  t o  i n c r e a s e  p e n s i o n  b e n e f i t s ,  w h i c h  c a n  c a u s e  f u r t h e r  

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

M a r k e t  R i s k  -  P r u d e n t  i n v e s t m e n t  o f  P O B  p r o c e e d s  in  e a r l y  y e a r s  is  

i m p o r t a n t .

16



Investment Risk Analysis
A s  l o n g  a s  t h o s e  b o n d - f u n d e d  a s s e t s  e a r n  m o r e  t h a n  5 . 2 5 % ,  w e  a r e  

b e t t e r  o f f  f o r  h a v i n g  b o r r o w e d .

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

c o s t  a r o u n d  5 . 2 5 %  is  a c h i e v a b l e .

■  H i s t o r i c a l  i n v e s t m e n t  r e t u r n s  o f  P E R S  a n d  T R S  i n d i c a t e  t h a t  w e  c a n  

o u t p e r f o r m  5 . 2 5 %  m o s t  o f  t h e  t i m e .

■  S i m u l a t i o n s  o f  f u t u r e  i n v e s t m e n t  r e t u r n s  s h o w  t h a t  t h e r e  a r e  h i g h  

p o s s i b i l i t y  t h a t  w e  a r e  g o i n g  t o  o u t p e r f o r m  5 . 2 5 % .



Investment Risk (PERS)
Accm .

Returns Annualized
Estimated as o f Retu rns as

PERS Cost o f EOY o f EOY
FY ROR Bo rrow ing FY07 FY07

2007 18.88% 5.75% 13.13% 13.13%

200G 11.69% 5.55% 20.63% 9.83%

2005 8.86% 5.04% 26.82% 8.24%

2004 14.73% 5.02% 40.92% 8.95%

2003 3.82% 4.76% 40.65% 7.06%

2002 -5.40% 5.36% 18.16% 2.82%

2001 -5.30% 5.77% -3.29% -0.48%

2000 10.12% 6.78% -8.21% -1.07%

1999 10.65% 6.40% 3.38% 0.37%

1998 14.62% 6.01% 24.72% 2.23%

1997 18.07% 7.10% 31.90% 2.55%

1996 13.70% 7.19% 46.90% 3.26%

1995 15.56% 7.32% 68.16% 4.08%

1994 2.66% 7.84% 70.80% 3.90%

1993 14.25% 6.62% 96.98% 4.62%

1992 11.80% 7.76% 79.24% 3.71%

■ B a s e d  o n  P E R S  a c t u a l  i n v e s t m e n t  h i s t o r y ,  w e  c a n  s e e  w h a t  t h e  c u m u l a t i v e  n e t  r e t u r n  t o  2 0 0 7  

m ig h t  h a v e  b e e n  i f  P O B s  h a d  b e e n  i s s u e d  in a n y  g i v e n  y e a r .

■ F o r  1 4  o u t  o f  1 6  y e a r s  t h e  i s s u a n c e  o f  P O B s  w o u ld  h a v e  r e s u l t e d  in a  g a i n  to  t h e  p e n s io n  

s y s t e m .

Estimated Cumulative Net Return to 2007 (PERS)

1 8



ISO

Investment Risk (TRS)

FY T R S  ROR

Estimated 

Cost of 

Borrowing

Accm. 

Returns 

as of 

EO Y  

FY07

Annualized 

Returns as 

of EO Y  

FY07
Estimated Cumulative Net Return to 2007 (TRS)

2007 18.89% 5.75% 13.14% 13.14%

2006 11.72% 5.55% 20.68% 9.85% 120.00%

2005 8.90% 5.04% 26.92% 8.27% 100.00%
2004 14.75% 5.02% 41.06% 8.98%

2003 3.81% 4.76% 40.78% 7.08% 80.00%

2002 -5.41% 5.36% 18.25% 2.83% o n  n n n /

2001 -5.36% 5.77% -3.32% -0.48%
60.00%

2000 10.19% 6.78% -8.13% -1.05% 40.00%
1999 10.73% 6.40% 3.60% 0.39%

1998 14.73% 6.01% 25.17% 2.27% 20.00%

1997 18.00% 7.10% 32.25% 2.57% 0 00%
1996 14.35% 7.19% 48.94% 3.38%

\J /0

1995 15.89% 7.32% 71.33% 4.23% -20.00%

1994 2.61% 7.84% 73.70% 4.02%

1993 14.16% 6.62% 99.82% 4.72%

1992 11.58% 7.76% 81.23% 3.79%

■ B a s e d  o n  T R S  a c t u a l  i n v e s t m e n t  h i s t o r y ,  w e

C3 I□u Do
< N r o M - i n c o N . o o o ) f 5 ' T - c ' j n ' ^ r i o c o r ^ -
0 5 0 ) 0 ) 0 ) 0 1 0 ) 0 ) 0 0 0 0 0 0 0 0 0
G> O) O) O O O  O) O) o  o  o  o  o  o  o  o
T - r T - 1— r r r t - ( \ | ( M ( V N N W C N l ( ) |

m ig h t  h a v e  b e e n  :f  P O B s  h a d  b e e n  i s s u e d  in a n y  g i v e n  y e a r .  

F o r  1 4  o u t  o f  1 6  y e a r s  t h e  i s s u a n c e  o f  P O B s  w o u ld  h a v e  r e s u l t e d  in a  g a i n  to  t h e  p e n s io n  

s y s t e m .
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UAAL vs. POB Financial Success
■  P O B  f i n a n c i n g :

■ A s  l o n g  a s  t h o s e  b o n d - f u n d e d  a s s e t s  e a r n  >  5 . 2 5 % ,  w e  a r e  b e t t e r  o f f  
f o r  h a v i n g  b o r r o w e d .

■ P O B  f i n a n c i n g  i s  u n d e s i r a b l e  i f  a s s e t s  e a r n  <  5 . 2 5 % .
■  A l l o t h e r  t h i n g s  e q u a l ,  w h e n  P E R S  a n d  T R S  a s s e t s  e a r n  <  8 . 2 5 % ,  

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

■ F u r t h e r ,  e v e n  i f  t h o s e  a s s e t s  e a r n  >  8 . 2 5 % ,  t h e  U A A L  c a n  i n c r e a s e  

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

UAAL may still go up

Asset
Investment 
Yield (%)

8 . 2 5 %

POBs are desirable

POBs are undesirable

5 . 2 5 %

UAAL goes up

20



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

C o n s e r v a t i v e  - 70/30 M o d e r a t e  -  80/20 A g g r e s s iv e  -  90/10

A n n u a l iz e d  A v e r a g e  

R e tu r n

9 .0 0 % A n n u a l iz e d  A v e r a g e  

R e tu r n

9 . 0 7 % A n n u a l iz e d  A v e r a g e  9 . 16 %  

R e tu r n

S ta n d  D e v ia t io n  o f  

R e tu r n s

2 .3 7 % S ta n d  D e v ia t io n  o f  

R e tu r n s

2 .7 1 % S ta n d  D e v ia t io n  o f  3 .0 3 %  

R e tu rn s

P r o b a b i l i t y  o f  

o u t p e r f o r m in g  5 .2 5 %

9 4 .2 % P r o b a b i l i t y  o f  

o u t p e r f o r m in g  5 .2 5 %

9 2 .2 % P r o b a b i l i t y  o f  8 9 .8 7 %  

o u t p e r f o r m in g  5 .2 5 %

LB Govt'Cred. 
10%IQ

G ov t’C red . 

10%

S U ' S O O  

Inden. /0 t

LQ

G o t O c d .

SSP500
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Political Risk -  Key Driver of UAAL
B e t w e e n  1 9 9 2  a n d  2 0 0 3 ,  i n c r e a s i n g  l i a b i l i t i e s  -  n o t  p o o r  i n v e s t m e n t  

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

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

Changes in Assets Include:

■ Investment performance (i.e. v
.  . . .  x  • v*■ investment risk)

  — ------------- u . l . 1------------ ----------------------------- i—

Changes in Liabilities Include:

■ Health benefits cost 
experience

« Health assumption changes

* Plan changes

■ Demographic experience

■ Non-health changes

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

P E R S

C h a n g e  in  F u n d e d  S ta tu s

T R S

C h a n g e  in  F u n d e d  S ta tu s

C h a n g e  D u e  to  A s s e ts - 3 . 8 % - 2 . 7 %

C h a n g e  D u e  to  I i a b i l i t ie s - 1 8 . 5 % - 2 6 . 6 %

T o t a l  C h a n g e  i n  F u n d e d  

S t a t u s - 2 2 . 3 % - 2 9 . 3 %

22



Political Risk
H i g h  a m o u n t  o f  P O B s  p r o c e e d s  m a y  c a u s e  t h e  p e n s i o n  s y s t e m  t o  b e  

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

i n c r e a s e s  t h a t  i n c u r  n e w  l i a b i l i t i e s  i n  t h e  f u t u r e .

Risk Control:
•  P O B s  a r e  n o t  i s s u e d  f o r  t h e  f u l l  U A A L ;  a  f u n d e d  r a t i o  o f  7 0 - 8 0 %  is  

a n  i n d u s t r y  s t a n d a r d .

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

23



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

p e n s i o n  s y s t e m  a t  o n c e .  P r u d e n t  i n v e s t m e n t  o f  t h e  p r o c e e d s  in  e a r l y  

y e a r s  is  c r i t i c a l .

Risk Control:
■  T h o r o u g h  m a r k e t  a s s e s s m e n t  b e f o r e  P O B  i s s u a n c e ;

■  C o n s i d e r i n g  w h e t h e r  t o  h a v e  a  s p e c i a l  i n v e s t m e n t  a l l o c a t i o n  s t r a t e g y  

f o r  t h e  p r o c e e d s ,  o r  s t i c k  w i t h  t h e  t r a d i t i o n a l  a l l o c a t i o n s .





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

Obligations imposed by law
Obligations imposed by the state or local government by the constitution or by 
statute or by court judgment as distinguished from a voluntary exercise of the 
borrowing power by the state or local government.

Annual appropriation bonds
Bonds that are not considered debt subject to a constitutional debt limitation 
because the state and local government issuer has no legal obligation to pay them 
and payment is therefore subject to annual appropriation of funds for that purpose 
at the discretion of the legislature or governing body of the state or local 
government issuer.

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

25



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



POBs and Cash Infusion
P a y  p a r t i a l  U A A L  o f f  w i t h  c a s h  a n d  b o r r o w  p a r t i a l  a t  5 . 2 5 %  b y  i s s u a n c e  

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

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

> I n c r e a s e  in  t h e  F u n d e d  R a t i o ;

■  R e d u c t i o n  o f  e m p l o y e r  p a s t  s e r v i c e  c o n t r i b u t i o n  r a t e .
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Case Study (PERS)
E m p lo y e r C o n t r ib u t io n  R a te s

POBs (in billions)
4 - $ 1.0 $ 2.0 4 3.0 $ 4.0 $ 5.0 $ 5.5

0% 18% 36% 55% 73% 91% 100%
. 35.22% 34.07% 32.91% 31.76% 30 61% 29.46% 28.88%
1.0 29 51% 28.38% 27.20% 26.05% 24 90% 23.74%
2.0 23.80% 2264% 21.49% 20 34% 19.19%
3.0 18.03% 1693% 1578% 14 63%
4.0 12.37% 11.22% 10 07%
5.0 6.66% 551%
5.0 6.65% 5.51%
5.5 3.80%

S a v in g s o n A n n u a l C o n tr ib u t io n  A m o u n t ( in  m il l io n s )

in

$ • 4
0%

1.0
18%

POBs (in billions) 
4 2.0 4 3.0 

36% 55%
4 4.0

73%
4 5.0 4 

91%
5.5
100%

c
o $ . 40.00 419.31 >38.62 457.93 $77.24 496.55 $106.20

5 $ 1.0 495.69 $115.00 4134.31 $153.61 $172.92 $19223
c i 2.0 $191.37 $210.63 4229.99 $249.30 $258.61

sz
If) 4 3.0 $28706 $366.37 4325.63 $344.99

■5 $ 4.0 $362.75 $40205 4421.37

4 5.0 $478.44 $497.75

4 5.5 $526.23

1.

i.

3.

•I.

S a v in g s on E m p lo y e r C o n tr ib u t io n  R a te s
POBs (in billions)

. $ 1.0 $ 2.0 f 3.0 4 4.0 $ 5.0 $ 5.5

NPV o f S a v in g s on 2 5 -y e a r C o n t r ib u t io n  A m o u n t ( in  m il l io n s )
POBs (in billions)

. $ 1.0 $ 2.0 4 3.0 $ 4.0 4 5.0 $ 5.54
0% 18% 36% 55% 73% 91% 100% _ 0% 18% 36% 55% 73% 91%

9 0.00% 1.15% 2.31% 346% 4 61% 576% 634%  g  $ • 4000 $272.14 4544.28 $316 43 $1,038 57 $1,36071

1.0 5.71% 636% 3.02% 9.17% 1032% 11.48% i=  J 1.0 41.348.61 $1,620.75 $1,69290 $2,16504 $2,437.13 $2,709 32

2.0 1142% 12 53% 1373% 14.88% 1603%
I  *

2.0 42,697 22 $2,96937 $3,24151 $3,51365 $3,78579

3.0 17.14% 18.29% 1944% 20.59% 3.0 $4,045.84 $4,317.93 $4,590.12 $4,362 26

4.0 2235% 2400% 2515%
(ro 4.0 $5,394.45 $5,66659 $5,933.73

5.0 28.55% 29.71%
U < 5.0 46,743 06 $7,01520

5.5 3142% 4 5.5 $7.417 37

100',

SI.496 73

$2.0 billion POBs issued in 2008 

Assumed $5.5 billion PERS UAAL in 2007
Annual employer contribution amount for Tiers I, II, and III would be $590 million without POBs starting in 2007 

Funding ratio will be improved from 65.12% to 77.81% (based on preliminary $10.27 billion PERS asset as of Dec 31, 2006)
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Case Study (TRS)
E m p lo y e r C o n t r ib u t io n  R a te s S a v in g s o n A n n u a l C o n tr ib u t io n  A m o u n t ( in  m il l io n s )

POBs (in billions) POBs (in billions)
$ ■ J 1.0 $ 1.5 $ 2,0 $ 2.5 $ 3.0 i 3.1 $ - $ 1.0 $ 1.5 $ 2.0 $ 2.5 } 3.0 $ 3.1

Z'—Sin
c 0% 32% 48% 65% 81% 97% 100% in 0% 32% 48% 65% 81% 97% 100%

i  i • 44.17% 40 38% 38.45% 36.55% 3464% 32.74% 32.36% 1  $
• $0.00 $22.95 $34.42 $45.89 $57.37 $63.84 $71,13

I }
0.5 36,23“; 32.42% 30 51% 2360% 25.70% 24.79% 15 $ 0.5 $47.84 $70.79 $32.26 $93.74 $105.21 $116.63

1.0 23 28% 24.47% 22 57% 20.66% 18.75% £  $ 1.0 $95.69 $118.63 $130.11 $141.53 $15305

s  *
1.5 2034% 16.53% 14.62% 12.72% -5 $ 1.5 $i43.53 $165.43 $177.95 $189.42

v*J .
2.0 12.39% 8.58% 6.68%

TO 
u  $ 2.0 $191.37 $214.32 $225.79

$ 2.5 445% 0.64% 5 2.5 $239 22 $262.16

S a v in g s on E m p lo y e r C o n t r ib u t io n  R a te s NPV o f S a v in g s on 2 5 -y e a r C o n t r ib u t io n  A m o u n t ( in  m il l io n s )
POBs (in billions) POBs (in billions)

$ . > 1.0 $ 1.5 i 2.0 i 2.5 $ 3.0 $ 3.1 > $ 1.0 $ 1.5 $ 2.0 $ 2.5 $ 3.0 $ 3.1

i n 0% 32% 48% 65% 81% 97% 100% in 0% 32% 48% 65% 81% 97% 100%
w i
c
o $ . 0.00% 3.81% 572% 762% 9.53% : '4 :: 1181% |  $ - $000 $32341 $48511 $646.62 $803.52 $97023 $1,00257

15 $ 0.5 7.94% 11.75% 13 65% 1557% 1747% 1938% 15 $ 0.5 $674.31 $997.72 $1,159.42 $1,32112 $1,432.83 $1,64453
c

$ 1.0 15 69% 1970% 2160% 2351% 25 42% £  $ 1.0 $1,348.61 $1,672 02 $1,833 73 $1,995.43 $2,157.13
-C
l/J $ 1.5 23.83% 2764% 29.55% 3145% ■5 $ 1.5 $2,022.92 $2,346.33 $2,90803 $2,669.74

3 $

$

2.0

2.5

31.73%

3972%

35.59%

4353%

37.45% <3 $ 

$

2.0

2.5

$2697.22 

$3 371 53

$3,020.63

$3,694.94

$3,182.34

$0.5 billion cash infusion and no POBs issued in 2008 

Assumed $3.1 billion TRS UAAL in 2007
Annual employer contribution amount for Tiers I, II, and III would be $266 million without cash infusion and POBs starting in 2007 

Funding ratio will be improved from 59.9% to 66.36% (based on preliminary $4.63 billion TRS asset as of Dec 31, 2006)



T a x  I s s u e s



Taxable Bonds vs. Tax Exempt Bonds
Taxable Bonds
■ C a n  b e  i s s u e d  f o r  a n y  p u r p o s e

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

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

Tax Exempt Bonds
■ C a n  o n l y  b e  i s s u e d  f o r  p u b l i c  c a p i t a l  p r o j e c t s

» E a r n i n g s  o n  p r o c e e d s  a r e  r e s t r i c t e d  t o  y i e l d  p a i d  o n  b o n d s

■ 1 %  l o w e r  i n t e r e s t  r a t e  t h a n  t a x a b l e  b o n d s  in  c u r r e n t  m a r k e t
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The Difficulty with Tax Exempt
V e r y  d i f f i c u l t  t o  i d e n t i f y  a p p r o p r i a t e  G F  f u n d e d  c a p i t a l  p r o j e c t s  t o  

i s s u e  b o n d s  f o r .

C e r t i f i c a t e s  o f  P a r t i c i p a t i o n  i s s u a n c e  is  t h e  m o s t  v i a b l e  o p t i o n .

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

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

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

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

t o  f u n d  P E R S / T R S  c o n t r i b u t i o n s .
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T a k e - a w a y s



Take-aways

I f  we can earn more than the cost o f POB, we 
are be tte r o ff fo r issuing it.

We are in a ve ry favo rab le in te re s t ra te 
env iro nm en t -  take advan tage o f it!

Risks associa ted w ith POB issuance are 
quan tifia b le and s ta tis tica lly ju s tif ie d by the 
rewards.

Doing no th ing is no t a viab le op tion .
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State of Alaska S A R A B  PA L I.W  GOVERNOR
3 3 3  W illo u g h b y  A v e n u e , 1 l lh I 'lo o r  

P .O . B o x  110100 
J u n e a u ,  l lu s k a  9 9 R 1 1-0405 

P h o n e :  (907) 165-2300 
F a x ;  (907) 165-2391

/ ?  i A ‘,<

D e p a r t m e n t  o f  R e v e n u e  
C om m iss ion er ’s Office

February 15, 2008

The Honorable Senator Bert Stedman, Co-Chair 

The Honorable Senator Lyman Hoffman, Co-Chair 

Senate Finance Committee 

Juneau, A K  99801

R E C E i V .  

FFG I i)

Dear Senator Stedman and Senator Hoflman,

I appreciate your allocating time on February 8 for the presentation on a financial 

technique regarding Pension Obligation Bonds (PO Bs). During the hearing, your 

committee requested cash flows that indicate the returns displayed on pages 18 and 19 in 

my presentation. This letter includes the requested cash flows on pages two to eight. 

Since the methodology is the same behind each scenario, I include in this letter only four 

cash flows for illustrative purpose.

I appreciate yours and the committee’s attention to the matter o f PO Bs and the retirement 

systems’ unfunded liabilities. I look forward to discussing with the committee further 

details regarding this matter. Please feel free to contact me with any feedback or 

questions.

C C : The Honorable Senator Charlie Huggins

The Honorable Senator Kirn Elton 

The Honorable Senator Donny Olson 

The Honorable Senator Joe Thomas 

The Honorable Senator Fred Dyson 

The Honorable Representative Mike Hawker

Very truly y<

Brian Andrews 

Deputy Commissioner 

Department of Revenue

Page 1 o f 8



A fo llow  up to the POBs presentation on February 8, 2 0 0 8

This information is provided as a follow-up on a request made at the PO Bs presentation 

on February 8, 2008 to provide cash flow analysis that supports the charts that were 

included on pages 18 and 19 o f the presentation. The following cash flow analyses show 

the differential between the interest cost on a borrowing of SI billion and the interest 

earnings that the pension funds could obtain based upon historical performance.

This analysis does not address the impact on the actuarially required contributions to the 

pension fund and'or the appropriations for repayment of principal and interest on the 

debt.

It should be noted that the success of an issuance of PO Bs can only be determined at the 

maturity of the PO B s  -  i.e., over the term of the PO Bs, did the investment return realized 

on investment o f the bond proceeds exceed the cost o f the POBs? During the period that 

the PO Bs are outstanding, there may be significant gains or realized losses on the 

program. Assuming an investment strategy consistent with past practice o f the pension 

funds, statistically the probability o f realizing a gain from the program exceeds 90%.

P ig e  2 o f  8



A fo llow  up to the POBs presentation on February 8, 2008

Cash flow #1

This example shows the cumulative return if the P O B S  had been issued in 1992, at the 

estimated cost of borrowing in 1992, and the bond proceeds had been invested in the 

pension funds, and realized the investment returns that the pension funds had experienced 

over the period from 1992 - 2007.

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

at which PO Bs could be issued under current conditions under the proposed legislation. 

The legislation limits the all-in interest cost o f the PO Bs to not more than 1.5% below the 

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

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

Assumptions:

An issuance o f S I billion PO Bs in 1992 at an all-in interest cost of 7.76%; the annual 

fiscal year investment returns are actual Public Employee Retirement System (P E R S ) 

returns.

P O B  borrowing cost (all in) 7.76%

P O B  issuance amount S 1,000,000,000

PO B  term 25 years

Cash flow based on actual PERS returns from FY1992-2007

PERS PCB Annual Surplus oi
FY ROR BoFY Balance Returns In $ hterast Costs EoFY Edanca (shortfall)

1992 11.80% S 1.000,000.000 $ 118,000,000 S (77,600,000) S 1.040.400,000 $ 40,400,000
1993 14.25% $ 1,W0,4CC,000 S 148,257,0:0 S (77.6CO.OCO) S 1,111,057,000 S 111.057,000
1994 266% $ 1.111,057,000 s 29.554.116 s .77.6CO.COO) $ 1,063,011,116 $ 63,011,116
1995 15.56% $ 1,063,011,116 $ 165,404,530 s (77.600,000) $ 1,150,815.646 s 150,815.646
1996 13.70% $ 1,150.815.646 s 157.661,743 3 (77 6 0 0 ,0 0 0 ) S 1,230,877,389 s 230.877,389
1997 iao /%  $ 1.230,877.389 s 222,419,544 s (77 600,0C0) S 1.375.696934 s 375.696,934
1998 14.62% S 1.375,696,934 s 201,126,892 s (7 7 6 0 0 ,0 0 0 ) $ 1,499,223,825 $ 499,223,825
1999 10.65% S 1.499,223,825 s 159,667,337 5 (7 7 600.000) $ 1,581,291,163 $ 581,291,163
2000 10.12% S 1,581,291,163 s 160.026,666 s (77 600,0C0) $ 1,663,717,828 s 663717,828
2001 -5.30% S 1,663,717,828 s (68,177,045) S (7 7 6 00.0C0) $ 1,497,940,783 s 497.940,783
2002 -5.40% $ 1.497,940.783 s (80,888802) S (77 600,OCO) S 1,339,451,981 s 339,451,981
2003 3.82% $ 1,339,451,981 $ 51,167,066 s (77,600.000) S 1,313,019,047 s 313019.047
2004 14.73% $ 1,313,019,047 $ 193,407,706 s (77.600,OCH) S 1.428,826.752 s 428,826,752
2G05 8 86% $ 1.428,826,752 s 126,594,050 s (77.600,000) S 1,477,820,803 s 477,820,003
2006 11 69% S 1,477,620,803 $ 172,757,252 s (77.6CO.OCOl 5 1,572,978,055 s 572978,055
2007 18.88% $ 1 572978,055 s 296.978.257 s (77,6 0 0 .0 0 0  S 1,792,356,311 s 792356,311

Results ns of the end of FY2007:

Annual PO B  interest payment with cost @  7.76%

Total PO B  interest payment for 16 years 

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

the 16 years 

Accumulated returns at the end of the 16 years

S (77,600,000) 

S (1,468,252,912)

S 792,356,311 

79.24%
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A fo llow  up to the POBs presentation on February 8, 2008

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

term o f the PO Bs. But, if the investment return on the pension funds were assumed to 

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

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

Cash flow based.Ofi actual PERS ratw s. f rcm

PERS POB Annual Surplus or
FY ROR BoFY Balance Returns In $ Interest Costs EoFY Balance (shortfall]

1992 11.80% S 1.000,000,000 I 118,000,000 S (77.6CO.CCO) $ 1,040,400,000 r 40,-'00,000
1993 14.25% $ 1,040,400,000 $ 148,257,000 5 (77,600.000) s 1,111,057,000 S 111,057,000
1994 2.66% S 1,111,057,000 S 29,554,116 S (77,600,000) $ 1,063.011,110 $ 63,011,118
1995 15.56% 5 1,063,011,116 $ 165,404,5X s (77.6CO.CCO) $ 1,150,815,6-16 S 150,815,646
1996 13.70% S 1,150,815,646 S 157,661,743 s (77.6CO.OOO) $ 1,230,877,389 5 230,877,389
1997 16.07% $ 1,230,877,389 $ 222,419,544 s (77,600.000) $ 1,375,696,934 $ 375,696,934
1998 14.62% S 1,375,696,934 $ 201,126,892 $ (77,600,CC0) $ 1,499,223,825 S 499,223.825
1999 10.65% $ 1,499,223,825 s 159,667,337 $ (77.6CO.CCO) s 1,581,291,163 $ » ’ " 1,163
2000 10.12% $ 1,531,291,163 s 160,026,666 $ (77,600,000) s 1,663,717,828 S 663,717,828
2001 -5.30% S 1.663.717.828 s (88,177,045) s 177.600.000) $ 1.497.940,783 s 497,940,783
2002 -5.40% $ 1.497.940,783 $ (30.888,802) s (77,600,000) 5 1,339,451,981 $ 339,451,981
2003 3.82% I 1,339,451,981 5 51,167,066 s (77.6CO.OCO) S 1,313,019,047 $ 313,019,047
2004 14.73% S 1,313,019,047 $ 193,407,706 $ (77.600,000) 5 1,428,826,752 $ 428.826,752
2005 8.86% S 1.428,826,752 $ 126,594,050 $ (77.600,000) $ 1.477,820,803 $ 477,820,803
2006 11.69% $ 1,477,820,303 $ 172,757,252 s (77.6CO.OOO) $ 1,572,978,055 $ 572.978,055
2007 18.88% $ 1,572,978,065 s 296,978,257 $ (77,600,COO) $ 1,792,356,311 $ 792.356,311
2008 8.25% S 1,792.356.311 s 147,869,396 s (77.6CO.OCO) s 1,862,625,707 5 862,625,707
2009 8.25% $ 1,862,625,707 s 153,666,621 $ (77.600.0CO) $ 1,938,692.328 % 938,692,328
2010 8.25% S 1,938,892,323 s 159,942,117 s (77,600,000) $ 2.021,034.445 s 1,021,034,445
2011 8.25% $ 2,021,034,445 s 166,735,342 s (77,600,000) $ 2,110,169,786 s 1,110,169.780
2012 8 25% $ 2,110,169,786 s 174,089,007 s (77,600,000) s 2,206,658.794 s 1.206,658.794
2013 8.25% $ 2,206.658,794 s 182,049,350 s (77,600.000) s 2.311,108.144 $ 1,311,108,144
2014 8.25% $ 2,311,108,144 s 190,666,422 s (77,600,000) $ 2.424,174,566 $ 1.424,174,566
2015 8.25% $ 2,424,174,566 $ 199,994,402 s (77.600.CC0) s 2,546,568,968 s 1,546,568,968
2016 8.25% S 2.546,568,968 $ 210,091.940 s (77.6CO.OCO) s 2,879,060,908 s 1,679,060,908

Pesults as o f the end of FY2016:

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

the 25 years 5 1,679,060,908

Accumulated returns at the end o f the 25 years 167.91 %
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A fo llow  up to the PO Bs presentation on February 8, 2008

Cash flow #2

This cxampfo shows the cumulative return if the P O B S  had been issued in 2001, at the 

time of the downturn in the equity markets, at the estimated cost o f borrowing in 2001 

(i.e., 5.77%), and the bond proceeds had been invested in the pension Rinds, and realized 

the investment returns that the pension funds had experienced over the period from 2001 

- 2007.

Note that the period from 2001 -  2007 is significantly less than the assumed 25-year term 

of the POBs. With such a short period of performance to review, it is not possible to 

determine how the program would perform over the term of the PO Bs. Clearly, the seven 

period from 2001 -  2007 was not enough in order to earn back the losses that were 

experienced in the early years of the program. However, if  the invcstmen : returns on the 

pension funds were assumed to earn an investment return of the actuarially assumed 

investment rate of 8.25% for the period from 2008 -  2025, the cash flow deficit would be 

erased and the program would experience a cash flow benefit.

Assumptions:

An issuance o f S I billion PO Bs in 2001 at an all-in interest cost of 5.77%; the annual 

fiscal year investment returns are actual P E R S  returns.

P O B  borrowing cost (all in) 5.77%

P O B  issuance amount S 1,000,000,000

P O B  term 25 years

Cash flow based on actual PERS returns from FYQ1-07

POB Annual Surplus or
FY PERS ROR BoFY Balance Returns In J kilorast Costs EoFY Balance (shortfall)

2001 -5.30% S 1 oco.ooo.ooo S (53,060,000) S (57.7CO.COO) $ 889,300.000 $ (110,700.000)
20 02 -5.40% s 889.300.000 S (43.022 290) s (57.7CO.OCO) $ 783,577.800 S (216.422,200)
20 03 3.32% $ 783,577.800 S 29,932,672 5 (57.7CO.COO) $ 755.810.472 s (244.ie9.523)
2004 14.73% $ 755,810.472 $ 111,330,883 S (57.7CO.COO) s 809.441,354 $ (190,558.646)
20 05 8.86% s 809,441,354 $ 71,716,504 s (57.7CO.OOO) s 823,457.858 s (176,542.142)
2306 11.69% s 823.457,858 S 96,2679224 s (57,7CO,COO) s 862.020.082 s (137.979.918)
20 07 18 88% s 862,020.082 $ 162.749.392 s (57,760,000) s 937.069.474 s (32,930,526)

Results as of the end of FY2007:

Annual P O B  interest payment with cost (g  5.77% S (57,700,000)

Total PO B  interest payment for 7 years S (403.900,000)

Overall surp!us/(shortfaIl) because o f arbitrage at the end

the 7 years S (32,930,526)

Accumulated returns at the end of the 7 years -3.29%
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A fo llow  up to the POBs presentation on February 8, 2008

Cash flow #3

This example shows the cumulative return if the PO BS  had been issued in 1992 and the 

bond proceeds had been invested in the pension funds, and realized the investment 

returns that the pension funds had experienced over the period from 1992 - 2007. For 

purposes of this example, we have used an estimate of the interest cost at vluch POBs 

could be issued under current market conditions. Thus, this example usej current interest 

rates, but historical performance of the pension fund.

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

term of the POBs. But, if the investment return on the pension funds were assumed to 

earn an investment return of the actuarially assumed investment rate of 8 .25% for the 

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

Assumptions:

An issuance o f S I billion PO Bs in 1992 at an all-in interest cost of 5.25%, which is likely 

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

returns are actual P E R S  returns.

P O B  borrowing cost (all in) 5.25%

P O B  issuance amount S 1,000,000.000

PO B  term 25 years

Cash flow .QnactuaLEERS-ralmns from FY 1992-2QQZ

PERS POB Annual Surplus or
FY ROR BoFY Balance Returns In $ Interest Costs EoFY Balance (short fai;

1992 11.60% s 1,000,000,000 S 118,000.000 S (52500,000) S 1,065.500.000 S 65.500,000
1993 14.25% s 1,065,500,000 s 151,833,750 S (52500,000) $ 1,164,833,750 $ 164.833,750
1994 2.60% s 1,164,833,750 s 30,9e4,578 $ (52500.000) 5 1,143.318.328 5 143,318,328
1995 15.56% s 1.1-13,318,328 s 177,900.332 S (52500.01X3) $ 1.268.718,660 S 268,718,660
1996 13.70% s 1,268,718.660 $ 173,814.456 $ (5 2 500,000) S 1,390,033,116 S 390,033,116
1997 iao7% s 1,390.033,116 $ 251.178,984 $ (52 500.000) $ 1.584712.100 5 588,712,100
1996 14.62% s 1,588,712.100 s 232,269.709 S (52 5 00 000) s 1,754481,809 $ 768,481,809
1999 10.65% s 1,768,481,809 5 188,343,313 5 (5 2 500,000) s 1,904,325,122 $ 904 325,122
2000 10.12% $ 1,904,325,122 s 192.717.702 S (52500,000) 5 2,044.542.824 S 1,044.542.824
2001 •5 30% $ 2,044,542824 s (108,360,770) $ (52,500,000) S 1,883,682,054 $ 883,682.054
2002 •5.40% s 1,883,682.054 s (101.718.331) $ (52500.000) $ 1,729,463,223 $ 729,463,223
2003 3.62% s 1,729,463,223 s 66,065.496 S (52500,000) $ 1.743.028,718 S 741.028.718
2004 14.73% s 1.743.024718 s 256,74a 130 S (52500 OCOj $ 1,947,275.849 s 947 276 349
2005 8 86% s 1,947,276.849 s 172.52 a 729 S (52 500.000) $ 2.067.305.577 5 1.067.305.577
2000 11 es% 5 ,067,305,577 s 241.66a022 S <52.500 OCO) S 2.256,473,599 $ 1,256,473,599
2007 iaep* 2 256.473 599 s 420.022216 S (525CCOCO) s 2.629,995 815 S 1,629995,815

Results as of the end of FY2007:

Annual PO B  interest payment with cost @  5.25°o 

Total PO B  interest payment for 16 years 

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

the 16 years 

Accumulated returns at the end of the 16 years

S (52,500,000) 

S (840,000,000)

S 1,629,995,815 

163.00%
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A fo llow  up to the POBs presentation on February 8, 2008

Cash flow tt4

This example shows the cumulative return if the PO B S  had been issued in year 1. The 

interest cost is an estimate of the interest cost at which the PO Bs could be issued under 

current market conditions. The investment returns use the acnial historical investment 

returns of the pension fond, but the annual returns are rearranged such that the four years 

having the worst returns occur in Years I - 4. This scenario illustrates the impact of 

issuing die PO Bs i:i a down stock market, and the need for additional years of good 

returns to bring the program out o f the deficit position.

It should also be noted that the period from Years 1 - 16 is less than the assumed 25-ycar 

term of the PO Bs. But, if  the investment return on the pensi in funds were assumed to 

earn an investment return of the actuarially assumed investment rate of 8 .25% for the 

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

Assumptions:

An issuance o f S I billion PO Bs in Year 1 at an all-in interest cost o f 5.25%, which is 

likely to be available under current market conditions; the annual fiscal year investment 

returns are rearranged P E R S  returns in order to simulate a shock scenario with the first 

four year:: having the worst investment returns.

PO B  borrowing cost (all in) 5.25%

P O B  issuance amount $1,000,000,000

PO B  terrr. 25 years

A shock scenario: Cash flow based on low ROR In the beginning

PERS
FY ROR BoFY Balance Returns In $
1 -5.40% S 1,000,COO,000 $ (54,000.000) S
2 •5.30% $ 893,500,000 S (47,355,500) S
3 286% S 7 9 3.644,500 s 21,110,944 S
4 3.82% S 7 6 2,255,444 S 29,118.158
5 14.62% S 738,873,602 s 108,023,321 S
6 11.69% $ 794,396.922 $ 92,865,000 5
7 13.70% S 8 3 4,761.922 s 114,362,383 5
8 11.80% S 8 9 6,624.306 s 105.801.668 3
9 10 65% S 94 9,925,974 5 101,167,110 S
10 18 88% S 99 8.593,090 s 188,534,375 s
11 14.73% S 1.134.627.465 s 167,130,626 s
12 14 25% S 1249,258,091 s 178,019,278 s
13 15.56% S 1.374,777,369 $ 213,915,359 $
14 8 86% S 1.536.192.728 $ 136,106.676 s
15 18.07% S 1,619 799.403 s 292 697,752 s
16 10 .12% S 1 8 5 9.997.156 s 188 231,712 5

FOB Annual Surplus or
Interest Costs EoFY Balance (shortfaJI
(52,500,000) i 893,500,000 S (106,500,000)
(52.500, CC0) s 793,644,500 s (206,355,500)
(52,500.000) s 782,255,444 s (237,744,556)
(52.500,CC0) $ 738,873,602 s (261,126,398)
(52 500,000) s 794.398,922 s (205.603.078)
(32,500,000) J 834,761,922 s (165,238,078)
(52,500,000) J 896,624,306 $ (103,375,694)
(52.500.000) s 940,925,974 s (50,074,026)
(52,500,000) J 996,593,090 s (1,406.910)
(52.500,000) J 1,134,627,465 s 134,627.465
(52,500,000) s 1,249,258,091 s 249,258,091
(52.500.000) $ 1,374,777,369 $ 3 7 4,777,369
(52,500.000) s 1,536,192,728 s 536,192,728
(£2,500 000) s 1.619.799.403 s 6 1 9,799,403
(52,500,000) s 1,859,997.156 s 8 5 9,997,156
(52 500,000) s 1.995,728.868 s 9 9 5,728,868
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A fo llow  up lo the POBs presentation on February 8, 2008

Results as of the end of Year 16:
Annual PO B  interest payment with cost @  5.25% S (52,500,000)

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

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

the 16 years S 995,728,868

Accumulated returns at the end of the 16 years 99.57%

This scenario shows that if the PO Bs were issued in a down market, additional few years 

of good returns will be required to bring the program to a position that investment returns 

cover the PO B  co.'ts. Such market risk is the main reason why I recommended in my 

presentation a thorough market assessment before PO B  issuance and considering a 

special investment allocation strategy for the proceeds, if necessary.
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House Bill 13 
Sponsor Statement 

Short Title: Retirement System Liability/Bonds

HB 13 provides governmental employers the opportunity to utilize a 
financial mechanism generally referred to as a “Pension Obligation 
Bond" (POB) to help reduce the ultimate cost of satisfying the unfunded 
accrued actuarial liabilities of their retirement systems. A POB is 
essentially a legal arbitrage transaction where money is borrowed at a 
lov/er rate of interest than the money earns when invested by the 
retirement system.

HB 13 clarifies the ability of municipal entities to include POBs in their 
strategy to reduce the cost of meeting unfunded pension liabilities and 
expands the authority of the Alaska Municipal Bond Bank Authority, the 
Alaska Housing Finance Corporation, and the state bond committee to 
support governmental employers seeking assistance engaging in such 
transactions. HB 13 also creates the Alaska Pension Obligation Bond 
Corporation. The authority granted in this legislation will allow for the 
greatest flexibility in creating transactions to fit the needs of public 
employers.

This bill uoes not authorize any debt instruments to be issued. Separate 
specific action would be required to initiate any tiansaction under the 
authority provided by HB 13.
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Representative M ike Hawker
Alaska State Legislature

C h a n g e s  t o  H o u s e  B i l l  13

House Special Committee on Ways &  Means

The major changes between HB 13 and CS I IB 13 (W & M ) ate the requirement for an 

employer’s contribution rate to be recalculated within 180 tlays of a lump sum payment 

authorized under this bill, the authorization for the Alaska 1 lousing Finance Corporation 

and the state bond committee ’o participate in the sale of Pension Obligation Bonds, and 

the creation of the Alaska Pension Obligation Bond Corporation.

>  Added new sections to require the plan administrator to recalculate the employer’s 

contribution rate within 180 days of a lump sum payment to reduce their unfunded 

accrued actuarial liability.

>  Authorized the Alaska I lousing Finance Corporation to create a subsidiary 

corporation to assist in the financing of Pension Obligation Bonds.

>  Authorized the state bond committee to assist in the financing of Pension 

Obligation Bon Is and set guidelines and requirements for bond issuance, sale, 

structure, repayment and the investment and accounting of bond and investment 

proceeds.

>  Created the Alaska Pension < )bligation Bond Corporation to assist in the 

financing of Pension ( )bligation Bonds, defined its organization and structure, and 

set guidelines and requirements for bond issuance, sale, structure, repayment and 

the investment and accounting of bond anil investment proceeds.

r  Necessary title and conforming amendments to accommodate new language.

1 -loir _• Finance Committee

> Reduced the time for a plan administrator to recalculate the employer’s 

contribution rate from 180 days to It) days of receipt of a lump sum payment.

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

behalf of a governmental employer.

y  Added a requirement that the actuarially assumed rate of return on PCPs issued 

by the Alaska I lousing Finance Corporation exceed 1.5 percent annually. This 

mirrors existing requirements in the bill ior bonds issued by the State Bond 

Committee and Alaska Pension ( )hligation Bond Corporation.

y  Exempted the Alaska Pension Obligitit i Bond Corporation from the 

Procurement ( lode.
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S e c t io n s 2 - 5:

S e c t io n  6: 

S e c t io n  7: 

S e c t io n  8:

S e c t io n  9:

S e c t io n s 1 0 - 1  

S e c t io n  12:

Section 1:

Section 13:

CS House Bill 13 (FIN) 
Sectional Analysis

Prepared by Representative Mike Hawker's Office

Allows a lump sum payment to be made to prepay all or a part of a Teacher’s 
Retirement System (TRS) employer’s unfunded accrued actuarial pension liability 
(UAAL); allows the commissioner to accept a lump sum payment that is less than 
the full amount; allows administrative fees to be charged; outlines how the lump 
sum payment and earnings or losses will be ciedited; and holds an employer who 
prepays its liability harmless if there are future state discretionary payments that 
benefit multiple employers. Requires the administrator of the TRS plan to 
recalculate the employer contribution rate within 30 days of the lump sum 
payment.

These sections allow the Alaska Housing Finance Corporation (AHFC) to create 
a subsidiary to aid an employer in the financing oc a prepayment of all or a portion 
of that employer’s UAAL.

Outlines how municipalities can join together to issue debt obligations and allows 
funds diversion agreements between the municipalities and star*7 agencies.

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

Adds Article 8 to the State Bonding Act, which authorizes the state bond 
committee to issue Pension Obligation Bonds (POBs) md provides guidelines 
and requirements for bond issuance, sale, structure, repayment and the 
investment and accounting of bond and investment proceeds.

Creates the Alaska Pension Obligation Bond Corporation, which is authorized to 
issue POBs. Provides guidelines and requirements for bond issuance, sale, 
structure, repayment and the investment and accounting of bond and investment 
proceeds.

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

Allows a lump sum payment tc be made to pnpay all or a part of a PERS 
employer's unfunded accrued actuarial pension liability (UAAL); allows the 
commissioner to accept a lump sum payment 'hat is less than the full amount; 
allows administrative fees to be charged; outlines how the lump sum payment 
and earnings or losses will be credited; and holds an employer who prepays its 
liability harmless if there are future state discretionary payments that benefit 
multiple employers. Requires the administrator of the PERS plan to recalculate 
the employer contribution rate within 3U days of the lump sum prepayment.

Adds to the statutory policies established for the Municipal Bond Bank Authority 
Provides a directive to assist governmental employers to meet their unfunded 
retirement system obligations by issuing POBs on their behalf. Specifies that the 
bond bank should provide the lowest rates possible without subsidizing the 
employers beyond their means.
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S e c t io n  16:

S e c t io n  17: 

S e c t io n  18:

S e c t io n  19: 

S e c t io n  20:

Sections 14 -1 : These sections allow the Municipal Bond Bank to create a subsidiary to aid an
employer in the financing of a prepayment of all or a portion of that employer's 
UAAL.

Exempts "Pension Obligation Bonds" from the current lim it for revenue bonds that 
the Municipal Bond Bank may issue each year.

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

Exempts "Pension Obligation Bonds" from the current lim it for total revenue 
bonds and notes that the Municipal Bond Bank may have outstanding at any 
time.

Adds a definition fo r "governmental employer" to the defin itions section for the 
Municipal Bond Bank.

Immediate effective date.
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